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DECISIONS 


OF  THE 

UNITED  STATES  BOARD  OF  TAX  APPEALS. 


Appeal  of  James  S.  McCandless.1 

Docket  No.  2782.  Decided  April  23,  1926. 

Upon  the  evidence,  held,  that  the  transfer  of  stock  by  the  tax¬ 
payer  in  1921  did  not  constitute  a  bona  fide  sale  and  no  deductible 
loss  was  sustained  on  account  thereof.  The  return  for  1921,  in¬ 
cluding  a  deduction  on  that  account,  was  false  and  fraudulent 
and  willfully  so  made. 

Urban  E.  Wild ,  Esq.,  Arthur  S.  Hoppe ,  Esq.,  E.  R.  Cameron , 
C.  P.  A.,  and  A.  R .  Bechtold ,  C.  P.  A.,  for  the  petitioner. 

A.  Colder  Mackay ,  Esq.,  Ward  Loveless,  Esq.,  John  D.  Foley,  Esq., 
and  W.  Frank  Gibbs,  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  a  deficiency  in  in¬ 
come  tax  in  the  amount  of  $7,363.16  for  the  year  1921,  and  an  added 
penalty  of  $3,681.58  for  alleged  fraud,  or  a  total  deficiency'  of 

$11,044.74. 

FINDINGS  OF  FACT. 

1.  The  taxpayer  is  a  citizen  of  the  United  States  and  a  resident  of 
Honolulu,  Territory  of  Hawaii. 

2.  The  Calif ornia-Hawaiian  Development  Co.  is  a  corporation 
which  was  organized  under  the  laws  of  the  State  of  California  on 
or  about  September  27,  1911.  This  company,  hereinafter  called  the 
corporation,  was  organized  by  the  taxpayer  and  several  associates, 
among  whom  was  C.  G.  Bockus,  for  the  purpose  of  acquiring  from 
the  Sierra  Nevada  Development  Co.,  an  Arizona  corporation,  certain 
mining  properties  located  in  Placer  County,  Calif.  The  corporation 
was  incorporated  with  a  capital  stock  of  3,000,000  shares  having 

1  Publication  of  this  decision  was  withheld  pending  the  action  of  the  Board  on  the  tax¬ 
payer’s  application  for  rehearing. — Reporter. 


2 


5  U.  S.  BOABD  OF  TAX  APPEALS  EEPOETS. 


(1) 


a  par  value  of  $1  each.  Sometime  in  1909  the  taxpayer  had  pur¬ 
chased  shares  of  stock  in  the  Sierra  Nevada  Development  Co.  at 
the  price  of  $7.50  for  shares  having  a  par  value  of  $10  each.  These 
shares  were  exchanged  in  1911  for  shares  of  stock  in  the  corporation 
at  the  ratio  of  1  for  20,  thus  making  the  cost  to  the  taxpayer  of 
such  shares  in  the  corporation  37%  cents  each.  Subsequent  to  the 
organization  of  the  corporation,  the  taxpayer  bought  other  shares  of 
stock  therein  at  prices  varying  from  50  to  10  cents  per  share. 

3.  C.  G.  Bockus  was  a  resident  of  Honolulu  for  many  years  prior 
to  March,,  1922,  when  he  left  Honolulu  for  San  Francisco,  Calif., 
where  he  has  since  continued  to  reside.  He  had  been  one  of  the  or¬ 
ganizers  and  for  some  time  was  the  secretary  of  the  corporation. 
He  was  a  licensed  dealer  in  stocks,  bonds,  and  general  securities  in 
the  Territory  of  Hawaii.  There  had  been  a  number  of  sales  of  stock 
of  the  corporation  in  1920  and  1921.  Bockus  had  procured  pur¬ 
chasers  for  some  of  it  and  knew  of  the  sales.  He  was  on  terms  of 
intimate  friendship  and  association  with  the  taxpayer  and  had  many 
business  dealings  with  him  over  a  period  of  25  years.  The  taxpayer 
treated  him  practically  as  a  member  of  his  family. 

4.  On  or  about  December  10,  1921,  Bockus,  after  having  heard  that 
the  taxpayer  desired  to  sell  some  of  his  stock  through  another  broker, 
called  at  the  office  of  the  taxpayer  and  asked,  “Why  not  let  me  do  it?” 
stating  that  he  thought  he  could  sell  some  shares  of  the  stock  of  the 
corporation  as  he  had  a  similar  transaction.  Bockus  stated  to  the  tax¬ 
payer  that  he  had  already  made  a  similar  arrangement  with  the  tax¬ 
payer’s  brother,  J ohn  A.  McCandless,  from  whom  he  understood  the 
taxpayer  was  “  undertaking  a  similar  sale  through  a  broker  known 
as  Guy  H.  Buttolph.”  Bockus  offered  to  purchase  some  of  the  tax¬ 
payer’s  shares  at  5  cents  per  share.  At  that  time  no  agreement  was 
reached  between  the  parties.  The  taxpayer  subsequently  made 
inquiry  among  stockholders  in  Honolulu  and  ascertained  from  them 
that,  in  their  opinion,  it  had  a  value  of  about  5  cents  per  share. 
Thereafter,  on  or  about  December  21,  1921,  Bockus  again  called  upon 
the  taxpayer  and  at  that  time  he  again  offered  to  take  shares  in  the 
corporation  from  the  taxpayer  for  5  cents  per  share  and  give  his 
promissory  note  therefor.  During  neither  of  the  conversations  was 
mention  made  by  Bockus  of  any  particular  number  of  shares.  The 
taxpayer  thereupon  delivered  to  Bockus  159,344  shares  of  stock  of 
the  corporation  and  took  his  note  on  the  basis  of  5  cents  a  share. 
These  shares  were  among  those  acquired  by  the  taxpayer  after  the 
organization  of  the  corporation  and  were  represented  by  four  cer¬ 
tificates  numbered,  respectively,  15,  263,  312,  and  395.  The  cer¬ 
tificates  were  indorsed  and  delivered  by  the  taxpajTer  to  Bockus  and, 
at  the  request  of  Bockus,  transferred  to  him  on  the  books  of  the  cor¬ 
poration  and  replaced  by  certificate  No.  695,  dated  December  30, 
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1921,  and  made  out  in  his  name  for  the  159,344  shares.  Certificate 
No.  695  was  thereafter  field  by  Bockus  in  his  possession  until  he 
delivered  it  to  the  trustee  of  his  estate  in  bankruptcy,  as  hereinafter 
set  forth.  The  taxpayer  received  from  Bockus  a  promissory  note 
for  $7,967.20,  dated  December  22,  1921,  pa}7 able  on  demand.  Bockus 
was  in  “  straightened  circumstances.”  At  that  time  the  taxpayer,  on 
account  of  his  confidential  relationship  with  Bockus,  knew  in  a  way 
his  financial  condition.  On  June  30,  1925,  the  day  before  it  was  filed 
in  evidence  in  this  appeal,  documentary  stamps  in  the  amount  of 
$1.60  were  placed  on  the  note  and  canceled.  The  taxpayer  never  made 
demand  on  Bockus  for  payment  of  the  note,  nor  was  any  amount 
ever  paid  on  the  note,  nor  was  any  interest  ever  paid  thereon.  The 
transaction  wTas  entered  into  and  carried  out  by  the  taxpayer  in  the 
manner  set  forth,  for  the  purpose  of  taking  a  deduction  on  his 
income-tax  return.  The  taxpayer  stated  that  one  reason  he  desired 
to  dispose  of  the  stock  was  that  it  had  been  quite  a  burden  to  him. 
Some  time  in  1922,  and  prior  to  the  adjudication  of  Bockus  as  a  bank¬ 
rupt,  but  after  the  transfer  to  him  of  the  stock,  the  taxpayer  paid  an 
assessment  of  one-half  per  cent  per  share  levied  upon  the  shares  of 
stock  of  the  corporation  transferred  to  Bockus.  The  taxpayer  also, 
on  February  11,  1924,  paid  another  assessment  which  was  levied  in 
December,  1923,  on  the  stock  transferred  to  Bockus.  Bockus  con¬ 
tinued  to  hold  certificate  No.  695  in  his  possession  until  after  he  was 
adjudged  an  involuntary  bankrupt  on  December  28,  1922.  He  did 
not  list  these  159,344  shares  of  stock  among  his  assets  in  the  schedule 
in  bankruptcy,  nor  did  he  list  the  promissory  note  given  by  him  to 
the  taxpayer  as  a  liability.  On  demand,  he  delivered  the  certificate, 
indorsed  in  blank  by  him,  to  the  trustee  in  bankruptcy  about  the 
month  of  October,  1924.  The  taxpayer,  having  knowledge  of  the 
bankruptcy  proceedings,  did  not  fde  a  claim  with  the  trustee  for  the 
amount  of  the  note  received  by  him  from  Bockus,  but  stated  that  he 
would  have  been  willing  to  destroy  the  note  if  it  were  not  for  the 
question  raised  by  the  Commissioner  with  respect  to  his  tax  liability 
which  was  coming  up.  The  certificate,  from  the  time  of  its  delivery 
by  Bockus,  has  been  held  by  said  trustee  as  a  part  of  the  assets  of 
the  estate  in  bankruptcy.  After  the  transfer  of  the  stock  as  above 
set  out,  Bockus  sold  other  securities  to  the  taxpayer,  and,  acting  as 
broker,  sold  other  securities  for  him.  The  taxpayer  paid  Bockus 
his  regular  commissions  in  cash  on  such  deals  and  paid  cash  for  the 
securities  purchased,  and  no  part  of  the  amount  due  Bockus  was 
credited  on  the  note.  The  securities  sold  to  the  taxpayer  had  been 
bought  by  Bockus  with  his  own  money. 

5.  The  taxpayer  purchased  no  shares  of  the  stock  of  the  corpora¬ 
tion  within  a  year  prior  to  the  sale  described  in  the  preceding  para- 
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graph  and  has  purchased  no  shares  of  such  stock  since  that  time, 
either  from  Bockus  or  any  other  person. 

6.  The  certificates  of  stock  acquired  by  the  taxpayer  and  trans¬ 
ferred  to  Bockus  were  numbered  and  issued  and  cost  the  amounts  set 
forth  in  the  following  schedule : 


Certificate  No. 

Date  of 
purchase  by 
taxpayer. 

Number 
of  shares. 

Cost  per 
share. 

Total  cost 
of  purchase. 

15 . . . . . 

Nov.  14, 1911 
Aug.  14,1913 
Mar.  13, 1914 
Dec.  24,1914 

50,  COO 
38, 322 
32, 708 
38,314 

Cents 

40 

50 

10 

10 

$20, 000. 00 
19,161.00 
3, 270. 80 
3, 831. 40 

263  _ _ _ _ _ 

312 _ _ _ _ _ _ _ 

395 _ _ _ _ _ 

159, 344 

46, 263. 20 

During  the  period  from  December  26,  1914,  to  June  28,  1921,  the 
taxpayer  paid  assessments  amounting  to  11  cents  per  share,  or  a 
total  of  $17,527.84,  on  the  159,344  shares.  The  total  cost  of  these 
shares  to  the  taxpayer  was  $63,791.04.  The  cost  of  certificate  No. 
15,  which  was  purchased  on  November  14,  1911,  was  less  than  its 
March  1,  1913,  value. 

7.  The  transfer  of  stock  to  Bockus  referred  to  in  paragraph  4 
was  not  a  sale  in  good  faith,  but  was  resorted  to  by  the  taxpayer 
for  the  purpose  of  establishing  the  appearance  of  a  sale  without 
consummating  it  in  actuality.  The  taxpayer  filed  a  return  for  the 
year  1921  in  which  a  loss  was  claimed  on  account  of  that  alleged 
sale,  which  claim  wTas  false,  was  known  to  the  taxpayer  to  be  false, 
and  was  made  with  intent  to  evade  tax. 

OPINION. 

Trammell:  The  taxpayer,  in  his  income-tax  return  for  1921,  took 
as  a  deduction  a  loss  in  the  amount  of  $67,721.20  on  account  of  a 
sale  of  159,344  shares  of  stock  to  Bockus.  The  Commissioner  dis¬ 
allowed  any  loss  on  that  account,  upon  the  ground  that  there  was 
in  fact  no  sale  of  the  stock  referred  to.  The  taxpayer  at  the  hearing 
conceded  that  the  amount  of  the  loss  claimed  was  erroneous  and 
that,  if  he  was  entitled  to  any  loss,  the  amount  thereof  was  $58,823.84, 
because  the  cost  of  the  stock  transferred,  and  which  the  taxpayer 
claims  that  he  sold,  was  less  than  the  cost  which  he  asserted  in  his 
return. 

The  Commissioner  asserts  that  the  transfer  of  the  stock  by  the 
taxpayer  to  Bockus  in  1921  was  nothing  more  than  a  pretended 
sale,  not  an  actual  bona  fide  sale,  and  that  the  transaction  was  en¬ 
tered  into  for  the  purpose  of  evading  the  payment  of  tax.  The 
taxpayer  admits  that  the  transaction  was  entered  into  because  he 
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desired  to  take  a  loss  for  the  purpose  of  deducting  the  same  in  his 
return  for  the  year  1921.  If  the  transaction  amounted  to  an  actual 
sale  of  the  stock,  the  admission  by  the  taxpayer  that  it  was  consum¬ 
mated  for  the  purpose  of  realizing  a  loss  during  that  taxable  year, 
in  order  that  he  might  deduct  the  same  in  his  income-tax  return, 
is  perfectly  legitimate  and  sets  forth  an  intention  which  is  legal 
and  which  gives  rise  to  no  fraud  or  illegal  intent. 

A  taxpayer  is  not  entitled,  under  the  statute,  to  take  a  loss  merely 
because  stock  or  securities  during  a  taxable  year  shrink  in  value, 
unless  the  loss  is  actually  realized  by  a  sale  or  other  disposition 
of  such  property.  It  is  perfectly  legal  and  proper  for  a  taxpayer 
to  sell  such  assets  at  a  price  representing  their  reduced  value  and  thus 
to  sustain  a  deductible  loss  which  is  allowed  him  by  the  statute. 
United  States  v.  I  sham,  17  Wall.  496;  Appeal  of  The  Pennsylvania 
Co.,  etc.,  2  B.  T.  A.  48;  Appeal  of  Benjamin  T.  Britt,  2  B.  T.  A.  53; 
Appeal  of  Harold  B.  Clark,  2  B.  T.  A.  555. 

The  question  now  resolves  itself  into  a  question  of  fact,  and  that 
is,  whether  the  taxpayer  actually  sold  the  stock  in  question  during 
the  taxable  year,  or  whether  the  transfer  of  the  stock  to  Bockus  was 
carried  out  for  the  purpose  of  taking  a  deduction  on  account  of  a  loss 
which  had  not  in  fact  been  sustained.  In  order  to  determine  whether 
there  was  an  actual  sale  or  merely  a  pretended  one,  it  is  necessary 
to  look  at  all  facts  and  circumstances  in  the  case  and  to  consider 
and  weigh  all  the  evidence. 

The  taxpayer  testified  that  he  sold  the  stock  to  Bockus,  and  Bockus 
testified  that  he  bought  it.  The  taxpayer  and  Bockus,  however, 
testified  to  other  facts,  and  we  have  the  testimony  of  other  witnesses. 
There  were  facts  and  circumstances  in  connection  with  and  surround¬ 
ing  the  transaction  which  can  not  be  ignored.  Facts  which  are  not 
denied  b}^  the  taxpayer  or  Bockus  must  be  taken  into  consideration 
and  a  decision  can  not  be  made  alone  upon  categorical  statements 
of  the  parties.  In  the  light  of  all  the  temtimony,  we  are  convinced 
that  the  taxpayer  did  not  make  a  sale  to  Bockus  of  the  stock  in 
question  in  1921,  and  that  the  taxpayer’s  return  for  that  year,  in 
which  he  claims  a  deduction  on  that  account,  was  willfully  false  and 
fraudulent.  The  facts  and  circumstances  which  lead  us  to  this 
conclusion  may  be  briefly  stated. 

Bockus,  having  learned  that  the  taxpayer  desired  to  dispose  of 
some  of  his  stock  and  that  he  was  undertaking  to  sell  it  through 
another  broker,  approached  the  taxpayer  and  asked  him,  “Why  not 
let  me  do  it?”  The  taxpayer  and  Bockus  were  on  terms  of  intimate 
friendship  and  were  closely  associated  in  business  affairs.  The  tax¬ 
payer  testified  that  he  treated  Bockus  as  practical^  belonging  to 
the  family.  They  had  many  business  dealings  together.  The  tax- 
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pa}^er  bought  securities  from  Bockus  and  Bockus  acted  as  the  tax¬ 
payer’s  selling  agent  and  sold  whatever  securities  the  taxpayer  had 
to  sell.  During  1920  and  1921  Bockus  had  sold  other  stock  of  the 
same  corporation.  Bockus  was  in  a  bad  financial  condition.  The 
taxpayer  knew,  at  least  in  a  general  way,  of  the  financial  condition 
of  Bockus.  He  testified  that  he  knew  that  Bockus  was  “hard  up,” 
although  he  did  not  know  of  any  contemplated  bankruptcy  proceed¬ 
ings.  Bockus  himself  may  not  have  known  that  his  creditors  in¬ 
tended  to  institute  such  proceedings.  About  a  year  after  Bockus 
received  the  stock  and  after  he  had  executed  to  the  taxpayer  his 
promissory  note  in  exchange  therefor,  Bockus  was  declared  an  in¬ 
voluntary  bankrupt.  He  did  not  list  the  note  of  the  taxpayer  as 
an  indebtedness  and  did  not  include  the  stock  as  an  asset,  nor  did 
he  list  it  among  his  assets  when  he  was  notified  in  1923  that  an 
assessment  had  been  levied  on  the  stock.  If  he  had  overlooked  the 
stock  in  1922  when  the  bankruptcy  proceedings  were  instituted,  his 
mind  must  have  been  refreshed  when  the  stock  was  called  to  his 
attention  by  the  assessment  thereon.  The  taxpayer,  knowing  of 
the  bankruptcy  proceedings,  did  not  file  a  claim  against  the  bank¬ 
rupt,  but  testified  that  he  would  have  been  willing  to  destroy  the 
note,  except  for  the  question  of  tax  liability  which  was  coming  up. 
Prior  to  the  adjudication  in  bankruptcy  an  assessment  of  one-half 
cent  per  share  was  levied  by  the  corporation  upon  the  stock  trans¬ 
ferred  to  Bockus.  This  assessment  was  paid  by  the  taxpayer  in 
order  to  prevent  the  stock  from  being  sold  to  satisfy  the  assessment. 
On  February  11,  1924,  another  assessment  which  had  been  levied  on 
the  stock  held  by  Bockus  was  paid  by  the  taxpayer.  This  was  after 
Bockus  had  been  declared  bankrupt.  Neither  of  the  assessments 
have  since  been  paid  by  Bockus.  The  taxpayer  testified  that  one 
of  the  reasons  that  he  desired  to  sell  the  stock  was  that  it  was  a 
burden  to  him;  yet  he  continued  after  the  transaction  to  bear  the 
burden  of  paying  assessments  thereon.  After  the  transfer  of  the 
stock  to  Bockus,  and  while  the  taxpayer  held  Bockus’  note  payable 
on  demand,  Bockus  sold  other  securities  to  the  taxpayer.  These  se¬ 
curities  had  been  purchased  by  Bockus  with  his  own  funds  and  the 
taxpayer  paid  to  Bockus  the  consideration  therefor  in  cash.  Bockus 
also  sold  some  securities  for  the  taxpayer  and  the  taxpayer  paid  him 
his  commission  in  cash.  No  part  of  the  money  due  to  Bockus  as  the 
result  of  these  transactions  was  credited  or  applied  on  the  note  held 
by  the  taxpayer.  The  note  was  payable  on  demand,  and,  notwith¬ 
standing  these  transactions,  the  taxpayer  did  not  make  demand  and 
has  never  made  demand  for  any  part  of  the  principal  or  any  interest 
on  the  note. 
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From  all  the  testimony  in  the  case,  we  are  of  the  opinion  that 
the  transfer  of  the  stock  by  the  taxpayer  to  Bockus  in  1921  was  not 
an  actual  bona  fide  sale,  and  that  the  return  filed  for  that  year,  in 
which  a  deduction  was  claimed  on  account  of  such  transaction,  was 
willfully  false  and  fraudulent. 

Order  of  redetermination  will  be  entered  on 
SO  days’  notice ,  under  Ride  50. 

Geaupner  and  Phillips,  dissenting :  As  the  only  two  members  of 
the  Board  who  heard  all  of  the  testimony  in  this  appeal,  we  feel  it 
incumbent  on  us  to  express  our  opinion  that  the  satisfactory  evidence 
in  this  appeal  does  not  justify  the  decision  of  the  Board.  It  is  true 
that  certain  incidents  disclosed  by  the  record  may  be  considered  as 
raising  suspicions,  but,  on  the  other  hand,  these  same  incidents  are 
susceptible  of  a  different  interpretation.  From  the  conclusions 
formed  by  us,  after  hearing  all  of  the  testimony  and  seeing  the 
witnesses  on  the  stand,  we  do  not  believe  the  evidence  sufficient  to 
support  a  finding  that  the  sale  from  the  taxpayer  to  Bockus  was  not 
bona,  fide,  or  that  the  taxpayer  was  guilt}^  of  fraud. 

The  Commissioner  relied  upon  the  testimony  of  two  revenue  agents 
for  the  purpose  of  impeaching  the  testimony  of  Bockus.  We  are 
agreed  that  it  is  too  evasive  and  too  contradictory  to  be  worthy  of 
belief.  As  we  observed  their  conduct  on  the  witness  stand,  we  were 
impressed  with  the  belief  that  they  were  overanxious  to  convict  the 
taxpayer  and  too  willing  to  make  damaging  deductions  from  small 
incidents.  But  apparently  some  weight  has  been  given  their  testi¬ 
mony  in  the  prevailing  opinion,  which  refers  to  the  testimony  of 
u  other  witnesses  ”  than  McCandless  and  Bockus. 

Regarding  the  sale,  the  evidence  shows  beyond  a  doubt  that  the 
stock  was  assigned  and  the  note  was  given  in  December,  1921,  that 
the  price-  was  fair,  that  Bockus  took  the  stock  into  his  possession, 
had  it  transferred  to  his  own  name,  and  held  the  certificate  therefor 
in  his  own  possession  and  control  until  he  was  required  to  surrender 
it  to  the  trustee  of  his  estate  in  bankruptcy.  There  is  no  evidence 
that  Bockus  held  the  stock  in  the  capacity  of  trustee  or  agent  for 
the  taxpayer.  On  the  contrary,  we  have  absolute  denials  of  such 
relationship  from  both  the  parties.  There  is  no  evidence  to  show 
that  the  taxpayer  exercised  or  attempted  to  assert  any  control  over 
or  right  to  possession  of  the  stock  after  its  delivery  by  him  to  Bockus. 
The  fact  that  Bockus  had  frequently  acted  as  broker  in  the  pur¬ 
chase  or  sale  of  securities  for  the  taxpayer  raises  no  presumption  that 
in  this  case  he  was  not  operating  on  his  own  account.  Nor  do  the 
incidents  of  Bockus  going  into  involuntary  bankruptcy,  without 
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setting  forth  the  stock  in  question  in  the  schedule  filed  by  him,  or 
of  the  taxpayer  failing  to  file  a  claim  in  bankruptcy  on  the  note  held 
by  him,  raise  any  presumption  of  the  relationship  of  trustee  and 
trustor  between  them.  The  individual  actions  of  Bockus  should  not 
be  permitted  to  reflect  on  the  actions  and  attitude  of  the  taxpayer, 
unless  collusion  was  proven,  which  it  was  not. 

Bockus  was  declared  an  involuntary  bankrupt  on  the  petition  of 
creditors  in  Honolulu,  while  he  resided  in  San  Francisco.  The 
schedule  was  prepared  in  Honolulu  and  sent  to  Bockus,  and  he  signed 
it  as  thus  prepared.  Other  assets  and  liabilities  were  omitted  from 
the  schedule,  including  Bockus’  home  in  Honolulu  and  debts  due 
from  him  secured  by  mortgage  thereon.  Many  creditors  fail  to  file 
claims  in  bankruptcy  where  the  futility  of  collection  is  apparent, 
and  there  is  no  reason  to  distinguish  the  taxpayer  from  other  credi¬ 
tors.  It  must  be  borne  in  mind  that  the  taxpayer  was  traveling 
about  the  United  States  on  matters  wholly  unrelated  to  his  business 
in  Honolulu  during  all  of  the  period  over  which  the  so-called  suspi¬ 
cious  circumstances  were  spread,  and  he  wTas  paying  little  or  no 
attention  to  His  affairs  at  home.  This  circumstance  might  more 
readily  account  for  his  failure  to  demand  payment  of  the  note  frotn 
Bockus  than  as  assumed  evidence  of  Bockus  being  agent  for  the 
taxpayer. 

The  payment  by  the  taxpayer  of  the  assessment  on  all  of  the  stock 
owned  by  Bockus  was  not,  in  our  opinion,  evidence  of  other  than  a 
generous  and  over-indulgent  attitude  on  the  part  of  the  taxpayer 
toward  the  man  he  considered  as  a  friend.  Apparently,  these  loans 
were  made  as  a  matter  of  course,  without  any  thought  of.  the  status 
of  the  stock  ownership.  The  taxpayer  loaned  money  to  others,  who 
never  had  purchased  any  stock  from  him,  with  which  to  pay  these 
same  assessments.  It  may  be  that  Bockus  was  unworthy  of  this 
friendship,  but  his  conduct,  unless  in  collusion  with  the  taxpayer, 
should  not  influence  the  decision  of  this  appeal. 

Stress  is  laid  upon  the  financial  condition  of  Bockus.  All  of  the 
evidence  in  the  appeal  is  to  the  effect  that,  in  December,  1921,  wThen 
the  transaction  took  place,  Bockus  was  solvent,  although  pressed  for 
cash  to  use  in  his  business.  It  was  not  until  a  year  later  that  bank¬ 
ruptcy  proceedings  were  instituted,  and  this  came  about  by  reason 
of  the  failure  of  a  company  in  which  Bockus  was  financially 
interested. 

We  believe  that  from  the  evidence  the  transaction  between  the 
parties  was  a  sale  and  that  the  taxpayer  is  entitled  to  the  deduction 
claimed.  We  further  believe  that  there  is  no  evidence  to  warrant 
any  finding  of  fraud. 
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Knutson  Hardware  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  4384.  Decided  October  4,  1926. 

Boy  P.  Willcox ,  Esq.,  for  the  petitioner. 

John  W.  Fisher ,  Esq.,  for  the  respondent. 

Littleton  :  This  proceeding  involves  a  deficiency  of  $1,880.14  for 
the  calendar  year  1920.  Petitioner  assigns  the  following  errors  by 
the  Commissioner: 

(1)  Failure  to  include  in  invested  capital  promissory  notes 
amounting  to  $9,800  paid  in  for  stock. 

(2)  Refusal  to  compute  the  income  upon  the  accrual  basis. 

(3)  Failure  to  include  $2,197  paid  for  wood  in  the  merchandise 
account. 

(4)  Refusal  to  allow  a  deduction  of  $780  for  Wisconsin  state  taxes 
paid  during  the  year. 

(5)  Disallowance  of  alleged  worthless  accounts  totaling  $692.29. 

FINDINGS  OF  FACT. 

Petitioner  is  a  Wisconsin  corporation  engaged  in  the  sale  of  hard¬ 
ware  and  implements  at  retail  at  Blair.  It  also  purchased  and  sold 
wood.  The  Commissioner  concedes  that  petitioner’s  books  and 
records  were  maintained  upon  the  accrual  instead  of  the  cash  basis, 
as  used  by  him,  and  that  the  Wisconsin  personal  property  taxes  for 
1920  were  a  proper  accrual  during  that  year. 

Such  books  and  records  as  the  petitioner  maintained  were  kept 
upon  the  accrual  basis.  The  Commissioner’s  agent  who  examined 
them  concluded  that  the  income  should  be  determined  upon  the  basis 
of  cash  received  and  disbursed,  and  that  only  $3?000,  representing 
promissory  notes  paid  in  for  stock,  should  be  included  in  invested 
capital.  J.  A.  Knutson  individually  owned  Liberty  bonds  of  the 
value  of  $500,  which  appeared  upon  the  petitioner’s  books  as  being 
its  property,  and  these  bonds  were  erroneously  included  by  the  Com¬ 
missioner  in  petitioner’s  invested  capital. 

Petitioner  was  organized  in  1920  to  take  over  the  individual  busi¬ 
ness  of  the  former  owner.  It  issued  certain  of  its  capital  stock  to 
J.  O.  Knutson  for  which  he  gave  his  interest-bearing  promissory  note 
payable  on  demand  for  $7,600 ;  and  likewise  the  corporation  sold  and 
issued  to  I.  N.  Knutson  certain  shares  of  stock  in  exchange  for  his 
interest-bearing  promissory  note  dated  January  2,  1920,  for  $2,200, 
payable  on  demand.  The  makers  of  these  notes  were  solvent  and 
the  notes  were  worth  their  face  value.  They  should  be  included  in 
invested  capital. 
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During  1920  certain  of  the  petitioner’s  customers  paid  their  ac¬ 
counts  in  firewood,  the  total  amount  of  wood  so  purchased  during 


the  year  being  as  follows : 

lQ5y2  cords  green  wood  at  $6.00 _  $993 

172  cords  dry  wood  at  $7.00 _ 1,  204 

Total _ _ 2, 197 


All  of  this  wood  was  sold  during  the  year  1920  and  the  proceeds 
thereof  were  entered  upon  the  petitioner’s  records  as  receipts  from 
merchandise  sold  during  the  year.  The  amount  of  $2,197  should  be 
included  in  purchases  during  the  year. 

During  1920  petitioner  had  upon  its  books  numerous  small  accounts 
receivable,  ranging  from  $1  to  $43,  totaling  $692.29.  These  accounts 
were  worthless  on  December  31,  1920.  They  were  charged  off  by  the 
petitioner  and  the  total  thereof  was  a  proper  deduction  from  gross 
income  for  1920. 

Order  of  redetermination  will  be  entered  on 
15  days’  notice ,  under  Rule  50. 


Metropolitan  Business  College,  Petitioner,  v.  Commissioner 

of  Internal  Revenue,  Respondent. 

Docket  No.  5717.  Decided  October  4,  1926. 

Petitioner  was  not  a  personal  service  corporation  during  1918 
and  1919. 

Forest  D.  Siefkin ,  Esq .,  for  the  petitioner. 

L.  C.  Mitchell ,  Esq.,  for  the  respondent. 

This  proceeding  invoRes  deficiencies  in  income  and  profits  tax  for 
1918  and  1919  in  the  amounts  of  $8,051.06  and  $5,478.23,  respectively, 
arising  from  the  denial  of  the  petitioner’s  claim  that  it  should  be 
classified  as  a  personal  service  corporation. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  Illinois  corporation,  organized  in  1897  for 
the  purpose  of  operating  business  schools,  with  principal  office  at 
Chicago.  It  succeeded  the  business  college  which  had  been  con¬ 
ducted  by  O.  M.  Powers. 

From  incorporation  Powers  was  the  sole  owner,  except  for  two 
qualifying  shares  of  stock,  until  1903,  when  the  school  was  reorgan¬ 
ized  and  some  of  the  stock  was  sold  to  teachers  who  had  been  with 
the  school  for  a  number  of  years. 

During  the  taxable  years  petitioner  operated  13  schools,  the  central 
school  being  located  in  the  downtown  district  of  Chicago.  There 
were  9  branches  in  the  City  of  Chicago,  the  one  farthest  from  the 
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central  school  being  about  11  miles  distant.  Branches  were  also 
maintained  in  the  towns  of  Elgin,  Aurora  and  Joilet,  Ill.,  about  40 
miles  from  the  central  school. 

Elementary  instruction  in  business  and  commercial  subjects  was 
given.  During  1918  and  1919,  50  teachers  were  employed,  and  5,000 
students  were  enrolled.  Solicitors  were  employed,  many  of  whom 
were  teachers  who  solicited  enrollment  on  Saturdays  and  at  such 
other  times  as  they  were  not  engaged  in  the  classroom. 

The  capital  stock  of  the  corporation  during  1918  and  1919  con¬ 
sisted  of  1,000  shares  of  the  par  value  of  $100  each.  Its  tangible 
property  consisted  of  desks,  typewriters,  and  the  usual  school  equip¬ 
ment  necessary  in  conducting  a  school  offering  business  courses. 
With  the  exception  of  10  shares  of  stock  owned  by  Edwin  B.  Powers, 
a  son,  and  20  shares  owned  by  Eva  A.  Powers,  a  daughter  of  O.  M. 
Powers,  acquired  by  them  as  an  inheritance  from  their  mother,  the 
petitioner’s  stock  was  owned  by  persons  actively  engaged  in  the 
conduct  of  petitioner’s  affairs. 

O.  M.  Powers  held  the  office  of  president  and  owned  81  per  cent  of 
the  stock.  J.  A.  Stevens,  the  vice  president,  owned  11  ys  per  cent  of 
the  stock,  and  C.  W.  Reynolds,  the  treasurer,  owned  4.7  per  cent 
of  the  stock.  These  men  regularly  devoted  themselves  to  the  affairs 
of  the  petitioner  and  allied  enterprises.  Prior  to  1918  these  men  had 
acquired  all  of  the  stock  of  Orr’s  Business  College,  situated  in  Chi¬ 
cago,  and  during  1918  and  1919  operated  that  institution  as  one  of 
a  chain  of  14  schools  in  Chicago  and  suburban  localities.  The  peti¬ 
tioner  had  an  investment  of  $8,769.04  in  Orr’s  Business  College. 

Powers  and  Stevens  had  written  several  textbooks  on  commercial 
and  business  subjects.  Prior  to  1918  the  Metropolitan  Textbook  Co., 
a  corporation,  was  organized  for  the  purpose  of  publishing  these 
books,  and  in  1918  and  1919  all  of  the  stock  of  the  textbook  company 
was  owned  by  Powers,  Stevens  and  Reynolds.  The  petitioner  also 
had  an  investment  of  $7,796.71  in  the  textbook  company  and  derived 
a  substantial  income  from  sales  of  textbooks  published  by  that 
company. 

During  the  taxable  years  the  stock  in  the  three  associated  com¬ 
panies  was  owned  as  follows: 


• 

Metro¬ 

politan 

Business 

College. 

Orr’s 

Business 

College. 

Metro¬ 

politan 

Textbook 

Co. 

Powers  . . . 

Shares. 

810 

113 

47 

30 

Shares. 

430 

50 

20 

Shares. 

40 

40 

65 

Stevens.  ....... 

Reynolds _  .  . 

Children  of  Powers _  _ _ _  ... 

Total _ _  .... 

1,000 

500 

145 
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Suitable  space  was  engaged  for  each  branch  school,  necessary 
equipment  was  secured,  teachers  were  employed,  and  in  every  partic¬ 
ular  the  courses  were  identical  with  those  at  the  central  school,  and 
such  changes  as  were  made  in  the  course  of  study  by  the  principal 
stockholders  were  put  into  effect  in  the  branch  schools.  A  head 
teacher  was  employed  at  each  branch  school,  but  no  authority  was 
given  to  him  to  change  the  course  of  instruction  as  specified.  The 
business  came  to  each  of  the  branch  schools  just  as  it  did  to  the  parent 
school  prior  to  the  establishment  of  the  branches.  The  publicity  and 
advertising  in  connection  with  the  branches  was  the  same  as  that  for 
the  central  school,  always  emphasizing  the  fact  that  the  principal 
stockholders,  and  particularly  Powers,  were  at  the  head  of  the  school, 
and  that  the  courses  of  instruction  were  those  specified  by  Powers. 

Typewriters  were  furnished  to  students  without  charge,  but  neces¬ 
sary  stationery  and  supplies  were  sold  to  them  at  prices  in  excess  of 
cost. 

The  following  are  the  gross  receipts  of  the  three  affiliated  corpo¬ 
rations  for  the  years  in  question : 


1918. 

1919. 

Income  from  sale  of  books  and  supplies . . . . . . . . 

$6,  780.  87 
28.  44 
552.  47 
8, 198. 14 
145,916.  33 

$6, 441.  90 
162.  33 
359.  25 
9,  937.  92 
157, 339.  65 

Liberty  bond  interest _ _ _ _ _ 

Interest  from  other  sources _ _ _ _ 

Rentals . . . . . . . . . . . . . 

Tuition _ _ _ _ _ 

Total _ _ _ _ _ _ 

161,  476.  25 

174,  241.  06 

The  item  of  rentals  consists  of  amounts  received  under  subleases. 
In  negotiating  for  space  for  some  of  the  schools,  it  was  necessary  to 
lease  more  space  than  was  actually  necessary  at  the  time,  either  to 
provide  for  expansion,  or  in  order  to  obtain  the  space  needed.  This 
surplus  space  was  re-rented  at  a  profit.  The  entire  amount  so  re¬ 
ceived  is  included  in  the  above-mentioned  item  and  does  not  take 
into  consideration  the  amount  paid  by  the  petitioner  for  the  same 
space.  In  two  of  the  schools,  namely,  Garfield  Park  and  Lake  View, 
long-term  leases  were  entered  into  for  considerably  more  space  than 
was  required,  in  order  to  secure  the  particular  location  desired.  A 
leasehold  account  was  entered  upon  the  ledger  for  these  two  schools. 
These  accounts  were  debited  with  the  amount  of  rent  and  incidental 
expenses  paid  and  credited  with  the  amount  of  rent  received  for  the 
portion  of  the  property  sublet.  The  space  available  for  subletting  by 
other  branches  was  not  large  enough  to  justify  the  opening  of  a 
special  account,  and  in  such  instances  the  rent  account  was  charged 
with  the  rent  and  incidental  expenses  paid  and  credited  with 
amounts  received  from  such  tenants,  the  balance  representing  the 
net  cost  of  rent  in  those  particular  schools. 

The  following  shows  the  assets  and  liabilities  at  the  end  of  each 

of  the  vears  1918  and  1919 : 
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1918. 

1919. 

1  ASSETS. 

Cash . . . . . . . . .  . . . .  -- 

$3,  592.  30 
67,  535.  87 

7,  000.  00 
9,  000.  00 

43,351.  10 

8,  410.  40 
4,  724.  06 
2,  750.  00 

800.  00 
6,  203.  92 

$1,  800.  35 
67,  535.  87 
5,  500. 00 
8,  000.  00 
42, 153.  41 
8,  965.  65 

4,  539. 32 

5,  221.  75 
1,  750.  00 

6,  342.  84 

15.  00 

Intangible  assets _ 

Lake  View  Leasehold . . . . . . . 

Garfield  Leasehold _ _ _ _ _ _ _ _ _ - 

Fixtures _ _ _ _ _ _ _ _ _ _ _ _ 

South  Side  Investment - - - - - - - - 

Stationery _ _ _ _  _  _  - 

Liberty  bonds . . . . . . . . 

Auto  account . . . . . . . .  . . .. . 

Bills  receivable . . . ...  . . - 

War  savings  stamps . .  _ . __  ..  _  _ 

• 

LIABILITIES. 

Capital  stock . . __ . .  .  ... 

153,  367.  65 

151,  824. 19 

101,  000.  00 
1,  759.  28 
45.  30 
139.  98 
26,  747.  76 
1,700.  09 
22,  975.  24 

100, 000.  00 
6, 178.  78 
57. 30 
139.  98 
19,  723.  00 
2,  700.  09 
21,  979.  82 
1, 045.  22 

Unpaid  bills _ _ _ _ _ _ _ _ _ _ 

Counting  house  deposit _ _ _ _ _  _ 

Deposit.! . . . . . . . . . . .  . . 

Surplus . . . . . . . . . . .  .  . .  ... 

Bills  payable _ _ _ _  _ 

Gain _  _  ..  _  _ _ _  . 

Shortwriter  Company . . . . . . . . 

• 

153,  367.  65 

151,  824.  19 

The  Lake  View  and  the  Garfield  leaseholds  shown  in  the  above 
assets  represent  the  balance  of  these  accounts  at  the  close  of  each 
year.  At  the  time  these  leases  were  secured,  an  entry  was  made 
upon  the  books  debiting  leasehold  account  and  crediting  surplus. 
These  leases  are  being  exhausted  ratably  over  the  terms  thereof. 

The  South  Side  investment  of  $8,410.40  at  the  end  of  the  year 
1918  and  $8,965.65  at  the  end  of  the  year  1919  represents  money 
advanced  by  petitioner  to  Orr’s  Business  College. 

The  bills  receivable  of  $6,203.92  at  the  end  of  the  year  1918  and 
$6,342.84  at  the  end  of  the  year  1919  consist  principally  of  notes 
of  the  Metropolitan  Textbook  Co.  Prior  to  1912  petitioner  pub¬ 
lished  its  own  textbooks.  In  1912  the  textbook  company  was 
organized  and  it  purchased  the  machinery,  plates,  copyrights,  books 
on  hand,  etc.,  from  the  Metropolitan  Business  College,  paying  a 
portion  of  the  purchase  price  in  cash  and  giving  its  interest-bearing 
notes  for  the  balance. 

Powers,  the  president,  devoted  all  of  his  time  to  the  affairs  of 
the  school  and  received  a  salary  of  $5,000  per  annum.  Stevens 
devoted  all  of  his  time  to  the  corporation  and  received  a  salary 
of  $5,000  per  annum.  Reynolds,  treasurer,  devoted  about  one-lialf 
of  his  time  to  the  business  of  the  petitioner  and  received  a  salary 
of  $1,000  for  the  year  1918  and  no  salary  for  the  year  1919.  He 
was  also  paid  a  salary  each  year  by  the  Metropolitan  Textbook  Co., 
to  which  he  devoted  one-half  of  his  time,  of  $3,500  per  annum. 

OPINION. 


Littleton  :  The  question  presented  is  whether  the  Commissioner 
erred  in  holding  that  the  petitioner  was  not  entitled  to  be  classified 
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as  a  personal  service  corporation  during  the  years  in  question  within 
the  meaning  of  section  200  of  the  Revenue  Act  of  1918. 

The  petitioner  contends  that  this  case  comes  squarely  within 
the  decision  of  the  Board  in  the  Appeal  of  Bryant  <£  Stratton 
Commercial  School ,  Inc.,  1  B.  T.  A.  32,  and  that  its  income  was  not 
materially  produced  by  capital,  but  was  ascribable  primarily  to 
the  activities  of  the  principal  stockholders.  Whether  a  corporation 
is  entitled  to  be  classified  as  a  personal  service  corporation  must  in 
each  instance  be  decided  on  the  facts  established.  In  the  opinion 
of  the  Board,  the  facts  in  this  case  clearly  distinguish  it  from  the 
Bryant  &  Stratton  appeal.  The  record  shows  that  in  1919  peti¬ 
tioner  received  $157,339.65  as  tuition  and  expended  for  advertising, 
catalogues  and  soliciting  $32,485.23.  The  amount  expended  for 
advertising  was  50  per  cent  greater  than  the.  net  income  of  $21,- 
979.82  for  the  year.  The  percentage  of  tuition  paid  out  for  adver¬ 
tising  in  the  Bryant  &  Stratton  appeal  was  less  than  9  per  cent, 
whereas  in  this  proceeding  such  expenditure  is  shown  to  have  been 
approximately  21  per  cent. 

This  comparison  brings  out  one  of  the  striking  differences  between 
the  two  institutions.  During  the  year  1919  the  Bryant  &  Stratton 
School  received  a  gross  income  from  the  sale  of  books  and  stationery 
of  $3,846.45.  This  gross  income  represented  a  slight  advance  over 
cost  to  cover  maintenance  of  the  department.  In  the  instant  case, 
the  gross  income  from  books  and  stationery  was  $6,441.91,  of  which 
more  than  50  per  cent  represented  net  profit.  A  large  portion  of 
this  profit  arose  from  selling  books  written  by  Powers  and  Stevens 
and  published  by  the  Metropolitan  Textbook  Co.,  all  of  the  stock  of 
which  was  owned  by  the  principal  stockholders  of  the  petitioner. 
In  addition  to  this  net  profit  from  the  sale  of  the  books,  the  petitioner 
received  $495.38  from  its  investments  in  the  textbook  company. 
Of  the  three  principal  officers  of  the  petitioner,  Reynolds  had  the 
chief  responsibility  and  was  the  active  man  in  conducting  the  affairs 
of  the  textbook  company.  During  1918  he  was  paid  a  salary  of 
$1,000  by  petitioner  and  in  1919  it  paid  him  no  salary.  However, 
he  was  paid  a  salary  of  $3,500  each  year  by  the  textbook  company. 
He  was  actively  engaged  in  the  affairs  of  both  corporations  and 
•  devoted  about  one-half  of  his  time  to  each.  The  two  corporations 
were  owned  by  the  same  three  men  who  were  in  a  position  to  adjust 
their  salaries  between  the  two  corporations  as  they  might  desire. 
The  result  of  the  arrangements  was  that  the  textbook  company  paid 
all  of  Reynolds’  salary  in  1919  for  his  combined  services.  The  peti¬ 
tioner  thus  profited  to  the  extent  of  about  $1,750  from  its  relation 
with  the  textbook  company. 

The  Bryant  &  Stratton  School,  upon  the  decision  of  whose  appeal 
the  petitioner  relies,  chose  to  sell  stationery  and  books  to  its  stu¬ 
dents  merely  as  a  matter  of  convenience  and  without  any  net  profit. 
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The  petitioner  elected  to  make  a  substantial  investment  in  the  com¬ 
pany  organized  to  publish  its  officers’  books  and  to  make  a  profit 
frojn  its  dealings  in  those  books.  The  profits  from  sales  of  sta¬ 
tionery  and  books  and  in  the  investment  in  the  textbook  company 
aggregated  approximately  25  per  cent  of  the  total  net  income  of 
$21,979.82  for  1919,  and  the  percentage  was  approximately  the  same 
for  1918.  At  the  beginning  of  1918,  petitioner  held  notes  aggregat¬ 
ing  $7,796.71  in  the  textbook  company,  which  notes,  less  compara¬ 
tively  small  payments,  were  held  throughout  1918  and  1919  and 
produced  revenue  in  both  years. 

At  the  end  of  the  year  1918,  petitioner  carried  in  its  balance  sheet 
as  an  asset  described  as  “South  Side  Investment,  $8,410.40.”  This 
item  represented  advances  to  Orr’s  Business  College,  and  was  carried 
through  the  years  1918  and  1919.  Orr’s  Business  College  was  a  sepa¬ 
rate  corporation  and  the  investment  was  made  for  the  purpose  of 
profit.  It  also  carried  upon  its  balance  sheet  as  an  asset  an  item, 
described  as  “Lake  View  Leasehold,”  at  $7,000,  and  another  item, 
described  as  “  Garfield  Leasehold,”  at  a  value  of  $9,000.  It  was  the 
petitioner’s  custom  to  lease  more  space  than  was  necessary  for  its 
own  purposes  and  to  sublet  the  extra  space.  In  the  matter  of  invest¬ 
ments,  outside  the  primary  functions  of  giving  business  instructions, 
the  proceeding  differs  from  the  case  cited  in  that  petitioner  had 
approximately  $32,000  in  such  investments  as  compared  with  none  in 
the  case  relied  upon. 

We  are  of  opinion  that  capital  was  a  material  income-producing 
factor*,  and  that  the  petitioner  is  not  therefore  entitled  to  classification 
as  a  personal  service  corporation  under  section  200  of  the  Revenue 
Act  of  1918. 

Order  of  redetermination  will  be  entered  on 
15  days’  notice ,  under  Rule  50. 

Trammell  concurs  in  the  result  only. 


Appeal  of  Illinois  Terminal  Co.  (formerly  Illinois  Terminal 

Railroad  Co.) 

Docket  No.  2763.  Decided  October  4,  1926. 

Compensation  of  railroad  company  during  period  of  Federal 
control. — The  reasonable  compensation  of  a  railroad  company,  for 
the  use  of  its  properties  during  the  period  of  Federal  control, 
awarded  to  a  taxpayer  keeping  its  accounts  on  the  accrual  basis, 
was  income  for  each  of  the  accounting  periods  for  which  the 
compensation  was  allowed,  although  not  received  until  a  later 
date. 

E.  F.  Wetteroth ,  O.  P.  A .,  for  the  petitioner. 

P.  S.  Crewe ,  Esq.,  for  the  Commissioner. 
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This  is  an  appeal  from  the  determination  of  deficiencies  in  income 
and  profits  tax  for  the  years  1918,  1919  and  1920,  in  the  amount  of 
$65,878.19.  The  question  involved  is  whether  money  paid  by  the 
United  States  to  the  taxpayer,  in  the  year  1922,  for  the  use  of  the 
taxpayer’s  property  during  the  period  January  1,  1918,  to  March 
1,  1920,  was  income  for  that  period  or  for  the  year  in  which  it 
was  paid.  The  appeal  was  submitted  on  the  pleadings  and  stipula¬ 
tions  by  the  parties. 

FINDINGS  OF  FACT. 

The  taxpayer  is  an  Illinois  corporation  with  its  principal  place  of 
business  at  Elton. 

During  the  period  of  Federal  control  of  carriers,  which  extended 
from  January  1,  1918,  to  March  1,  1920,  the  Government  took 
charge  of  the  taxpayer’s  property.  No  agreement  was  entered  into 
between  the  taxpayer  and  the  Government  with  respect  to  the  com¬ 
pensation  the  taxpayer  was  to  receive  for  the  use  of  its  property 
during  the  period  of  Federal  control.  No  compensation  was  actu¬ 
ally  received  by  the  taxpayer  from  the  Government  until  more  than 
two  years  after  the  close  of  the  Federal  control  period,  and  no 
compensation  was  entered  by  the  taxpayer  upon  its  books  during 
that  period.  The  taxpayer  kept  its  books  on  the  accrual  basis. 

After  the  close  of  the  period  of  Federal  control,  the  taxpayer 
filed  a  claim  with  the  United  States  Railroad  Administration  for 
compensation  for  the  use  of  its  property  by  the  Government  during 
the  period  of  Federal  control,  and  in  September,  1922,  it  was 
awarded  compensation  therefor  in  the  amount  of  $390,818.05. 

The  taxpayer  included  in  its  income-tax  return  for  the  year  1922 
the  amount  of  $390,818.05,  received  in  that  year  from  the  Govern¬ 
ment  for  the  use  of  its  property  during  the  period  of  Federal  control, 
and  paid  a  tax  thereon  of  $48,852.26.  The  amount  of  $390,818.05 
so  included  in  its  return  for  the  year  1922  represents  income  for 

two  years  and  two  months  on  the  basis  of  a  “  standard  return  ”  of 

$180,377.56  per  year. 

The  Commissioner  prorated  the  $390,818.05  referred  to  to  the  years 
1918,  1919  and  1920,  and  determined  that  there  are  additional  taxes 
due  for  those  years  as  follows : 

1918  _ $35, 119.  24 

1919  _ 28,  970.  43 

1920  _ . _  1,  788.  52 

Total _  65,  878. 19 


OPINION. 

Trussell:  The  taxpaj^er  is  a  corporation  owning  certain  railroad 
properties  which  it  had  operated  for  a  number  of  years  prior  to 
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1918.  Between  January  1,  1918,  and  March  1,  1920,  these  properties 
were  in  the  possession  and  use  of  the  United  States.  During  all 
the  times  here  considered  it  has  had  the  established  practice  of 
keeping  its  books  in  accordance  with  the  methods  of  accrual  account¬ 
ing,  and  has  made  reports  on  that  basis  to  the  Interstate  Commerce 
Commission  and  income  and  profits  tax  returns  under  the  several 
revenue  acts.  The  issue  here  presented  is,  What  was  this  taxpayer’s 
income  and  liability  to  income  and  profits  taxes  during  the  calendar 
years  1918,  1919  and  1920? 

As  of  the  date  of  January  1,  1918,  the  Government  of  the  United 
States  took  over  “  the  possession,  use,  control,  and  operation  ”  of  the 
taxpayer’s  property  ^ind  retained  such  possession,  use,  and  operation 
until  March  1,  1920,  when  the  said  property  was  restored  to  the 
possession,  use,  and  control  of  the  taxpayer.  The  period  from 
January  1,  1918,  to  February  28,  1920,  has  been  designated  as  the 
period  of  Federal  control,  and  during  that  time  “the  Government 
operated  [the  taxpayer’s  property]  not  as  lessee,  but  under  a  right 
in  the  nature  of  eminent  domain.”  North  Carolina  R.  R.  Co.  v.  Lee , 
260  U.  S.  16;  Missouri  Pacific  R.  R.  Co.  v.  Ault ,  256  U.  S.  554.  The 
Government  having  thus  exercised  its  right  of  taking  the  use  and 
operation  of  this  taxpayer’s  property  and  appropriating  the  same  to 
the  public  uses,  such  act  immediately  set  in  motion  the  guarantee 
contained  in  the  Fifth  Amendment  of  the  Constitution  which 
provides : 

Nor  shall  private  property  be  taken  for  public  use,  without  just  compensation. 

Immediately  upon  the  taking  over  by  this  exercise  of  the  right  of 
eminent  domain,  Congress,  on  March  21,  1918,  enacted  the  Federal 
Control  Act,  40  Stat.  451,  defining  the  position  of  the  United  States  in 
relation  to  the  “  possession,  use,  control,  and  operation  ”  of  the  rail¬ 
road  systems  and  providing  for  the  immediate  adjustment  and 
payment  of  the  just  compensation  required  by  the  Constitution. 
The  relevant  portions  of  said  Act  are  as  follows : 

Sec.  1.  *  *  *  That  the  President,  having  in  time  of  war  taken  over  the 

possession,  use,  control,  and  operation  (called  herein  Federal  control)  of  certain 
railroads  and  systems  of  transportation  (called  herein  carriers),  is  hereby 
authorized  to  agree  with  and  to  guarantee  to  any  such  carrier  making  operating 
returns  to  the  Interstate  Commerce  Commission,  that  during  the  period  of  such 
Federal  control  it  shall  receive  as  just  compensation  an  annual  sum,  payable 
from  time  to  time  in  reasonable  installments,  for  each  year  and  pro  rata  for 
any  fractional  year  of  such  Federal  control,  not  exceeding  a  sum  equivalent  as 
nearly  as  may  be  to  its  average  annual  railway  operating  income  for  the  three 
years  ended  June  thirtieth,  nineteen  hundred  and  seventeen. 

******* 

• 

Every  such  agreement  shall  provide  that  any  Federal  taxes  under  the  Act 
of  October  third,  nineteen  hundred  and  seventeen,  or  Acts  in  addition  thereto 
or  in  amendment  thereof,  commonly  called  war  taxes,  assessed  for  the  period  of 
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Federal  control  beginning  January  first,  nineteen  hundred  and  eighteen,  or  any 
part  of  such  period,  shall  be  paid  by  the  carrier  out  of  its  own  funds,  or  shall 
be  charged  against  or  deducted  from  the  just  compensation ;  *  *  *. 

******* 

Sec.  2.  That  if  no  such  agreement  is  made,  or  pending  the  execution  of  an 
agreement,  the  President  may  nevertheless  pay  to  any  carrier  while  under 
Federal  control  an  annual  amount,  payable  in  reasonable  installments,  not 
exceeding  ninety  per  centum  of  the  estimated  annual  amount  of  just  compensa¬ 
tion,  remitting  such  carrier,  in  case  where  no  agreement  is  made,  to  its  legal 
rights  for  any  balance  claimed  to  the  remedies  provided  in  section  three  hereof. 
Any  amount  thereafter  found  due  such  carrier  above  the  amount  paid  shall  bear 
interest  at  the  rate  of  six  per  centum  per  annum.  The  acceptance  of  any  benefits 
under  this  section  shall  constitute  an  acceptance  by  the  carrier  of  all  the  pro¬ 
visions  of  this  Act  and  shall  obligate  the  carrier  to  pay  to  the  United  States,  with 
interest  at  the  rate  of  six  per  centum  per  annum  from  a  date  or  dates  fixed  in 
proceedings  under  section  three,  the  amount  by  which  the  sums  received  under 
this  section  exceed  the  sum  found  due  in  such  proceedings. 

Sec.  3.  That  all  claims  for  just  compensation  not  adjusted  (as  provided  in 
section  one)  shall,  on  the  application  of  the  President  or  of  any  carrier,  be 
submitted  to  boards,  each  consisting  of  three  referees  to  be  appointed  by  the 
Interstate  Commerce  Commission,  *  *  *.  Said  boards  shall  give  full  hear¬ 
ings  to  such  carriers  and  to  the  United  States;  shall  consider  all  the  facts  and 
circumstances,  and  shall  report  as  soon  as  practicable  in  each  case  to  the 
President  the  just  compensation,  calculated  on  an  annual  basis  and  otherwise 
in  such  form  as  to  be  convenient  and  available  for  the  making  of  such  agree¬ 
ment  as  is  authorized  in  section  one.  *  *  * 

******* 

Sec.  14.  That  the  Federal  control  of  railroads  and  transportation  systems 
herein  and  heretofore  provided  for  shall  continue  for  and  during  the  period  of 
the  war  and  for  a  reasonable  time  thereafter,  which  shall  not  exceed  one  year 
and  nine  months  next  following  the  date  of  the  proclamation  by  the  President 
of  the  exchange  of  ratifications  of  the  treaty  of  peace  *  *  *. 

******* 

Sec.  16.  That  this  Act  is  expressly  declared  to  be  emergency  legislation 
enacted  to  meet  conditions  growing  out  of  war  *  *  *.  (Italics  ours.) 

By  this  Act,  Congress  provided  both  the  methods  of  ascertainment 
and  the  time  and  manner  of  payment  to  this  taxpayer  of  the  just 
compensation  guaranteed  to  it  by  the  Constitution.  In  respect  to 
this  Act  the  report  of  the  Senate  Committee  on  Interstate  Commerce 
stated  that  the  Act  would — 

Determine  finally  and  completely  all  rights  as  between  the  Government  and 
the  owners  [of  the  transportation  systems],  thus  avoiding  the  delays  incident 
to  litigation  and  giving  strength  and  stability  to  the  security  market  and 
rendering  assistance  to  our  future  war  financing.  (Italics  ours.) 

The  same  Senate  Committee  report  also  contains  the  following: 

Section  1  further  provides  that  ordinary  taxes,  National  and  State,  shall  as 
now,  be  paid  out  of  operating  revenue ;  but  war  taxes  accruing  under  the  Act 
of  October  3,  191 7,  are  to  be  paid  by  the  companies  out  of  their  own  funds  or 
charged  against  the  standard  return.  In  other  words,  the  holders  of  railroad, 
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securities  are  by  section  1  ( like  holders  of  other  securities )  to  bear  their  own 
just  portion  of  the  war  burden  *  *  *. 

The  standard  return  thus  provided  for  will,  if  accepted  by  the  various 
operating  companies,  be  disposed  of  substantially  as  hitherto ;  that  is,  for  the 
payment  of  their  fixed  charges  ( and  war  taxes  which  remain  a  burden  upon  the 
standard  return),  for  dividends,  and  if  any  balance  remains  for  so-called 
surplus.  ( Italics  ours. ) 

Respecting  the  same  Act,  the  report  of  the  House  Committee  on 
Interstate  and  Foreign  Commerce,  recommending  H.  R.  9685,  which 
carried  the  general  plan  of  the  statute  as  finally  enacted,  said : 

Section  1  is  a  fundamentally  important  section ;  for  it  sets  the  outside  limits 
of  the  expected  agreements.  Its  sole  function  is  to  provide  a  basis  of  such  just 
and  proper  agreements  as  may  eliminate  litigation.  This  section  authorizes 
the  President  to  make  agreements  with  the  operating  carriers  under  which  they 
shall  receive  in  lieu  of  their  constitutional  rights  the  average  of  their  railway 
operating  income  for  the  three  years  ended  June  30,  1917,  plus  an  additional 
income  at  some  reasonable  rate  to  be  fixed  by  the  President  upon  the  cost  of 
additions  to  their  property  made  during  the  last  six  months  of  1917.  This  addi¬ 
tional  return  is  allowed  for  the  sake  of  equality,  as  it  is  stated  that  a  compara¬ 
tively  few  of  the  carriers  have  during  this  six  months  period  invested  more 
than  $200,000,000  in  property  now  applied  to  public  use.  Ordinary  taxes, 
Federal  and  State,  are  to  be  paid  as  hitherto  out  of  operating  income.  But 
war  taxes  are  {in  effect )  payable  out  of  the  standard  return;  the  owners  of 
railroad  securities,  like  the  owners  of  other  securities,  are  thus  left  to  carry 
their  share  of  the  tear  tax  burden.  (Italics  ours.) 

The  Federal  Control  Act,  some  of  the  provisions  of  which  are 
shown  above,  clearly  sets  forth  and  defines  the  situation  created  by 
the  taking  over  of  the  transportation  systems,  and  the  relations 
between  the  Government  and  the  owners  of  such  systems  and  the 
provisions  of  that  Act  have  been  universally  accepted,  both  by  the 
carrier  corporations  and  by  the  courts  and  the  people  of  the  United 
States,  as  finally  determining  and  settling  all  the  problems  growing 
out  of  the  situation  created  when  the  President,  in  the  exercise  of  his 
war  authority,  took  over  the  transportation  systems  of  the  country. 

In  unmistakable  language  the  said  Act  determined  that  the  Gov¬ 
ernment  took  over  and  appropriated  to  the  public  use,  not  the  prop¬ 
erties  of  the  carrier  companies,  but  only  “  the  possession,  use,  control, 
and  operation  ”  of  such  properties.  And  in  section  14  of  the  Act  it  is 
specifically  stated  that  such  possession  and  operation  was  taken  only 
for  a  limited  period,  and  the  just  compensation  required  by  the 
Constitution  was  fixed  upon  a  definite  annual  basis.  Having  under 
consideration  a  somewhat  analogous  situation,  the  Court  of  Claims, 
in  Johnson  v.  United  States  (1866),  2  Ct.  Cls.  391,  said: 

The  measure  of  the  damages  [for  the  temporary  occupation  of  lands  by  the 
government]  must  be  limited  to  the  value  of  this  temporary  occupancy  [at  the 
time  of  entry],  as  though  the  claimant  had  leased  and  the  government  had 
rented  the  premises  regard  being  paid  to  the  nature  of  the  occupancy  and  to 
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the  fact  that  the  government  had  the  option  of  discounting  the  implied 
tenancy  on  any  day  or  of  retaining  it  indefinitely. 

It  thus  appears  that  while,  during  the  possession  and  control  of 
property  taken  by  virtue  of  the  exercise  of  the  right  of  eminent 
domain,  and  for  a  temporary  period,  the  Government  does  not  oc¬ 
cupy  the  position  of  a  lessee,  the  just  compensation  required  by  the 
Constitution  is  in  effect  in  the  nature  of  rent  and  may  be  properly 
measured  by  the  value  of  the  use  and  operation  of  such  properties 
at  the  time  of  the  entry;  and,  therefore,  Congress  enacted  that  the 
just  compensation  should,  in  the  absence  of  special  circumstances 
or  conditions,  be  measured  by  the  amount  of  the  net  average  oper¬ 
ating  income  accruing  to  the  carrier  corporations  during  the  three 
annual  accounting  periods  last  preceding  the  taking  over  of  control 
and  operation  by  the  Government,  and  that  such  just  compensation 
should  be  paid  to  the  carrier  corporations  “  in  reasonable  install¬ 
ments,  for  each  year  and  pro  rata  for  any  fractional  year  ”  during 
which  Federal  control  might  continue.  The  language  of  the  Act  is 
too  explicit  to  permit  of  any  doubt  that  the  just  compensation  pro¬ 
vided  for  was  intended  to  be  and  was  income  to  the  carrier  corpora¬ 
tions  annually  during  the  period  of  Federal  control. 

While  the  Federal  Control  Act  can  not  be  interpreted  in  any  sense 
as  a  revenue  or  taxing  statute,  it  is  obvious  throughout  the  entire 
body  of  the  Act  that  Congress  had  constantly  in  mind  the  effect 
which  Federal  operation  of  the  transportation  systems  might  have 
upon  the  revenues  of  the  United  States  and  did  not  for  a  moment 
overlook  the  urgent  necessity  of  the  Government  for  the  raising  of 
extraordinary  revenue  by  the  means  of  income  and  profits  taxes 
already  levied,  or  which  might  thereafter  be  levied,  to  meet  the 
necessities  of  the  Government  during  the  period  of  the  then  existing 
war;  and  in  the  framing  of  the  Federal  Control  Act  Congress 
undertook  to,  and  in  our  opinion  successfully  did,  make  such  pro¬ 
visions  that  the  carrier  corporations  should,  out  of  their  gains  and 
profits,  including  just  compensation  for  the  use  of  their  properties, 
contribute  to  the  revenues  of  the  Government  their  just  proportion¬ 
ate  share  of  the  extraordinary  tax  levies,  and  that  such  contributions 
from  the  carrier  corporations  should  be  made  as  of  the  same  periods 
of  time  during  which  other  taxpayers  were  carrying  the  burden  of 
excess-profits  and  war-profits  taxation. 

During  the  entire  period  of  Federal  control  of  the  transportation 
systems  the  Revenue  Act  of  1918  was  in  force  and  effect,  and  section 
212  (b)  of  that  Act  provided  that: 

The  net  income  [of  all  taxpayers]  shall  he  computed  upon  the  basis  of  the 
taxpayer’s  annual  accounting  period  (fiscal  year  or  calendar  year,  as  the  case 
may  be)  in  accordance  with  the  method  of  accounting  regularly  employed  in 
keeping  the  books  of  such  taxpayer;  *  *  *  or  if  the  method  employed 
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does  not  clearly  reflect  the  income,  the  computation  shall  be  made  upon  such 
basis  and  in  such  manner  as  in  the  opinion  of  the  Commissioner  does  clearly 
reflect  the  income. 

This  taxpayer  kept  its  books  upon  what  is  known  as  the  accrual 
system  of  accounting,  and,  while  there  may  not  be  any  fixed  and 
unchangeable  rules  of  accounting  methods,  it  has  become  the  settled 
practice  of  accrual  accounting  that  all  items  of  gross  income,  as 
well  as  all  items  of  deductible  expense  and  loss,  shall  be  set  up  in 
the  accounting  system  as  accrued  income,  whether  received  or  not, 
or  as  expenses  and  losses,  whether  paid  or  not.  In  the  recent  case 
of  United  States  v.  Anderson ,  269  U.  S.  422,  where  there  was  under 
consideration  the  subject  of  the  accrual  of  operating  expenses, 
including  deductible  taxes,  Mr.  Justice  Stone,  speaking  for  the  court 
and  referring  to  section  13(d)  of  the  Revenue  Act  of  1916,  which 
provided  for  the  making  of  income-tax  returns  in  accordance  with 
the  taxpayer’s  method  of  accounting,  said  (p.  440)  : 

A  consideration  of  the  difficulties  involved  in  the  preparation  of  an  income 
account  on  a  strict  basis  of  receipts  and  disbursements  for  a  business  of  any 
complexity,  which  had  been  experienced  in  the  application  of  the  Acts  of 
1909  and  1913  and  which  made  it  necessary  to  authorize,  by  departmental 
regulation,  a  method  of  preparing  returns  not  in  terms  provided  for  by  those 
statutes,  indicates  with  no  uncertainty  the  purpose  of  §§  12  (a)  and  13  (d) 
of  the  Act  of  1916.  It  was  to  enable  taxpayers  to  keep  their  books  and  make 
their  returns  according  to  scientific  accounting  principles,  by  charging  against 
income  earned  during  the  taxable  period,  the  expenses  incurred  in  and  prop¬ 
erly  attributable  to  the  process  of  earning  income  during  that  period ;  and 
indeed,  to  require  the  tax  return  to  be  made  on  that  basis,  if  the  taxpayer 
failed  or  was  unable  to  make  the  return  on  a  strict  receipts  and  disburse¬ 
ments  basis. 

The  converse  of  the  principle  thus  stated  requires  that  the  gross 
income  from  which  accrued  deductions  are  to  be  taken  must  include 
all  the  items  of  income  properly  accruable  during  the  period  for 
which  the  deductions  are  to  be  taken,  and  that  a  taxpayer’s  net 
income  is  not  clearly  shown  unless  all  the  items  of  income  are  first 
set  up  and  included  in  the  amount  from  which  the  accrued  deduc¬ 
tions  are  subtracted. 

In  the  instant  case,  the  Government  provided  for  the  payment 
to  the  taxpayer,  during  the  years  from  January  1,  1918,  to  March 
1,  1920,  as  just  compensation  for  the  use  and  occupation  of  its  prop¬ 
erties,  of  an  amount  equivalent  to  the  so-called  standard  return,  or 
such  greater  amount  as  might  have  been  agreed  upon,  and  that  such 
payments  should  be  made  annually  in  convenient  installments  during 
all  of  that  period .  These  payments  were  provided  for  in  order 
that  the  amount  so  determined  might  become  the  annual  incoYne 
of  the  taxpayer  and  might  also  bear  their  proportion  of  the  tax 
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revenues  payable  to  the  Government  during  that  period.  The  full 
amount  of  just  compensation,  as  measured  by  the  so-called  standard 
return,  was  known  both  to  the  Government  and  to  the  taxpayer 
during  all  of  the  years  1918,  1919  and  1920,  and  all  of  that  amount 
definitely  accrued  by  virtue  of  the  Federal  Control  Act  of  March  21, 
1918,  and  that  alnount,  or  in  the  absence  of  agreement  not  less  than 
90  per  cent  thereof,  was  payable  to  the  taxpayer  in  convenient 
installments  throughout  that  period.  This  taxpayer,  in  common 
with  all  others,  owed  to  the  people  of  the  United  States  the  duty  of 
contributing  annually  its  fair  proportion  of  the  burden  of  war  taxa¬ 
tion,  and  it  should  not  in  good  conscience  now  be  permitted  to  claim 
that,  because  it  then  declined  to  enter  into  a  contract  with  the  Kail- 
road  Administration,  or  to  receive  payments  of  90  per  cent  of  the 
amount  provided  for  by  the  standard  return,  it  should  escape  its 
just  proportion  of  war  taxes. 

Applying  the  reasoning  of  the  Anderson  case,  supra ,  to  the  agreed 
facts  of  the  case  at  bar,  it  appears  that  this  taxpayer  had  a  consist¬ 
ent  practice  of  keeping  its  books  of  account  upon  an  accrual  basis, 
and  that  under  such  system  of  accounting  all  its  gross  income  from 
whatever  source  should  have  been  entered  upon  its  books.  Finding 
that  a  part  of  such  gross  income  was  omitted  from  the  taxpayer’s 
books  of  account  for  the  years  1918,  1919  and  1920,  we  must  hold 
that  such  books  of  account  must  now  be  treated  in  the  same  manner 
as  they  would  be  had  such  items  of  gross  income  been  properly 
accrued  and  entered  upon  the  books.  Flaving  now  before  us  for 
review  the  income  and  profits-tax  returns  for  the  years  1918,  1919 
and  1920,  when  all  differences  as  to  the  true  amount  of  the  accrued 
income  for  those  years  have  been  adjusted,  the  true  income  and 
profits-tax  liability  for  the  several  periods  must  be  colnputed  upon 
the  basis  of  the  accrual  during  those  periods  of  the  true  amount  of 
income  as  finally  settled. 

We  are,  therefore,  of  the  opinion  that  the  income  and  profits-tax 
liability  of  this  taxpayer  for  the  years  1918,  1919  and  1920,  should 
be  computed,  after  having  added  to  the  gross  income  for  the  years 
1918  and  1919  the  sum  of  $180,377.56,  respectively,  and  for  the  year 
1920  the  sum  of  $30,062.93,  and  that  the  deficiencies  be  computed 
upon  the  amount  of  resulting  net  income  for  each  of  said  years 
at  the  rates  of  tax  prescribed  for  each  year,  respectively,  and  sub¬ 
ject  to  such  adjustments  of  invested  capital  as  heretofore  deter¬ 
mined  by  the  Board  to  be  authorized  by  law. 

Order  of  redetermination  will  he  entered 
on  15  dans’’  notice ,  under  Rule  50. 

t' 

Green,  Marquette,  Milliken,  Morris,  Smith  and  Sternhagen 
dissent. 
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UNITED  STATES  FIDELITY  &  GUARANTY  CO. 

Appeal  of  United  States  Fidelity  &  Guaranty  Co. 

Docket  No.  4263.  Decided  October  4,  1926. 

1.  The  net  addition  to  reserve  funds  which  an  insurance  com¬ 
pany  is  entitled  to  deduct  from  gross  income,  under  section 
234  (a)  (10)  of  the  Revenue  Act  of  1918,  is  the  excess  of  the 
reserve  funds  required  by  statute  law  of  any  State  in  which  it 
transacts  business  at  the  close  of  the  taxable  year  over  the  corre¬ 
sponding  reserve  at  the  beginning  of  the  taxable  year,  and  it  is 
immaterial  that  the  highest  reserve  funds  required  by  statute  at 
the  close  of  the  year  is  in  a  different  State  from  the  highest 
reserve  fund  required  by  statute  at  the  beginning  of  the  year. 

2.  A  taxpayer  appealing  to  this  Board  from  a  deficiency  in 
income  and  profits  tax  found  by  the  Commissioner  and  entitled  to 
a  credit  for  taxes  under  the  provisions  of  section  238  of  the  Reve¬ 
nue  Act  of  1918,  is  not  barred  from  claiming  such  benefit  before 
this  Board  on  the  ground  that  it  did  not  furnish  the  proof  of  pay¬ 
ment  required  by  article  611  of  Regulations  45,  requiring  it  to 
file  with  the  Commissioner  Form  1118. 


J .  Kemp  Bartlett ,  Esq .,  for  the  petitioner. 
George  G.  Witter ,  Esq .,  for  the  Commissioner. 


The  petitioner  appeals  from  a  deficiency  in  income  and  profits  tax 
for  the  year  1919  in  the  amount  of  $24,723.40,  only  a  part  of  which 
amount  is  in  controversy.  The  points  in  issue  are:  (1)  The  right  of 
the  petitioner  to  deduct  from  gross  income  $1,083.98  for  net  addition 
to  reserve  funds  over  the'  amount  allowed  by  the  Commissioner;  (2) 
the  right  of  the  petitioner  to  receive  a  credit  under  section  238  of  the 
Revenue  Act  of  1918  of  $4,873.60,  representing  an  income  tax  paid 
to  the  Canadian  Government  during  the  year  1919;  and  (3)  the  right 
of  the  petitioner  to  deduct  from  gross  income  $202.12,  taxes  paid  to 
the  Department  of  Insurance  of  the  Dominion  of  Canada,  which 
amount  it  failed  to  deduct  from  gross  income  in  its  income-tax  return 
for  1 91 9. 


FINDINGS  OF  FACT. 


The  petitioner  is  a  Maryland  corporation  domiciled  at  Baltimore. 
Under  the  provisions  of  the  Excise  Tax  Act  of  August  5,  1909,  the 
Income  Tax  Law  of  1913,  and  subsequent  income  tax  laivs,  it  has 
made  returns  of  net  income  to  the  Federal  Government.  Under  the 
provisions  of  the  Revenue  Act  of  1918,  it  hied  a  return  of  its  income 
for  the  year  1919  with  the  collector  at  Baltimore,  such  return  check¬ 
ing  with  its  return  ’made  for  the  same  year  to  the  Surety  Bonds 
Division  of  the  Treasury  Department  of  the  United  States  and  with 
the  Insurance  Department  of  the  State  of  Maryland.  In  such 
return  it  claimed  as  a  deduction  from  gross  income  a  net  addition 
to  reserve  funds  represented  by  the  increase  in  reserve  funds  at  the 
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close  of  1919  required  by  the  Insurance  Department  of  the  State  of 
Maryland  over  the  amount  of  such  reserve  funds  at  the  beginning 
of  the  year.  For  years  prior  to  1919,  and  also  for  years  subsequent 
to  1919,  the  petitioner’s  returns  to  the  collector  have  been  audited 
upon  the  basis  of  the  published  reports  of  insurance  companies  of 
the  State  of  Maryland.  For  the  year  1919,  the  Commissioner 
audited  the  petitioner’s  return  upon  the  basis  of  the  petitioner’s 
return  to  the  Insurance  Department  of  the  State  of  New  York.  The 
net  addition  to  reserve  funds  required  by  the  Insurance  Department 
of  the  State  of  New  York,  and  also  by  the  statutes  of  the  State  of 
New  York,  was  $1,083.98  less  than  the  amount  shown  by  its  return 
to  the  Insurance  Department  of  the  State  of  Maryland.  The  reason 
for  this  discrepancy  is  that  the  petitioner  during  the  year  1919 
reinsured  certain  of  its  risks  with  reinsurance  companies  which  were 
not  admitted  to  do  business  in  the  State  of  New  York.  With  respect 
to  such  reinsurances,  the  Insurance  Department  of  the  State  of 
Maryland  permitted  the  deduction  from  the  premiums  received  of 
the  amounts  paid  to  the  reinsurance  companies  and  required  the 
reserve  to  be  colnputed  on  only  the  balance  of  the  premiums  received ; 
the  Insurance  Department  of  the  State  of  New  York  did  not  permit 
the  deduction  of  such  premiums  paid  to  non-admitted  reinsurance 
companies  and  computed  the  reserve  upon  the  total  premiums  col¬ 
lected  from  the  insured.  The  result  was  that  the  premiu'm  reserve 
shown  by  the  printed  report  of  the  Insurance  Department  of  the 
State  of  New  York  was  higher  at  both  the  beginning  and  the  close 
of  the  year  1919  than  the  reserves  shown  by  the  Maryland  insurance 
report.  The  difference  between  the  required  reserve  shown  by  the 
New  York  report  was  $1,083.98  less  than  the  difference  shown  by 
the  Maryland  insurance  report,  and  it  is  this  difference  which  the 
Commissioner  disallowed  the  petitioner  to  deduct  from  gross  income 
in  the  audit  of  its  return  for  the  year  1919. 

In  its  income-tax  return  for  the  year  1919,  the  petitioner  claimed 
a  credit  against  a  tax  due  the  United  States  of  $5,075.72,  represent¬ 
ing  taxes  or  assessments  paid  to  the  Department  of  Insurance  of  the 
Dominion  of  Canada.  The  petitioner  did  not,  however,  comply  with 
the  provisions  of  article  611  of  Regulations  45  of  the  Treasury 
Department,  and  failed  to  file  with  its  return  or  with  the  Commis¬ 
sioner  Form  1118.  For  lack  of  proof  of  the  character  of  the  tax 
claimed  as  a  credit  and  of  the  date  of  payment  the  Commissioner 
disallowed  the  credit. 

Under  the  Special  War  Revenue  Act  of  1915  of  the  Dominion  of 
Canada,  “  every  company,  other  than  a  life  insurance  company,  a 
compan}^  transacting  marine  insurance,  a  fraternal  benefit  society 
and  a  purely  mutual  company,  licensed  or  registered  or  otherwise 
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authorized  to  transact  in  Canada  or  in  any  province  thereof  the 
business  of  insurance  shall  pay  to  the  Minister  for  the  Consolidated 
Revenue  Fund  a  tax  of  one  per  cent  upon  the  net  premiums  received 
by  it  in  Canada  on  and  after  the  first  day  of  January  one  thousand 
nine  hundred  and  fifteen.”  Under  this  law  the  petitioner  paid  to  the 
Department  of  Insurance  of  the  Dominion  of  Canada,  during  the 
calendar  year  1919,  $4,873.60,  representing  one  per  cent  of  the  net 
premiums  of  the  company  collected  in  Canada.  During  the  same 
calendar  year  it  also  paid  to  the  Department  of  Insurance  of  the 
Dominion  of  Canada  $202.12,  which  was  an  assessment  made  against 
it  by  the  Dominion  of  Canada  towards  the  support  of  the  Depart¬ 
ment  of  Insurance. 

The  total  income  tax  and  assessment  paid  to  the  Dominion  of 
Canada  during  the  year  1919  was  $5,075.72,  no  part  of  which  was 
deducted  from  gross  income  by  the  petitioner  in  its  income-tax  return 
made  to  the  collector  at  Baltimore  for  the  year  1919,  but  all  of  which 
was  claimed  as  a  credit  against  the  income  and  profits  tax  shown  to  be 
due  by  that  return.  The  petitioner  now  admits  that  it  was  in  error  in 
claiming  a  credit  of  the  $202.12  paid  to  the  Dominion  of  Canada  as  an 
assessment  for  the  support  of  the  Department  of  Insurance  of  the 
Dominion.  It  claims,  however,  a  credit  of  the  income  tax  paid  to  the 
Dominion  of  Canada  in  the  amount  of  $4,873.60,  and  the  deduction 
from  gross  income  of  the  $202.12  paid  as  an  assessment. 

OPINION. 

Smith  :  The  petitioner  complains  that  the  Commissioner  failed  to 
audit  its  income  and  profits-tax  return  for  the  year  1919  from  the 
published  report  of  the  Department  of  Insurance  of  the  State  of 
Maryland,  which  report  was  used  in  auditing  its  returns  for  years 
prior  to  1919  and  for  subsequent  years;  that  if  the  Commissioner  had 
audited  its  return  by  the  Maryland  report,  it  would  have  been 
entitled  to  a  deduction  from  gross  income  of  $1,083.98  addition  to 
reserve  funds  more  than  the  amount  allowed  by  the  Commissioner. 

The  taxing  statute  permits  the  petitioner  to  deduct  from  gross 
income  “  the  net  addition  required  by  law  to  be  made  within  the 
taxable  year  to  reserve  funds  *  *  Section  234(a)  (10)  (a) , 

Revenue  Act  of  1918.  The  reserve  funds  referred  to  by  the  statute 
are  the  reserve  funds  required  by  the  statutes  of  the  State  or  States 
in  which  the  insurance  company  transacts  business.  United  States  v. 
Boston  Insurance  Co .,  269  U.  S.  197.  It  appears  from  the  evidence 
that  the  statutes  of  the  State  of  New  York  required  the  petitioner 
to  maintain  larger  reserves  at  January  1,  1919,  and  at  December 
31,  1919?  than  did  the  statutes  of  the  State  of  Maryland.  The 
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petitioner  was  clearly  entitled  to  take  the  deduction  from  gross 
income  of  the  excess  amount  of  such  reserves  at  December  31,  1919, 
over  the  highest  amount  required  as  a  reserve  by  statutes  of  any 
other  State  in  which  it  transacted  business  at  January  1,  1919.  It 
is  immaterial  whether  the  highest  reserve  required  at  the  beginning 
and  close  of  1919  was  of  Maryland  or  some  other  State.  We  are 
not  informed  as  to  the  amount  of  the  reserves  required  by  States 
other  than  New  York  and  Maryland.  It  is  clear,  however,  that  the 
net  addition  to  reserves,  as  between  the  States  of  New  York  and 
Maryland,  was  not  in  excess  of  the  difference  between  the  reserves 
required  to  be  held  by  the  statutes  of  the  State  of  New  York  on 
January  1,  1919,  and  December  31,  1919,  since  at  both  dates  the 
reserves  were  in  excess  of  those  of  Maryland.  The  petitioner,  follow¬ 
ing  the  Maryland  insurance  report,  claimed  a  deduction  from  gross 
income  for  the  year  1919  of  a  net  addition  to  reserve  funds  greater 
than  the  proof  before  us  indicates  it  was  entitled  to  claim.  The 
position  of  the  Commissioner  upon  this  point  must  therefore  be 
sustained. 

With  respect  to  the  second  and  third  points  in  issue,  no  question 
is  raised  by  the  Commissioner  but  that  the  one  per  cent  net  premium 
tax  paid  to  the  Department  of  Insurance  of  the  Dominion  of  Canada 
is  an  income  tax  within  the  purview  of  section  238  of  the  Revenue 
Act  of  1918.  The  Commissioner  contends,  however,  that  the  peti¬ 
tioner  did  not  comply  with  article  611  of  Regulations  45,  and  that  it 
has  never  filed  Form  1118;  that  such  regulation  is  a  reasonable  regu¬ 
lation,  and  that  the  petitioner  has  come  forward  with  its  proof  too 
late  and  that  the  credit  for  the  $4,873.60  should  be  denied. 

The  term  “  deficiency  ”  is  defined  by  the  Revenue  Acts  of  1924  and 
1926  as  “  the  amount  by  which  the  tax  imposed  by  this  title  exceeds 
the  amount  shown  as  the  tax  by  the  taxpayer  upon  his  return; 
*  *  Section  273.  Whether  the  amount  shown  as  the  tax  upon 

the  return,  or  the  amount  admitted  by  the  petitioner  to  be  due  and 
collectible,  is  the  starting  point  in  the  computation  of  a  deficiency, 
has  been  determined  by  this  Board  in  Appeal  of  John  Moir ,  3  B.  T.  A. 
21.  Upon  the  authority  of  that  decision  the  Board  assumes  jurisdic¬ 
tion  to  determine  the  point  in  issue,  raised  in  this  appeal. 

We  are  of  the  opinion  that  in  any  case  a  taxpayer  appealing  to 
this  Board  from  a  deficiency  found  by  the  Commissioner  is  not  too 
late  in  submitting  evidence  to  the  Board.  The  petitioner  has  proven 
before  this  Board  its  right  to  a  credit  against  income  and  profits 
tax  due  of  $4,873.60.  The  deficiency  found  by  the  Commissioner 
must  therefore  be  reduced  in  that  amount. 

The  petitioner  erroneously  claimed  a  credit  against  the  tax  due 
the  United  States  of  $202.12.  This  tax,  however,  was  paid  and  was 
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an  ordinary  and  necessary  expense  of  the  petitioner  in  the  conduct 
of  its  business  in  1919.  In  the  redetermination  of  the  deficiency 
the  petitioner  should  be  given  the  benefit  of  such  deduction  from 
gro^s  income. 

Order  of  redetermination  unit  be  entered  on 
15  days'1  notice ,  under  Rule  50. 

Trammell  concurs  in  the  result  only. 


Appeal  of  Isabel  Anderson. 

Docket  No.  1394.  Decided  October  4,  1926. 

1.  Net  value  of  rights  to  purchase  stock  in  addition  to  stock 
held,  and  in  proportion  to  such  stock  so  held,  enters  into  computa¬ 
tion  of  cost  of  original  stock  purchase,  in  determining  amount  of 
gain  or  loss  in  sale  thereof. 

2.  Taxes  paid  at  source  on  tax-free  covenant  bonds  are  not 
taxable  income. 

Allison  R.  Brown ,  C.  P.  A .,  for  the  petitioner. 

M.  N.  Fisher ,  Esq.,  for  the  Commissioner. 

This  appeal  is  from  the  determination  of  deficiencies  in  income 
tax  for  the  years  1919  and  1920,  in  the  respective  amounts  of 
$11,557.63  and  $183.99. 

The  deficiencies  arose  by  reason  of  the  fact  that  the  Commissioner 
used  the  amount  of  the  proceeds  of  the  sale  of  certain  rights  incident 
to  stock  held  by  the  petitioner  to  reduce  the  amount  of  loss  accruing 
on  the  sale  of  said  stock,  and  further  ruled  that  a  2  per  cent  tax 
paid  by  the  obligor  on  tax-free  covenant  bonds  constituted  addi¬ 
tional  income. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  individual  residing  in  Washington,  D.  C.  In 
1903  she  had  purchased  5,796  shares  of  stock  of  the  Pennsylvania 
Railroad  Co.  In  1903  she  sold  386  shares,  and  again  in  1908  she 
purchased  245  shares.  On  March  1,  1913,  she  owned  5,655  shares 
the  cost  of  which,  as  shown  upon  her  books,  was  $338,767.60.  The 
market  value  of  the  said  stock  on  March  1,  1913,  was  $338,593.13. 
The  cost  of  the  several  purchases  are  shown  in  computations,  as 
indicated  herein. 

At  several  dates,  from  1903  to  June  1,  1913,  there  were  issued  and 
delivered  to  petitioner  certificates  which  entitled  her  to  purchase 
17152—26 - A 
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additional  stock  at  favorable  prices,  which  certificates  were  assign¬ 


able.  She  received  and  sold  these  certificates  as  follows : 

In  1903  she  received  and  sold  certificates  entitling  her  to  purchase 
one  new  share  at  $60  for  each  three  shares  held  by  her.  She  sold 

the  certificates  for _ $8,  694.  00 

In  1909  she  received  and  sold  certificates  entitling  her  to  purchase 
one  new  share  at  $50  for  each  four  shares  held  by  her.  She  sold 

the  certificates  for _  22,  726.  98 

In  1911  she  received  and  sold  certificates  entitling  her  to  purchase 
one  new  share  at  $50  for  each  ten  shares  held  by  her.  She  sold 

the  certificates  for _  5,  891.  50 

In  1913  she  received  and  sold  certificates  entitling  her  to  purchase 
one  new  share  at  $50  for  each  ten  shares  held  by  her.  She  sold 
the  certificates  in  June,  1913,  for _  3,053.80 

Making  a  total  amount  received  for  all  the  certificates  of _  40,  366.  28 


In  1919  the  petitioner  sold  the  stock  for  $226,096.13,  and  claimed  a 
loss  of  $112,497,  the  difference  between  the  March  1,  1913,  value,  as 
shown  upon  the  books,  and  the  selling  price.  The  Commissioner 
determined  that  the  book  cost  of  $338,767.60  was  not  the  true  cost 
and  that  the  actual  cost  was  $321,000.42,  which  was  less  than  the 
March  1,  1913,  value,  and  allowed  a  loss  of  $94,904.29.  The  Commis¬ 


sioner  arrived  at  such  cost  as  follows: 

1901,  1902,  1903 : 

5,796  shares  cost - $347,  539.  89 


1903: 

1  share  cost,  old _  59.  962 

%  share  cost  new  at  $60 _  20.  00 


l1/}  shares  cost _  79.  962 

1  share,  old  and  new,  average _  59.  9715 


1908: 

245  shares  cost  $16,170.  $66  per  share. 

Old  shares,  5,410  (386  were  sold  in  1903)  $59.9715  a  share _  324,445.815 

245  at  $66 _  16, 170.  00 


340,  615.  815 

$340,615,815  divided  by  5,655 _  60.232 


1909: 

1  share  old,  cost _  60.  232 

%  share,  new,  at  $50 _  12.  50 


344  shares  cost _  72.  732 

1  share,  old  and  new,  average _ ! _  58. 186 


1911: 

1  share  adjusted _  58. 186 

iV  share,  new,  at  $50 _ I _  5.  00 


1  to  shares,  old  and  new _  63. 186 

1  share,  old  and  new,  average _  57.  441 

March  1,  1913  value _  59.  875 


(27) 


ISABEL  ANDERSON. 


29 


1913: 

1  share  adjusted _  $57.  441 

f'tr  new  share,  at  $50 -  5.  00 

i  •  —  ■ 

1 1$  shares,  old  and  new _  62.  441 

I  share  adjusted _  56.  764 


5,655  shares  at  $56,764  a  share _  321,  000.  42 

Selling  price  in  1919 _  226,  096. 13 


Loss _  94,  904.  29 


In  calculating  the  petitioner’s  income  for  the  year  in  question,  the 
Commissioner  included  $822.59,  which  was  the  amount  of  2  per  cent 
tax  withheld  at  source  and  paid  by  the  obligor  on  tax-free  covenant 
bonds  owned  by  the  petitioner. 

OPINION. 

Love  :  In  this  appeal  there  is  no  controversy  between  the  petitioner 
and  the  Commissioner  as  to  the  facts  and  amounts  entering  into  the 
computation  of  loss  resulting  from  the  stock  sale  in  question.  The 
sole  issue  is  whether  or  not  the  cost  of  the  stock  should  be  affected  by 
the  subsequent  sale  of  certain  rights  to  purchase  additional  stock. 
The  petitioner’s  cost,  as  shown  by  her  books,  is  in  excess  of  the  March 
1, 1913,  value,  so  in  computing  the  loss  resulting  from  the  sale  in  1919 
she  merely  subtracted  the  sale  price  from  the  March  1,  1913,  value. 
The  Commissioner,  on  the  other  hand,  contends  that  the  March  1, 
1913,.  value,  as  shown  on  the  books,  should  be  reduced  by  reason  of 
the  fact  that  at  various  time  she  sold  certain  rights,  which  she  had 
acquired  by  virtue  of  the  ownership  of  the  stock,  to  purchase  addi¬ 
tional  stock,  for  which  she  received  substantial  sums,  the  amounts  of 
which  are  not  in  dispute.  The  Commissioner  reduced  the  cost  in  the 
manner  set  forth  in  the  findings  of  fact,  which  resulted  in  decreasing 
the  loss  in  1919. 

The  Supreme  Court  has  definitely  approved  this  plan  or  formula 
for  determining  the  cost  and  gain  or  loss  where  rights  to  purchase 
stock  are  received  and  then  sold  by  the  recipient. 

In  the  case  of  Safe  Deposit  <&  Trust  Co.  v.  Miles ,  273  Fed.  822, 
the  petitioner  had  been  issued  certificates  of  right  to  purchase 
stock — one  new  share  for  each  old  share  held — the  price  to  be  paid 
for  the  new  being  $150  per  share,  while  the  old  stock  had  cost 
$710  per  share.  The  District  Court  which  decided  the  case,  in  a 
written  opinion,  held : 

The  plaintiff,  in  the  right  of  every  share  it  held,  and  which  had  cost  it,  as 
just  mentioned,  $710,  could,  by  paying  $150  a  share  more,  get  another,  so 
that  it  would  have  two,  wdiich  in  the  aggregate  would  have  cost  it  $860,  or 
$430  apiece.  There  would  he  no  way  of  distinguishing  between  the  old 
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and  the  new.  If  the  latter  was  something  which  had  not  before  existed,  almost 
the  same  might  as  truthfully  be  said  of  the  former.  Its  characteristics  had 
undergone  a  great  change.  Before  the  issue  of  the  new  stock,  it  represented 
one  twenty-thousandth  of  the  capital  of  the  company ;  afterwards  it  stood 
for  but  one  forty-thousandth.  Moreover,  if  the  plaintiff  had  in  person  taken 
the  new  stock,  and  had  had  its  old  and  new  consolidated  into  one  certificate, 
and  had  subsequently  sold  a  part  of  its  holdings,  it  could  not  say  that  that 
with  which  it  parted  was  out  of  the  old,  or  out  of  the  new,  or  partly  out 
of  both.  In  determining  the  cost  of  its  shares  for  the  calculation  of  the 
profit  or  loss  upon  resale,  it  would  be  necessary  to  assume  that  they  had 
one  and  all  cost  the  holder  an  equal  amount,  which  in  the  case  of  the  plaintiff 
here  was  $430  a  share. 

It  certainly  could  make  no  difference  that  without  waiting  until  the  stock 
was  issued,  and  then  selling,  it  sold  the  right  to  the  new  stock,  and  made 
it  part  of  the  consideration  that  the  buyer  should  assume  for  it  the  payment 
of  the  $150  per  share  exacted  by  the  company.  All  that  would  have  to  be 
borne  in  mind  in  comparing  the  two  ways  of  reaching  the  same  end  is  that, 
if  the  right  was  sold,  the  price  really  received  for  the  new  share  was  $150 
more  than  the  sum  paid  to  the  seller,  which  in  the  case  at  bar  was  $358.48. 
That  was  equivalent  to  $508.48  for  a  fully  paid  for  share,  and  the  $78.48 
by  which  it  exceeded  the  $430,  which  the  share  cost  the  plaintiff,  was  the 
gain  or  profit  it  made  out  of  the  transaction. 

That  is  the  whole  story.  If  $78.48  be  multiplied  by  35,  the  number  of  shares 
or  rights  sold  by  the  plaintiff,  the  product  will  be  $2,746.80,  and  upon  that  it 
was  properly  taxable,  and  upon  nothing  more.  It  still  retains  35  shares. 
When,  if  ever,  they,  or  any  of  them,  are  sold,  there  must  be  returned  as  profit, 
in  the  year  in  which  the  price  is  received  for  them,  the  amount,  if  any,  by 
which  that  price  exceeds  $430.  It  is,  of  course,  immaterial  that,  if  the  plaintiff 
had  chosen  at  the  time  it  parted  with  the  rights  to  the  other  35,  to  sell  any  of 
those  it  still  held,  it  would  have  made  a  taxable  profit  of  nearly  $80  a  share 
upon  those  so  disposed  of.  *  *  * 

The  case  went  to  the  Supreme  Court  under  the  style  of  Miles  v.  Safe 
Deposit  <&  Trust  Co.,  259  U.  S.  247,  and  that  court  affirmed  the  de¬ 
cision  of  the  lower  court. 

The  Commissioner’s  computations  are  in  harmony  with  this  deci¬ 
sion,  and  since  no  evidence  was  presented  controverting  in  any  way 
the  correctness  of  the  computations  of  the  Commissioner,  the  amount 
of  the  loss  as  determined  by  him  will  not  be  disturbed. 

In  respect  to  the  other  question,  the  determination  of  the  Commis¬ 
sioner  is  disapproved.  Taxes  paid  at  the  source  on  tax-free  covenant 
bonds  are  not  additional  income  and  should  not  be  included  as  such. 
Pitney  v.  Duffy ,  291  Fed.  621;  2  Fed.  (2d)  230;  certiorari  denied, 
267  U.  S.  595. 

Order  of  redetermination  will  be  entered  on 
15  days ’  notice ,  under  Rule  50. 
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Appeal  of  Una  Libby  Kaufman,  Executrix  of  the  Estate  of 

Samuel  R.  Kaufman. 

i 

Docket  No.  4698.  Decided  October  8,  1926. 

1.  Upon  the  evidence  submitted,  held,  that  a  transfer  of  certain 
stock  by  the  decedent  to  his  wife  was  not  made  in  contemplation 
of  death  but  was  a  transfer  intended  to  take  effect  in  possession 
or  enjoyment  at  death. 

2.  Held,  f  urther,  that  a  gift  of  certain  Liberty  bonds,  which  were 
afterwards  exchanged  by  the  donee  for  stock,  was  not  a  transfer 
in  contemplation  of  or  intended  to  take  effect  at  or  after  death. 

3.  A  deduction  of  $15,000  as  executor’s  commissions  allowed. 

Robert  L.  Floyd ,  Esq.,  for  the  petitioner. 

Frank  T.  Horner,  Esq.,  for  the  Commissioner. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  of 
$26,260.44  in  estate  tax  under  the  provisions  of  the  Revenue  Act  of 

1921.  The  questions  presented  are  :  (1)  Whether  any  portion  of  the 
value  of  certain  real  estate,  located  in  Powell  Township,  Mich.,  owned 
by  decedent  and  his  wife,  should  be  included  in  the  gross  estate;  (2) 
whether  the  transfer  of  certain  stock  and  bonds  by  the  decedent  to 
his  wife  and  children  Avas  made  in  contemplation  of  death  or  was 
intended  to  take  effect  in  possession  or  enjoyment  at  or  after  death; 
and  (3)  the  propriety  of  a  deduction  of  $15,000  as  executor’s  fees. 

FINDINGS  OF  FACT. 

Samuel  R.  Kaufman,  a  resident  of  Chicago,  Ill.,  died  April  29, 

1922,  at  the  age  of  58  years.  By  the  terms  of  his  will  his  property 
passed  to  his  Avife  and  three  children,  the  former  and  her  elder  son, 
Robert  Libby  Kaufman,  being  named  in  the  will  as  executors.  Mrs. 
Kaufman  qualified  as  executrix,  but  Robert,  not  having  attained  his 
majority,  under  the  statutes  of  Illinois  was  unable  to  qualify.  He 
appears  to  haAre  been  acting,  either  as  executor  or  trustee,  however, 
Avhen  the  estate-tax  return  was  filed  on  April  9,  1923. 

In  computing  the  value  of  the  gross  estate  the  executrix  excluded 
therefrom  the  amount  of  $5,600,  representing  the  total  \ralue  of  cer¬ 
tain  real  estate  held  by  decedent  and  his  Avife  as  tenants  in  the 
entirety,  4,434  shares  of  the  common  stock  of  the  Congress  Hotel 
Co.  of  the  value  of  $443,400,  and  400  shares  of  Chatham  &  Phoenix 
National  Bank  stock  of  the  value  of  $94,800,  and  she  deducted 
$15,000  as  executor’s  commissions.  The  Commissioner  increased 
the  value  of  the  gross  estate  by  including  therein  the  aboATe-men- 
tioned  amounts  and  by  disallowing  the  deduction  of  $15,000  as  execu¬ 
tor’s  commissions.  He  thereby  increased  the  tax  from  $1,718.07,  as 
shown  by  the  return,  to  $27,978.51,  resulting  in  a  deficiency  of 
$26,260.44. 
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At  the  time  of  his  death  the  decedent  and  his  wife  owned  certain 
real  estate  located  in  Powell  Township,  Mich.,  of  a  total  value  of 
$5,600. 

In  October,  1915,  Samuel  R.  Kaufman  and  his  brother,  Nathan  M. 
Kaufman,  entered  into  an  agreement  with  one  another  that,  in  the 
case  of  the  death  of  either,  the  shares  of  the  stock  of  the  Congress 
Hotel  Co.  owned  by  the  party  so  dying  should  be  purchased  by  the 
survivor  upon  the  following  terms,  to  wit : 

1st.  The  price  to  be  paid  for  such  stock  shall  be  the  par  value  thereof,  with¬ 
out  regard  being  had  to  the  then  market  value  of  said  stock,  whether  the  same 
shall  be  above  or  below  the  par  value  thereof. 

******* 

3rd.  Payment  for  such  stock  shall  be  made  by  the  surviving  parties  hereto  by 
giving  their  promissory  note  payable  to  the  order  of  the  Executor  or  Adminis¬ 
trator  of  such  deceased  party  on  or  before  ten  years  from  and  after  the  date  of 
the  death  of  such  deceased  party,  and  shall  bear  interest  at  the  rate  of  five 
per  cent  (5%)  per  annum,  payable  semi-annually. 

Nathan  M.  Kaufman  died  in  November,  1918,  being  the  owner  at 
that  time  of  5,900  shares  of  Congress  Hotel  Co.  stock.  The  decedent 
was  the  executor  under  his  will  and,  pursuant  to  the  agreement 
entered  into  between  them,  purchased  4,371  of  the  5,900  shares,  giving 
his  promissory  note  therefor  and  waiving  his  right  to  purchase  the 
remainder.  The  note  was  payable  to  the  residuary  legatees.  In 
March,  1919,  a  50  per  cent  stock  dividend  was  declared  upon  the 
stock,  increasing  thereby  the  number  of  shares  then  owned  by  Samuel 
R.  Kaufman  to  6,556.  These  shares  were  owned  by  him  at  the  time 
of  his  death  and  his  note  therefor  was  outstanding. 

Upon  the  death  of  Samuel  R.  Kaufman  the  shares  of  stock  pur¬ 
chased  by  him  from  the  estate  of  Nathan  M.  Kaufman,  including 
those  issued  thereon  as  a  stock  dividend  in  March,  1919,  were  trans¬ 
ferred  to  the  payees  of  the  decedent’s  promissory  note,  given  by  him 
in  payment  for  the  4,371  shares,  whereupon  the  note  was  canceled 
and  surrendered  to  the  executrix  of  the  will. 

On  or  shortly  prior  to  April  20,  1920,  the  decedent  made  an  abso¬ 
lute  gift  to  his  wife,  for  herself  and  the  children,  of  $84,500  in  United 
States  bonds  and  told  her  to  “  put  them  away  and  take  care  of  them.” 
At  the  time  she  had  in  her  safe  deposit  box  $2,000  of  Liberty  bonds 
purchased  with  funds  belonging  to  their  three  children.  Upon  the 
receipt  of  the  bonds  from  her  husband,  she  rented  a  larger  safe 
deposit  box  to  which  she  alone  had  access.  The  bonds  were  given  to 
her  absolutely,  without  reservation  of  income  or  any  agreement 
relative  thereto.  She  clipped  the  coupons  from  time  to  time,  but 
instead  of  cashing  them  herself  sent  them  to  her  husband  in  Chicago, 
or  handed  them  to  him  when  he  was  at  home,  to  be  cashed  by  him. 
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This  was  her  usual  custom  relative  to  all  securities  purchased  and 
owned  by  her  and  the  children  with  their  separate  funds,  prior  to 
her  husband’s  death.  It  was  not  because  of  any  request  on  his  part, 
or  of  any  agreement  between  them,  but  because  he  handled  all 
matters  on  her  behalf  relating  to  the  acquisition  or  change  of  secur¬ 
ities,  or  other  financial  matters.  He  gave  his  wife  various  sums  of 
money  from  time  to  time  for  the  payment  of  household  expenses 
and  rent,  in  excess  of  $28,000  annually,  and  he  also  gave  her  sums  in 
varying  amounts  for  her  personal  use.  Neither  at  the  time  the  bonds 
were  given  to  her,  nor  at  any  time  thereafter,  was  anything  said  by 
the  decedent  relative  to  the  income  therefrom.  As  Mrs.  Kaufman 
testified : 

He  never  said  a  word.  It  was  never  discussed,  any  more  than  when  I  gave 
him  the  coupons,  and  as  I  say,  at  the  time  when  I  gave  him  those  coupons 
I  was  conscious  of  the  fact  that  we  were  under  heavy  expenses  and  he  ex¬ 
pected  we  would  be,  and  I  just  gave  him  the  coupons  because  I  thought 
we  needed  them.  There  was  never  any  discussion  as  to  whether  he  would 
cash  the  coupons  and  give  them  back  to  me  or  not.  I  did  not  expect  he  was 
going  to  do  that,  but  there  was  never  any  request  on  the  part  of  Mr.  Kaufman 
about  those  coupons  at  all  and  never  any  suggestion  on  his  part  that  the 
time  was  due  tos  cut  them  or  what  I  would  do  with  them  or  anything  of  that 
sort.  It  was  the  only  thing  for  us  to  do  at  the  moment.  I  had  no  other  use 
for  the  money,  other  than  for  the  family.  Certainly,  it  would  have  been  very 
strange  for  me  to  accumulate  an  income  when  I  needed  it  really  for  the 
children,  if  Mr.  Kaufman  did  not  have  enough  at  the  moment  to  take  care 
of  the  expenses. 

On  or  before  December  15,  1921,  the  decedent  told  his  wife  of 
an  opportunity  to  invest  in  some  stock  of  the  Chatham  &  Phoenix 
National  Bank,  suggesting  that  it  would  be  a  good  idea  to  exchange 
the  Government  bonds  therefor,  and  asking  her  at  the  same  time 
what  she  thought  about  it.  She  replied  that  it  seemed  to  her  that 
Government  bonds  were  better  for  women  and  children.  He  stated 
tnat  he  was  sorry  she  regarded  it  in  that  light,  as  he  considered 
it  a  good  investment.  Their  conversation  resulted  in  her  requesting 
him  to  negotiate  the  investment.  She  removed  the  $86,500  of  bonds 
from  the  deposit  box,  gave  them  to  him  and  drove  with  him  to  the 
bank  to  make  the  exchange.  He  gave  her  the  receipt  of  the  Chatham 
&  Phoenix  National  Bank  for  the  bonds  dated  December  15,  1921. 
This  receipt  showed  the  issuance  or  exchange  of  the  bonds  for  400 
shares  of  bank  stock,  100  shares  to  Mrs.  Kaufman  and  100  shares  to 
each  of  the  three  children.  Mrs.  Kaufman  placed  the  receipt,  to¬ 
gether  with  the  Chatham  &  Phoenix  stock,  which  she  received  a 
few  days  later,  in  her  safe  deposit  box,  the  rent  for  which  she  paid 
and  to  which  she  alone  had  a  key.  These  400  shares  cost  $89,500, 
the  difference  between  the  value  of  the  bonds  and  the  cost  being  paid 
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by  the  decedent  from  his  funds.  At  the  time  of  the  exchange  he 
purchased  for  himself  200  shares  of  the  Chatham  &  Phoenix  stock. 

In  1916  the  decedent  became  ill  and  his  physician,  believing  that 
he  was  suffering  from  appendicitis,  performed  an  operation,  remov¬ 
ing  the  appendix.  He  soon  recovered,  however,  and  enjoyed  good 
health,  aside  from  an  occasional  cold.  Some  time  during  1919  he 
became  slightly  indisposed  as  a  result  of  a  cold  and  consulted  a 
physician  who  had  been  his  personal  friend  for  many  years.  This 
physician  made  a  thorough  examination,  as  was  his  custom,  no  mat¬ 
ter  how  slight  the  ailment  might  be.  The  examination  disclosed  that 
the  decedent  had  a  slight  enlargement  of  the  liver,  as  a  result  of 
which  he  was  advised  to  wear  an  abdominal  support,  which  he  did 
for  a  short  time.  The  decedent  suffered  no  further  illness  or  im¬ 
pairment  of  his  general  health  until  the  spring  of  1921,  when  he 
contracted  influenza.  In  a  short  time  he  had  apparently  recovered 
from  this  attack  and  left  Chicago  to  visit  his  home  in  New  York. 
Soon  after  his  arrival  there  he  suffered  a  relapse  and  developed  an 
intestinal  condition  which  involved  the  gall  ducts  and  produced 
jaundice.  In  addition,  erysipelas  developed  on  the  ear  and  neck 
and,  as  the  physician  testified : 

The  toxemia'  or  poisoning  was  so  intense  that  it  not  only  produced  a  condi¬ 
tion  which  deprived  him — that  is,  a  delirious  condition  for  several  weeks, 
but  it  involved  almost  every  organ  in  the  body,  so  that  twice,  on  account  of 
the  intensity  of  the  poisoning,  I  was  compelled  to  wash  out  the  blood,  so  to 
speak,  with  a  solution  of  salts,  and  at  one  time  death  was  imminent  and  I 
had  to  take  extraordinary  measures  of  stimulation  to  bring  him  around  again. 

This  illness  covered  the  month  of  April  and  the  early  part  of 
May,  1921.  Thereafter  his  condition  improved  steadily.  He  visited 
his  summer  camp  in  Michigan,  as  was  his  custom  each  summer,  and 
upon  his  return  in  October,  1921,  his  health  and  general  condition 
were  better  than  they  had  been  prior  to  his  illness.  He  continued 
in  the  active  management  of  his  affairs,  particularly  in  the  man¬ 
agement  of  the  Congress  Hotel  at  Chicago,  discussing  with  his 
counsel  and  friends  certain  other  business  ventures  in  which  he 
was  interested. 

On  December  3,  1918,  the  decedent  and  his  brothers,  Daniel  W. 
Kaufman,  Harr}^  L.  Kaufman  and  Louis  G.  Kaufman,  entered  into 
a  contract  similar  to  the  one  hereinbefore  referred  to  between  Sam¬ 
uel  It.  Kaufman  and  his  brother,  Nathan  M.  Kaufman,  dated  in 
October,  1915. 

On  August  30,  1921,  his  brother,  Daniel  W.  Kaufman,  died  leav¬ 
ing  a  will  in  which  he  designated  Samuel  It.  Kaufman  as  his  execu¬ 
tor,  and  soon  thereafter,  in  accordance  with  the  terms  of  the  agree¬ 
ment  between  them,  the  survivors  to  the  contract  took  over  the  shares 
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of'  Congress  Hotel  Co.  stock  owned  by  him.  At  this  time  Samuel 
K.  Kaufman  expressed  to  his  attorney  his  objection  to  insisting  upon 
the  terms  of  the  contract  but  stated  that  his  brothers  desired  to 
carry  out  the  same  according  to  its  terms  and  that  he  was  being 
coerced,  against  his  judgment,  into  carrying  out  his  portion  thereof. 
He  felt  that  the  agreement  was  unfair  in  so  far  as  he  was  concerned. 
He  was  much  disturbed  over  the  fact  that,  being  the  owner  of  so 
much  more  stock  than  the  other  parties  to  the  contract,  he  would 
be  depriving  his  family,  in  case  of  his  death,  of  one-third  of  the  par 
value  of  the  stock  owned  by  him,  since,  if  the  other  parties  to  the 
agreement  acquired  his  stock,  it  would  bring  only  $66.66  a  share 
by  reason  of  the  fact  that  any  stock  which  had  been  issued  as  a 
stock  dividend  was,  under  the  terms  of  the  contract,  to  be  included 
as  a  part  of  the  original  shares  without  cost. 

He  consulted  his  attorney  as  to  the  validity  of  the  agreement  and 
was  advised  by  him  that  it  was  binding  only  in  respect  of  such  por¬ 
tion  of  Congress  Hotel  Co.  stock  of  which  he  might  be  the  owner 
at  the  time  of  his  death,  there  being  no  provision  in  the  contract 
which  would  compel  him  to  retain  any  of  the  shares  of  stock  or 
restrict  him  in  the  sale  or  disposition  thereof ;  that  whatever  portion 
he  might  dispose  of  by  gift  or  sale  would  not  be  subject  to  the  terms 
of  the  contract  upon  his  death.  His  attorney  thereupon  urged  him 
to  make  a  gift  of  the  stock  and,  as  he  had  for  some  time  contemplated 
giving  a  portion  of  it  to  his  wife,  he  made  plans  forthwith  as  to  his 
indebtedness  in  order  that  the  stock,  which  had  been  placed  with 
certain  banks  as  security,  might  be  released  so  that  the  transfer  and 
delivery  thereof  might  be  made.  By  December,  1921,  the  decedent 
had  obtained  the  release  of  4,434  shares  of  the  stock  and  had  the  same 
transferred  upon  the  books  of  the  company  to  his  wife.  Shortly 
thereafter  he  informed  his  attorney  of  the  transfer  and  stated  to  him 
that  it  was  his  purpose  to  endeavor  to  have  his  brothers  agree  to  the 
cancellation  of  the  contract  between  them  relative  to  the  acquisition 
by  the  survivors  of  the  stock  of  the  one  who  should  die  first.- 

He  left  Chicago  about  December  3,  1921,  for  his  home  in  New 
York,  and  upon  his  arrival  delivered  to  his  wife  the  4,434  shares  of 
the  Congress  Hotel  Co.  stock  with  the  statement,  “  There  is  that  stock 
I  have  been  promising  you  for  so  long.”  Nothing  further  was  said 
relative  thereto.  Some  time  later  the  decedent  asked  his  wife  what 
she  had  done  with  the  stock  and,  upon  being  informed  by  her  that  she 
had  placed  it  in  a  little  closet  where  she  kept  her  jewelry,  he  stated 
that  the  stock  was  valuable  and  asked  her  if  she  did  not  think  it 
should  be  placed  in  her  safe  deposit  box.  Thereupon  she  placed  it  in 
her  safe  deposit  box  on  that  date. 

On  January  1,  1922,  a  4  per  cent  dividend  was  declared  by  the 
Congress  Hotel  Co.,  resulting  in  a  dividend  of  $17,736  upon  the  4,434 


36 


5  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(31) 


shares  theretofore  transferred  to  Mrs.  Kaufman.  The  decedent 
directed  the  secretary  of  the  Congress  Hotel  Co.  to  make  the  check 
for  the  stock  standing  in  the  name  of  Mrs.  Kaufman  payable  to  him. 
This  was  done  and  the  dividend  check  was  deposited  in  the  bank  to 
his  credit.  On  April  1,  1922,  a  further  dividend  of  2  per  cent  was 
declared  and  the  dividend  check  of  $8,868,  due  upon  the  4,434  shares 
of  stock  in  the  name  of  Mrs.  Kaufman,  was  made  payable  and  deliv¬ 
ered  to  the  decedent  and  deposited  to  his  credit. 

About  January  10,  1922,  the  decedent  advised  his  attorney  that 
his  brothers  had  agreed  to  a  modification  of  the  contract  relative  to 
the  acquisition  by  the  survivors  of  the  stock  of  the  one  who  should  die 
first,  to  provide  as  follows :  That  the  first  5,000  shares  should  be  pur¬ 
chased  at  par  and  that  any  excess  above  the  5,000  shares  of  the  stock 
issued  at  the  time  of  the  contract  should  be  purchased  at  $150  a  share, 
and  that  only  such  stock  as  might  be  declared  as  a  stock  dividend 
after  January  10,  1922,  should  be  included  without  cost.  This 
modified  agreement  was  executed  on  January  10,  1922. 

The  decedent  was  thereafter  active  in  the  management  of  his  vari¬ 
ous  interests  and  enjoyed  good  health  until  the  night  of  April  29, 
1922,  when  he  was  stricken  and  died  a  few  hours  later  from  a  gastric 
hemorrhage. 

In  a  will  executed  five  months  prior  to  his  death  the  decedent 
named  his  son,  who  was  under  21  years  of  age,  as  one  of  his  executors. 
The  son  was  not  old  enough  at  the  time  of  the  decedent’s  death  to 
qualify  as  an  executor. 

OPINION. 

Littleton  :  The  first  question  is  whether  the  Commissioner  erred 
in  including  in  the  gross  estate  certain  real  estate  in  Powell  Town¬ 
ship,  Mich.,  of  the  value  of  $5,600. 

The  second  issue  relates  to  the  question  whether  the  transfer  of 
the  4,434  shares  of  common  stock  of  the  Congress  Hotel  Co.,  toiade 
by  the  decedent  to  his  wife  on  December  3,  1921,  about  five  months 
prior  to  his  death,  was  made  in  contemplation  of  death  or  was 
intended  to  take  effect  in  possession  or  enjoyment  at  or  after  death. 

The  third  issue  is  whether  3,045  shares  of  the  Congress  Hotel  Co. 
stock,  being  the  number  of  shares  remaining  in  the  estate  exclusive 
of  the  4,434  shares  transferred  to  Mrs.  Kaufman  and  the  6,556 
shares  given  by  the  estate  in  payment  of  the  decedent’s  note  for 
$437,100  and  not  purchased  by  his  brothers  under  the  agreement, 
constituted  a  part  of  the  gross  estate,  and  whether,  if  they  did,  they 
should  be  included  therein  at  $101.50  a  share,  which  is  conceded  to 
be  the  fair  market  value  at  the  time  of  death,  or  at  the  value  for 
which  the  surviving  brothers  might  have  purchased  them,  had  they 
so  elected,  under  the  terms  of  the  contract. 
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The  fourth  issue  relates  to  the  question  whether  the  400  shares  of 
the  capital  stock  of  the  Chatham  &  Phoenix  National  Bank  owned 
by  the  decedent’s  wife  and  three  children,  received  by  them  in 
exchange  for  $84,500  of  Liberty  bonds  given  to  them  by  the  decedent 
on  April  30,  1920,  $2,000  of  Liberty  bonds  owned  by  the  decedent’s 
three  children  and  purchased  for  them  by  their  mother  with  their 
own  funds,  and  $3,000  contributed  by  the  decedent  at  the  time  of  the 
exchange  on  Decelnber  15,  1921,  should  be  included  in  the  gross 
estate  as  a  transfer  made  in  contemplation  of  death  or  intended  to 
take  effect  in  possession  or  enjoyment  at  or  after  death. 

The  fifth  or  last  issue  relates  to  the  property  of  a  deduction  of 
$15,000  for  executor’s  commissions. 

As  to  the  first  issue,  it  appears  that  at  the  time  of  his  death  the 
decedent  and  his  wife  owned  certain  real  estate  in  Michigan  valued 
at  $5,600.  The  executors  excluded  this  property  and  the  Commis¬ 
sioner  included  the  same  in  the  gross  estate  of  the  decedent  at  its 
full  value. 

We  have  no  evidence  as  to  when  or  under  what  circumstances  the 
decedent  and  his  wife  acquired  this  property.  It  was  merely  alleged 
in  the  petition  that  they  acquired  it  as  tenants  in  the  entirety,  and 
this  was  admitted  by  the  Commissioner  in  his  answer.  LTpon  this 
the  executrix  claimed  that  no  portion  of  the  value  of  the  property 
should  have  been  included  in  determining  the  value  of  the  gross 
estate  of  the  decedent.  The  only  reason  given  for  this  claim  was 
that  the  statutes  of  Michigan  recognize  tenancy  by  the  entirety. 
The  Revenue  Act  of  1921,  section  402  (d),  provides  that  the  value 
of  the  gross  estate  of  a  decedent  shall  be  determined  by  including 
the  value  at  the  time  of  his  death  to  the  extent  of  any  interest  therein 
held  jointly  or  as  tenants  in  the  entirety  by  the  decedent  or  any  other 
person. 

With  no  more  evidence  than  is  contained  in  the  record  concerning 
this  point,  we  affirm  the  Commissioner’s  determination. 

As  to  the  second  issue,  the  Board  is  of  the  opinion  that,  under  the 
facts  hereinbefore  set  forth  in  detail,  this  stock  was  not  transferred 
in  contemplation  of  death  within  the  meaning  of  the  Revenue  Act 
of  1921.  It  appears  that  the  decedent,  prior  to  any  illness  of  which 
the  Board  has  knowledge,  had  told  his  wife  that  he  intended  to  make 
her  a  gift  of  some  Congress  Hotel  Co.  stock  and  that  this  was  not 
done  for-  the  reason  that  the  stock  was  being  used  by  him  as  security 
for  loans  from  various  banks.  At  the  time  the  stock  was  trans¬ 
ferred  in  December,  1921,  the  decedent  had  fully  recovered  from 
his  Illnesses.  As  a  result,  however,  of  a  situation  arising  from  the 
terms  of  certain  agreements  between  himself  and  his  brothers,  he 
Concluded,  since  he  was  the  owner  of  practically  all  of  the  capital 
stock  of  the  Congress  Hotel  Co.,  to  make  a  gift  of  some  of  it  to  his 
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wife,  not  because  he  contemplated  death  within  a  reasonable  near 
future,  but  because  he  desired  to  protect  his  family  in  the  event  of 
his  death  from  loss  by  reason  of  the  small  amount  which  his  brothers 
would  pay  for  the  stock  should  they  decide  to  purchase  it  under  the 
terms  of  the  contract  between  them.  On  the  question  of  whether 
the  transfer  of  this  stock  was  one  intended  to  take  effect  in  posses¬ 
sion  or  enjoyment  at  or  after  death,  the  Board  is  of  the  opinion  that 
the  Commissioner  correctly  included  the  value  thereof  in  the  gross 
estate  upon  the  ground  that  it  was  a  transfer  intended  to  take  effect 
at  death.  We  reach  this  conclusion  from  all  the  facts  and  circum¬ 
stances  surrounding  the  gift  and  relating  to  the  decedent’s  conduct 
thereafter. 

It  is  true  that  the  stock  was  delivered  to  decedent’s  wife  and 
transferred  to  her  upon  the  books  of  the  company.  It  appears 
however,  that  he  reserved  to  himself  the  income  therefrom.  A  4 
per  cent  dividend  was  declared  on  the  stock  on  January  1,  1922 — 
less  than  one  month  after  the  gift — and  he  directed  that  the  same 
be  paid  to  him.  This  was  also  true  in  respect  of  the  dividend  of  2 
per  cent  declared  in  April,  1922.  Transactions  between  husband 
and  wife  do  not  partake  of  the  same  formalities  as  those  between 
strangers,  and  the  intention  of  the  donor  in  such  a  case  is  best  deter¬ 
mined  from  his  acts  and  conduct  in  relation  to  the  subject  matter. 
It  was  not  necessary  for  the  decedent  to  have  a  formal  understand¬ 
ing  with  his  wife  that  the  dividends  upon  the  stock  should  be  paid 
to  him  during  his  life  or  for  any  period  of  time.  He  had  no  reason 
to  believe  that  she  would  insist  upon  the  dividends  being  paid  to  her. 
There  is  nothing  in  the  record  to  indicate  that  the  decedent,  prior 
to  his  death,  changed  his  intention  in  regard  to  the  payment  of 
dividends  to  him  and,  under  these  circumstances,  the  transfer  took 
effect  at  his  death. 

In  the  case  of  In  re  BrandretEs  Estate,  169  N.  Y.  437 ;  62  A.  E. 
563,  the  decedent  had  made  a  transfer  of  cretain  stock,  reserving  to 
himself  the  dividends  thereon  and  the  right  to  vote  the  stock.  The 
court  said : 

The  effect  of  these  instruments  was  to  transfer  to  the  daughters-  the 
remainder  in  the  stock  after  the  donor’s  death,  reserving  to  the  latter  an  estate 
for  his  life.  It  is  said  by  the  learned  appellate  division  that  there  is  a  differ¬ 
ence  between  the  stock  itself  and  the  dividends  that  may  be  declared  upon  it. 
This  is  doubtless  true,  but  it  is  the  same  difference  that  exists  between 
land  and  its  rents  and  profits  or  between  a  fund  and  its  income.  A  devise  of 
the  rents  and  profits  of  land  or  a  bequest  of  the  income  of  a  fund  grants  an 
estate  in  the  land  or  the  fund  itself  in  fee  or  for  life,  depending  on  whether 
the  gift  of  the  income  or  rent  is  for  life  or  without  limitation.  Jennings  v. 
Conloy,  73  N.  Y.  230.  The  only  income  stocks  can  produce  is  the  dividend 
declared  thereon,  and  the  reservation  of  the  dividends  for  life  is  the  reservation 
of  an  estate  for  life.  A  stockholder  has  no  title  to  the  earnings  of  a  corpora- 
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lion  before  a  dividend  is  declared.  Until  that  time  the  earnings  pass  with 
the  stock  as  an  incident  thereof,  and  when  a  dividend  is  declared  it  is  a  profit 
on  the  stock.  *  *  * 

*  *  *  Though  a  remainder  may  vest  in  title  at  its  creation,  it  cannot 

vest  in  possession  until  the  determination  of  the  prior  estate.  It  makes  no 
difference  in  this  respect  whether  the  remainder  is  vested  indefensibly  or  is 
contingent  or  subject  to  be  devested.  In  the  present  case  the  prior  estate  is 
one  for  the  life  of  the  donor,  and  therefore  the  remainder  transferred  to  his 
daughters  falls  within  the  exact  provision  of  the  statute  as  a  transfer  to  take 
effect  in  possession  or  enjoyment  on  the  death  of  the  donor. 

See,  also,  In  re  Keeney's  Estate ,  194  N.  Y.  281 ;  87  N.  E.  428. 

As  to  the  third  issue,  it  is  the  opinion  of  the  Board  that  the  3,045 
shares  which  the  surviving  brothers,  under  the  terms  of  the  contract 
of  January  10,  1922,  had  a  right  to  purchase  at  par,  but  which  they 
did  not  purchase,  constituted  a  part  of  the  estate  and  were  properly 
valued  by  the  Commissioner  at  $101.50  a  share  for  the  purpose  of 
the  tax.  The  executrix  contends  that  this  stock  was  subject  to  an 
agreement  between  the  decedent  and  his  brothers  whereby  they  had 
a  right  to  purchase  the  stock,  and  that  whatever  was  over  and  above 
the  price  at  which  they  could  purchase  the  same  should  be  considered 
as  a  gift  from  them.  The  surviving  brothers  were  not  compelled 
to  purchase  the  stock  and  the  most  that  they  can  be  said  to  have  had 
was  an  option  to  do  so.  They  did  not  exercise  this  option  and  the 
stock  remained  a  part  of  the  estate. 

As  to  the  fourth  issue,  the  Board  is  of  the  opinion  under  the  evi¬ 
dence  that  no  portion  of  the  value  of  the  400  shares  of  the  Chatham 
&  Phoenix  National  Bank  stock  constituted  a  part  of  the  gross 
estate.  As  set  forth  in  the  findings  of  fact,  the  decedent  in  April, 
1920,  gave  to  his  wife,  for  herself  and  children,  $84,500  in  Liberty 
bonds,  which  she  kept  in  her  possession  and  over  which  he  did  not 
have  or  exercise  any  control.  In  addition,  it  appears  that  Mrs. 
Kaufman  from  time  to  time,  with  separate  funds  of  her  three  chil¬ 
dren,  had  purchased  Liberty  bonds  in  the  amount  of  $2,000.  On 
December  15,  1921,  it  appears  that  she  concluded  to  exchange  the 
Liberty  bonds  for  stock  of  the  Chatham  &  Phoenix  National  Bank 
and  that  she  delivered  the  bonds  in  the  amount  of  $86,500  to  her 
husband  and  went  with  him  to  make  the  exchange.  At  that  time 
400  shares  of  Chatham  &  Phoenix  National  Bank  stock  were  issued 
in  the  name  of  his  wife  and  their  three  children  in  exchange  for  the 
$86,500  of  Liberty  bonds  and  $3,000  contributed  out  of  his  own 
funds.  At  the  same  time  the  decedent  acquired  in  his  own  name 
200  shares.  This  stock  was  delivered  by  the  bank  to  Mrs.  Kaufman 
and  retained  by  her  without  any  control  thereof  by  her  husband. 

The  evidence  does  not  warrant  the  conclusion  that  the  gift  of 
the  Liberty  bonds  on  April  30,  1920,  or  that  the  $3,000  contributed 
by  the  decedent  toward  the  purchase  of  the  Chatham  &  Phoenix 
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National  Bank  stock,  was  a  gift  in  contemplation  of  death  or 
intended  to  take  effect  at  or  after  death. 

The  only  circumstance  which  might  indicate  that  the  gift  of 
$84,500  of  Liberty  bonds  on  April  30  was  intended  to  take  effect  at 
or  after  death  was  the  delivery  by  Mrs.  Kaufman  to  her  husband 
from  time  to  time  of  the  coupons  clipped  by  her  from  the  bonds.  In  the 
opinion  of  the  Board,  however,  this  circumstance  does  not  warrant 
the  conclusion  that  the  gift  was  one  intended  to  take  effect  at  or 
after  death.  The  decedent  made  no  reservation  of  the  income  from 
the  bonds  at  the  time  of  the  gift.  The  coupons  which  were  attached 
to  the  bonds  constituted  a  part  of  the  gift  and  thereafter  constituted 
her  property.  Neither  at  the  time  of  the  gift  nor  at  any  time  there¬ 
after  did  the  decedent  ever  make  any  statement  to  Mrs.  Kaufman 
relative  to  the  income  from  the  bonds.  Her  reason  for  delivering 
the  coupons  to  her  husband  was  because  their  expenses  were  heavy 
and  she  wished  to  contribute  to  the  payment  thereof.  This  was 
entirely  a  voluntary  act  on  her  part  and  had  no  relation  to  the 
character  of  the  original  gift. 

The  fifth  and  last  issue  relates  to  the  propriety  of  a  deduction 
of  $15,000  for  executor’s  commissions.  Section  403  (a)  (1)  of  the 
Revenue  Act  of  1921  provides  for  the  deduction  of — 

Such  amounts  for  *  *  *  administration  expenses,  claims  against  the 

estate,  *  *  *  as  are  allowed  by  the  laws  of  the  jurisdiction,  whether 

within  or  without  the  United  States,  under  which  the  estate  is  being  admin¬ 
istered  *  *  *. 

The  following  provision  is  from  Callaghan’s  Illinois  Statutes  Anno¬ 
tated,  vol.  1,  ch.  3,  Administration  of  Estates: 

Par.  135  [Compensation  of  representative.]  §  133.  Executors  and  admin¬ 
istrators  shall  be  allowed  as  compensation  for  their  services  a  sum  not  exceed¬ 
ing  six  per  centum  on  the  amount  of  personal  estate,  and  not  exceeding  three 
per  centum  on  the  money  arising  from  the  sale  of  real  estate,  with  such  addi¬ 
tional  allowances,  for  costs  and  charges  in  collecting  and  defending  the  claims 
of  the  estate  and  disposing  of  the  same,  as  shall  be  reasonable. 

The  total  estate  left  by  decedent  was  in  excess  of  $900,000,  $437,100 
of  which  wras  given  in  exchange  for  the  decedent’s  personal  note  for 
that  amount  held  as  collateral  by  his  brothers.  All  except  $6,500  of 
this  was  personal  property.  The  debts  of  the  decedent  were  $241,- 
117.21,  a  large  part  of  which  was  in  small  amounts.  There  is 
nothing  to  indicate  that  the  executor’s  duties  required  less  ability 
or  were  less  onerous  than  are  usual  in  the  settlement  of  estates  of  like 
amounts.  The  commission  claimed  is  about  one  and  two-thirds  per 
centum.  It  is  not  unreasonable  and  should  be  allowed.  Appeal  of 
Samuel  E.  A.  Stern ,  2  B.  T.  A.  102. 

Order  of  redetermination  will  be  entered  on 
15  days'  notice ,  under  Rule  50. 
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Appeal  of  Charles  L.  Harris,  Administrator  of  the  Estate  of 

William  L.  Harris. 

Docket  No.  4426.  Decided  October  8,  1926. 

1.  Under  the  Revenue  Act  of  1921,  the  proceeds  of  life  insurance 
policies  made  payable  to  beneficiaries  other  than  the  estate  of 
the  decedent  prior  to  the  effective  date  of  the  Revenue  Act  of  1918, 
may  not  be  included  in  the  gross  estate  of  the  decedent.  Lewellyn 
v.  Frick,  268  U.  S.  238. 

2.  Section  1400(a)  of  the  Revenue  Act  of  1921  repealed  the  estate 
tax  imposed  by  the  Revenue  Act  of  1918,  and  section  1400(b)  pro¬ 
vided  that  the  parts  of  that  Act  which  are  repealed  shall  remain 
in  force  for  the  assessment  and  collection  of  all  taxes  which  have 
accrued  at  the  time  such  parts  cease  to  be  in  effect.  Held,  that 
no  liability  for  estate  tax  accrued,  within  the  meaning  of  section 
1400(b),  against  the  estate  of  a  decedent  who  died  subsequent  to 
the  date  of  the  repealing  statute. 

3.  Prior  to  the  effective  date  of  the  Revenue  Act  of  1918,  dece¬ 
dent  took  out  a  policy  of  insurance  on  his  life,  naming  his  estate  as 
beneficiary ;  in  1920,  prior  to  the  enactment  of  the  Revenue  Act  of 
1921,  which  repealed  the  estate  tax  imposed  by  the  Act  of  1918, 
decedent  named  his  wife  as  beneficiary,  and,  upon  his  death  in 
1923,  the  proceeds  of  the  policy  were  paid  to  her.  Held  that,  in 
determining  liability  for  estate  tax  imposed  by  the  Act  of  1921, 
the  proceeds  of  such  policy  may  not  be  included  in  the  gross  estate 
of  the  decedent. 

Charles  L.  Harris ,  Esq.,  for  the  petitioner. 

J.  F.  Greaney ,  Esq.,  for  the  Commissioner. 

This  appeal  is  from  the  determination  of  a  deficiency  in  estate  tax 
in  the  amount  of  $934.96.  The  deficiency  arises  from  the  inclusion  by 
the  Commissioner  in  the  gross  estate  of  the  decedent  of  the  proceeds 
of  certain  policies  of  insurance  taken  out  by  the  decedent  upon  his 
own  life  and  payable  to  beneficiaries  other  than  his  estate. 

FINDINGS  OF  FACT. 

William  L.  Harris,  a  resident  of  the  State  of  Minnesota,  died 
intestate  on  September  11,  1923.  On  October  30,  1923,  Charles  L. 
Harris  was  appointed  administrator  of  the  estate  of  said  decedent 
in  the  Probate  Court  of  Hennipen  County,  Minn.,  and  he  now  is  the 
duly  appointed,  qualified  and  acting  administrator  of  said  estate. 

During  the  period  October  1,  1887,  to  March  15,  1912,  inclusive, 
William  L.  Harris  took  out  upon  his  own  life  nine  policies  of  insur¬ 
ance,  in  the  aggregate  amount  of  $99,000,  all  of  which  continued  in 
full  force  and  effect  until  his  death.  Eight  of  these  policies,  at  the 
time  they  were  taken  out  by  and  issued  to  William  L.  Harris,  were 
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made  payable  either  to  Elizabeth  E.  Harris,  his  wife,  or  to  Ethel 
Harris  Gauntlett,  or  Charles  L.  Harris.  The  original  beneficiaries 
under  these  eight  policies  of  insurance  continued  to  be  such  bene¬ 
ficiaries  until  the  death  of  William  L.  Harris  and  they  received  the 
proceeds  of  said  policies.  The  other  policy  of  insurance  mentioned 
was  taken  out  by  William  L.  Harris  on  March  15,  1912,  and  was 
made  payable  to  his  estate.  On  September  30,  1920,  he  caused  the 
beneficiary  of  this  policy  to  be  changed,  and  it  was  on  that  date 
made  payable  to  his  wife,  Elizabeth  E.  Harris,  instead  of  to  his 
estate.  From  September  30,  1920,  until  the  death  of  William  L. 
Harris  on  September  11,  1923,  she  was  the  beneficiary  of  said  policy 
and  she  received  the  proceeds  thereof.  The  nine  insurance  policies 
referred  to,  the  date  of  issue,  the  amounts  thereof,  the  incumbrances 
thereon,  and  the  amounts  received  by  the  beneficiary  were  as  follows: 


POLICIES  PAYABLE  TO  ELIZABETH  E.  HARRIS,  WIDOW. 


Company 

Date  issued. 

Face 

amount. 

Less  loans 
and  other 
deductions. 

Net 

amount 

received. 

Manhattan  . . . . . . . . 

Oct.  1. 1887 
Oct.  1, 1898 
June  9, 1898 
Mar.  15,1912 
July  18, 1888 

$5, 000.  00 
1, 000. 00 
11, 000.  00 
50, 000.  00 
15, 000.  00 

$1,  692.  54 
462. 90 
4, 574.  90 
2,  668.  47 
10,  222.  73 

$3, 307. 46 
537. 10 
i  642.  51 
47,  331.  53 
4,  777.  27 

Manhattan  _ _ _  ..  . . 

Manhattan  _ _ _ _ _ _ _ 

Mutual  Life. . . . . . . 

National  of  Vermont . . . . . . . 

Total _ _ _ _ 

82, 000.  00 

19, 621.  54 

56,  595.  87 

1  Being  the  first  of  ten  annual  installments  in  like  amount. 

POLICIES  PAYABLE  TO  ETHEL  HARRIS  GAUNTLETT  AND  CHARLES  L.  HARRIS. 

JOINTLY. 


Northwestern  National  _ _ _ _ _ 

Feb.  17,1902 
June  20, 1902 

$3, 000. 00 
6, 000.  00 

$964.  59 
3, 998. 15 

$2,  035.  41 
2, 001. 85 

Provident  Life  &  Trust  Co _ 

Total _  _ _ 

9, 000.  00 

4, 962.  74 

4,  037.  26 

POLICIES  PAYABLE  TO  ETHEL  HARRIS  GAUNTLETT. 


Missouri  State  Life _  _ 

Sept.  16, 1902 
Sept.  16, 1902 

$4,  000.  00 
4,  000.  00 

$2,  629.  48 
2,  629.  48 

$1,370.  52 
1,  370.  52 

Missouri  State  Life _ _ _ _ 

Total. . . . . 

8. 000.  00 

5,  258.  96 

2,  741.  04 

Total  . . . . . . 

63,  374.  17 
40, 000.  00 

Less  exemption  _  .  _ 

Balance _ _  _ 

»  . 

23,  374. 17 

i 

On  or  about  September  4,  1924,  the  administrator  of  the  estate 
of  William  L.  Harris  filed  a  return  for  said  estate  under  the  Federal 
estate  tax  law,  showing  tax  due  in  the  amount  of  $5,243.09,  which 
was  duly  paid.  No  part  of  the  proceeds  of  the  policies  of  insurance 
referred  to  herein  was  included  by  the  administrator  in  the  return 
filed  by  him  for  said  estate.  The  Commissioner,  upon  audit  of  the 
return,  included  in  the  gross  estate  of  the  deceased,  subject  to  the 
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Federal  estate  tax,  the  entire  amount  of  the  proceeds  of  the  nine 
policies  of  insurance  herein  mentioned  in  excess  of  $40,000,  and 
determined  that  there  is  a  deficiency  in  tax  in  the  amount  of  $934.96. 

OPINION. 

Milliken:  The  only  issue  presented  herein  is  as  to  the  right  of 
the  Commissioner  to  include  in  the  gross  estate  of  the  decedent 
the  proceeds  of  the  nine  insurance  policies  set  forth  in  the  findings 
of  fact.  The  facts,  which  are  not  in  dispute,  are  that  all  of  these 
policies  were  taken  out  by  the  decedent  on  his  own  life  prior  to  the 
enactment  of  the  Revenue  Act  of  1918,  and  that,  with  one  exception, 
they  were  before  that  date  made  payable  to  specific  beneficiaries. 
The  exception  is  the  policy  taken  out  on  March  15,  1912,  in  the 
amount  of  $50,000. 

Concerning  the  eight  policies  made  payable  to  specific  beneficiaries 
prior  to  the  effective  date  of  the  Revenue  Act  of  1918,  it  is  now 
conceded  by  the  Commissioner,  and  we  so  hold,  that  in  view  of  the 
decision  of  the  Supreme  Court  of  the  United  States  in  the  case 
of  Lewellyn  v.  Frick ,  268  U.  S.  238,  the  proceeds  thereof  should 
not  be  included  in  the  gross  estate  for  the  purposes  of  the  Federal 
estate  tax  under  the  Revenue  Act  of  1921. 

This  leaves  for  consideration  the  policy  of  insurance  taken  out 
by  the  decedent  on  March  15,  1912,  of  the  face  amount  of  $50,000. 
The  amount  receivable  on  this  policy  payable  at  the  date  of  death 
was  $47,331.53  and,  as  appears  from  the  findings  of  fact,  was  origi¬ 
nally  made  payable  to  the  decedent’s  estate.  On  September  30, 
1920,  the  beneficiary  of  this  policy  was  changed  to  Elizabeth  E. 
Harris,  wife  of  the  decedent,  who,  on  the  death  of  the  decedent, 
received  the  proceeds  of  the  policy.  It  is  the  contention  of  the 
Commissioner  that  the  amount  of  the  policy  just  referred  to,  in 
excess  of  the  statutory  exemption  of  $40,000,  or  $7,331.53,  should 
be  included  in  the  gross  estate  of  the  decedent  under  the  provisions 
of  the  Revenue  Act  of  1921.  It  is  argued  that,  despite  the  specific 
repeal  by  the  Revenue  Act  of  1921  of  Title  IY  of  the  Revenue  Act 
of  1918,  section  402  (f)  of  both  acts  is  identical  and  that,  accord¬ 
ingly,  the  provisions  of  the  Revenue  Act  of  1921  must  be  considered 
as  a  continuation  of  the  identical  provision  of  the  Revenue  Act 
of  1918;  or,  stated  in  another  way,  where  a  statute  is  repealed  and 
its  provisions  are  at  the  same  time  reenacted,  the  reenactment  neu¬ 
tralizes  the  repeal  and  the  provisions  of  the  repealed  act  which  are 
thus  reenacted  continue  in  force  without  interruption. 

The  death  of  the  decedent  on  September  11,  1923,  was  the  occa¬ 
sion  for  the  exaction  of  an  estate  tax,  and  the  measure  of  the  tax 
is  to  be  determined  in  accordance  with  the  statute  in  force  at  the 
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date  of  the  death  of  decedent.  That  statute  was  the  Revenue  Act 
of  1921.  It  is  contended,  however,  that,  since  the  decedent  changed 
the  beneficiary  of  his  insurance  in  the  year  1920,  and  the  provisions 
of  section  402  (f)  of  the  Revenue  Acts  of  1918  and  1921  were  iden¬ 
tical,  the  proceeds  of  the  policy,  less  the  statutory  exemption,  forms 
a  part  of  the  gross  estate.  It  is  not  denied  that  the  Revenue  Act 
of  1921  in  section  1400  (a)  does  by  express  provision  repeal  Title 
IV  of  the  Revenue  Act  of  1918,  and  that  section  1400  (b)  of  the 
Revenue  Act  of  1921  provides  that  the  parts  of  the  Revenue  Act 
of  1918  repealed  shall  remain  in  force  for  the  assessment  and  collec¬ 
tion  of  all  taxes  which  have  accrued  under  the  statute  repealed. 
Here  we  have  a  complete  repeal  of  the  prior  statute  with  a  saving 
clause  as  concerns  taxes  accrued  under  the  same.  We  can  not  per¬ 
ceive  that  any  taxes  had  accrued  in  this  case — the  decedent  was 
living  at  the  date  of  the  repeal  and  certainly  the  change  and  the 
designation  of  beneficiaries  did  not  cause  a  tax  to  accrue.  The 
decedent,  while  the  Revenue  Act  of  1918  was  in  force  and  effect, 
incurred  no  liability  for  taxes  of  the  nature  here  in  question,  and 
no  right  accrued  to  the  Government  in  respect  to  the  assessment  and 
collection  thereof.  As  concerns  the  liability  of  the  decedent  for 
estate  taxes  under  the  provisions  of  the  Revenue  Act  of  1918,  he 
was  entirely  relieved  therefrom  by  reason  of  the  express  repeal  of 
the  statute. 

If  this  were  a  case  involving  the  punishment  of  a  crime,  the 
protection  of  a  vested  right,  or  a  right  of  action  growing  out  of  a 
contract,  there  might  be  some  occasion  for  the  rule  of  statutory 
construction  submitted  in  behalf  of  the  Commissioner.  The  Com¬ 
missioner  proposes  to  exercise  a  right  which  was  created  by  a  former 
statute,  and  this  right  existed  only  by  virtue  of  the  provisions  of 
that  statute.  Accordingly,  the  repeal  of  the  statute  defeats  the 
right  itself,  unless  the  same  be  within  the  exceptions  referred  to 
above.  We  are  of  the  opinion  that  with  the  repeal  of  Title  IV  of 
the  Revenue  Act  of  1918,  the  authority  to  include  in  the  gross  estate 
the  proceeds  of  the  policy  of  insurance  here  in  question  was  lost 
and  that  the  right  ceases  and  determines  with  the  statute  upon 
which  it  depends.  The  effect  of  the  repeal  of  Title  IV  of  the 
Revenue  Act  of  1918  was  to  obliterate  the  repealed  statute  just  as 
completely  as  if  it  had  never  been  enacted  into  law,  and  it  must  be 
considered  as  a  statute  that  never  existed,  except  for  the  purpose 
set  forth  in  section  1400  (b)  of  the  Revenue  Act  of  1921. 

It  is  also  a  well-settled  rule  of  statutory  construction  that  a  new 
law  can  have  no  retrospective  operation  unless  made  so  by  its  own 
express  language.  When  the  legislative  branch  of  the  Government 
determines  to  pass  retrospective  legislation,  it  usually  does  so  by 


(41) 


PITTSBURGH  &  BESSEMER  COAL  CO. 


45 


express  terms,  as,  for  example,  section  302  (h)  of  the  Revenue  Act 
of  1924  causes  section  302  (g),  (which  is  identical  with  the  provision 
of  the  Revenue  Acts  of  1918  and  1921  here  considered)  to  apply  to 
past  transactions. 

Since  there  was  a  complete  repeal  of  Title  IV  of  the  Revenue 
Act  of  1918,  we  have  the  absence  of  a  statute  upon  which  the  lia¬ 
bility  of  the  decedent  rests,  and  we  are  governed  by  the  controlling 
reason  for  the  decision  of  the  Supreme  Court  in  the  case  of  Lewellyn 
v.  Fidck,  supra. 

Judgment  for  the  petitioner. 


Appeal  of  Pittsburgh  &  Bessemer  Coal  Co. 

Docket  Nos.  5626,  9004.  Decided  October  13,  1926. 

1.  Petitioner  was  not  entitled  to  classification  as  a  personal 
service  corporation  during  1918  and  1919. 

2.  Evidence  held  insufficient  to  show  that  the  Commissioner 
erred  in  his  computation  of  the  profits  tax  for  1918  under  section 
328  of  the  Revenue  Act  of  1918. 

3.  Petitioner  is  entitled  to  have  its  profits  tax  for  1919  computed 
under  the  provisions  of  section  328  of  the  Revenue  Act  of  1918. 

H.  A.  Mihidls ,  C.  P.  A.,  and  W.  D.  McBryar ,  Esq .,  for  the 
petitioner. 

J.  Arthu/r  Adams ,  Esq.,  for  the  Commissioner. 

These  appeals  involve  deficiencies  for  1918  and  1919  in  the  amounts 
of  $10,912.98  and  $43,108.63,  respectively.  Separate  petitions  were 
filed  for  each  year  and  they  were  consolidated  for  hearing  and 
decision.  The  petitioner  assigns  as  error  on  the  part  of  the  Com¬ 
missioner  the  following: 

(1)  Failure  to  classify  it  as  a  personal  service  corporation. 

(2)  Failure  to  select  proper  comparatives  when  computing  it s 
profits  tax  for  1918  under  the  provisions  of  section  328  of  the  Revenue 

Act  of  1918. 

(3)  Failure  to  compute  its  profits  tax  for  1919  under  the  pro¬ 
visions  of  section  328  of  the  Revenue  Act  of  1918. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Pennsylvania  corporation  organized  in  1917. 
Fred  G.  Lamb  was  president  and  owned  all  of  the  stock  in  1918,  of 
$5,000  par  value;  the  number  of  shares  outstanding  being  100,  of 
the  par  value  of  $50  each.  At  the  time  of  organization  he  paid  in 
$750  in  cash,  and  a  few  months  later  a  stock  dividend  of  $4,250  was 
declared. 
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During  1919  one  A.  S.  McQueen  purchased  certain  shares,  leaving 
Lamb  the  owner  of  74  per  cent  of  the  entire  capital  stock. 

During  1918  petitioner  operated  under  the  regulations  of  the 
United  States  Fuel  Administration.  In  that  year  all  efforts  were 
directed  toward  securing  coal  to  fill  orders  received.  In  1919  the  con¬ 
dition  changed  and  the  petitioner’s  efforts  were  directed  toward  secur¬ 
ing  purchasers  for  the  surplus  coal  of  the  several  mines  from  which  the 
petitioner  obtained  its  supply.  During  1918  the  petitioner’s  income 
was  derived  from  commissions  on  coal  sold,  which  commissions  were 
paid  by  purchasers.  In  1919  its  commissions  were  paid  by  the  pro¬ 
ducer.  Lamb  had  been  in  the  coal  business  since  1899.  During  1918 
and  1919  he  was  regularly  and  actively  engaged  in  the  conduct  of 
the  petitioner’s  business.  A  salesman  was  also  elnployed  by  the  cor¬ 
poration  to  assist  Lamb  in  negotiations  in  the  purchase  and  sale 
of  coal  and  in  connection  with  other  work.  This  employee  was  not 
a  stockholder.  All  transactions  were  approved  by  Lamb.  When 
McQueen  came  into  the  corporation  he  was  made  vice  president  and 
sales  manager  and  was  regularly  engaged  in  the  active  conduct  of 
the  affairs  of  the  corporation.  The  petitioner  maintained  branch 
offices  at  Columbus  and  at  Cleveland,  Ohio,  in  which  branch  man¬ 
agers,  who  were  not  stockholders,  were  employed  and  paid  a  coTn- 
mission  on  coal  sold. 

Petitioner’s  operations  in  the  purchase  and  sale  of  coal  were  con¬ 
ducted  in  such  a  way  as  to  have  the  terms  of  sale  provide  for  pay¬ 
ment  for  coal  prior  to  the  date  on  which  it  was  required  to  pay  the 
operator  therefor.  The  terms  were  that  purchasers  should  pay  on 
the  10th  of  the  following  month,  and  petitioner  arranged  to  pay  the 
operator  for  the  coal  on  the  25th.  There  were  some  exceptions  to 
this  rule.  When  coal  was  shipped  by  petitioner  on  orders  of  the 
Fuel  Administration  it  required  consignees  to  pay  in  advance,  or 
give  security  for  the  payment  of  the  coal  shipped,  in  cases  in  which 
the  petitioner  was  not  thoroughly  satisfied  with  the  financial  respon¬ 
sibility  of  the  consignees. 

In  1919  operations,  in  so  far  as  they  related  to  payments  for  coal, 
were  practically  the  same  as  in  1918,  but  consigners  were  slower  in 
making  payments. 

Petitioner  owned  no  mines.  It  was  not  a  producer  of  coal,  directly 
or  indirectly.  It  kept  no  inventory  of  coal  on  hand,  except  in  so 
far  as  it  was  necessary  during  1918  to  accumulate  cargoes  at  Lake 
ports  for  shipment  under  orders  of  the  Fuel  Administration.  The 
company  did  not  buy  coal  for  speculation.  It  had  contracts  with 
producing  companies,  but  coal  was  ordered  when  a  purchaser  was 
found.  Contracts  were  made  with  mines  whereby  petitioner  agreed 
to  take  upon  itself  the  duties  of  distributing  and  selling  the  entire 
output.  Subsequent  to  1918,  when  it  was  no  longer  possible  to 
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require  purchasers  to  pay  petitioner’s  commissions,  arrangements 
were  made  with  the  coal  companies  to  pay  the  same.  During  1918 
petitioner’s  commission  was  15  cents  a  ton,  and  during  1919  the 
commission  was  upon  the  basis  of  a  certain  percentage  of  the  price  at 
which  the  coal  was  sold. 

In  1918,  Lamb  negotiated  with  persons  desiring  coal  and  they  sent 
orders  to  petitioner  for  the  amount  of  coal  desired,  agreeing,  at  the 
same  time,  to  pay  petitioner  a  commission.  In  1919  the  demand  for 
coal  was  not  great  and  it  was  necessary  for  petitioner  to  find  pur¬ 
chasers,  to  meet  competition  in  this  line  and  to  sell  the  coal  to  the 
best  possible  advantage.  Petitioner  did  not  order  shipment  of  coal 
unless  it  had  first  secured  an  order  from  the  consumer.  During  1918 
all  shipments  were  upon  orders  to  the  petitioner  from  the  consumer 
and  from  the  petitioner  to  the  operator,  substantially  as  follows : 

Pittsburgh  &  Bessemer  Coal  Company : 

Please  furnish  the  following  and  ship  promptly  via  *  *  * 

10  Cars  Run  of  Mine  Coal  at  $2.45  per  net  ton,  f.  o.  b.  mine. 

We  hereby  appoint  you  agent  to  purchase  10  cars  R/M  coal  and 
allow  you  $.15  per  ton  commission  for  your  services. 

Such  orders  were  frequently  given  by  telephone  and  later  con¬ 
firmed  in  writing.  Upon  the  receipt  of  such  orders  petitioner  mailed 
written  order  to  one  of  the  various  mines  with  which  it  had  contracts 
“  to  ship  for  our  account  ”  the  quantity  of  coal  specified,  to  the  person 
from  whom  it  had  received  the  order.  Such  orders  to  the  mines 
specified  the  price  per  ton  and  stated  “  Shipping  notices  and  invoices 
to  this  office  only.  Terms  :  Net  cash,  10  days  after  receipt  of  invoice,” 
or  “  Net  cash  on  25th  of  month  following  shipment.” 

During  1918  petitioner  purchased  coal  principally  from  the  Four 
States  Coal  Co.,  the  Kehota  Mining  Co.,  the  Paul  Coal  &  Supply  Co., 
the  Export  Coal  Co.,  and  the  Locust  Hill  Coal  Co.  Lamb  was  a 
stockholder,  secretary  treasurer,  and  a  member  of  the  board  of  direc¬ 
tors  of  the  Export  Coal  Co.  and  a  stockholder  in  the  Paul  Coal  & 
Supply  Co.,  and  he  acted  in  an  advisory  capacity  to  the  Four  States 
Coal  Co.  He  had  no  connection  with  the  other  two  mining  companies. 

In  1918  petitioner  obligated  itself  to  pay  the  mine  for  the  coal 
shipped  on  its  order,  and  in  1919  it  guaranteed  the  payment  under 
its  contract  with  the  producer  for  all  coal  shipped.  The  producer 
did  not  concern  itself  with  the  matter  of  whether  the  person  to  whom 
the  petitioner  had  sold  the  coal  paid  his  bill  or  not. 

Bills  were  rendered  by  petitioner  to  the  purchaser  and  all  payments 
were  made  by  such  purchaser  to  it.  Petitioner  endeavored  to  make 
collection  from  the  purchaser  prior  to  the  date  upon  which  it  was 
required  to  pay  the  producer,  but  such  payments  by  consumers  were 
not  always  received  by  petitioner  before  it  was  required  to  pay  for 
the  coal  shipped  upon  its  order. 
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On  April  1,  1919,  petitioner  entered  into  a  contract  with  the  Short 
Creek  Coal  Co.,  whereby  the  petitioner  became  the  exclusive  sales 
agent  of  the  coal  company  for  the  distribution  of  its  entire  product. 
The  coal  company  agreed  to  turn  over  to  petitioner  all  pending 
inquiries,  orders,  and  agreements  for  the  purchase  of  coal  received 
or  secured  by  the  coal  company  and  to  pay  petitioner  the  commission 
hereinafter  mentioned  on  all  such  orders  or  agreements  should  peti¬ 
tioner  accept  or  conclude  the  same.  Petitioner  agreed  to  sell  the 
coal  at  “  the  best  market  prices  obtainable  therefor  and  at  not  less 
than  such  as  shall  be  fixed  from  time  to  time  ”  by  the  coal  company. 
The  agreement  further  provided : 

Upon  all  sales  made  by  the  Pittsburgh  Company  pursuant  to  this  agreement, 
the  Short  Creek  Company  agrees  to  pay  the  Pittsburgh  Company,  and  the 
Pittsburgh  Company  agrees  to  accept,  compensation  for  its  services  therein  on 
the  following  basis,  viz : — for  all  coal  sold  by  the  Pittsburgh  Company  where 
the  purchaser  pays  less  than  $2.00  per  ton,  a  commission  of  4%  of  the  selling 
price,  and  where  the  price  is  $2.00  per  ton  and  over,  a  commission  of  5%  of 
such  selling  price. 

Upon  all  sales  made  by  the  Short  Creek  Company  prior  to  said  April  1,  1919, 
calling  for  delivery  of  coal  after  said  April  1,  1919,  if  the  orders  or  agreements 
covering  such  sales  are  acceptable  to  the  Pittsburgh  Company,  the  same  shall 
be  taken  over  by  the  Pittsburgh  Company,  as  of  said  April  1,  1919,  the  com¬ 
pensation  of  the  Pittsburgh  Company  in  all  such  cases,  however,  to  be  a  com¬ 
mission  of  2%  of  the  selling  price  upon  all  coal  delivered  under  such  orders  or 
agreements  on  and  after  said  April  1,  1919. 

All  such  sales  are  to  be  made  for  the  account  of  the  Short  Creek  Company  in 
such  amounts,  for  such  deliveries  and  at  such  prices  as  shall  be  from  time  to 
time  approved  by  the  Short  Creek  Company  and  the  coal  so  sold  shall  be 
invoiced  to  all  purchasers  thereof  in  the  name  of  the  Pittburgh  Company  and 
payment  for  the  same  shall  in  every  case  be  made  to  the  Pittsburgh  Company 
by  the  purchasers  of  the  coal.  This  condition  as  to  payment  shall  be  stated  in 
all  coal  sales  agreements  made  by  the  Pittsburgh  Company  pursuant  hereto. 

The  Pittsburgh  Company  hereby  guarantees  to  the  Short  Creek  Company 
all  accounts  for  coal  sold  by  the  Pittsburgh  Company  under  the  terms  of  this 
agreement  and  the  Pittsburgh  Company  agrees  to  make  payment  monthly  to 
the  Short  Creek  Company  on  the  25th  day  of  each  month  for  all  coal  delivered 
to  the  purchasers  thereof  during  the  preceding  month,  less  the  commissions 
to  which  the  Pittsburgh  Company  shall  be  entitled  pursuant  hereto  in  respect 
of  the  coal  so  delivered,  it  being  provided,  however,  that  in  every  case  where 
any  purchaser  of  the  said  coal  refuses  to  pay  any  invoice  of  the  Pittsburgh 
Company  or  retains  a  portion  of  any  amount  due  under  such  invoice  or  invoices 
claiming  an  offset  or  counterclaim  by  reason  of  a  poor  quality  or  other  defect 
in  the  coal  delivered  or  by  reason  of  poor  deliveries  or  other  causes  beyond  the 
control  of  the  Pittsburgh  Company,  the  Short  Creek  Company  will  thereupon 
reimburse  the  Pittsburgh  Company  for  such  amounts  in  dispute,  the  Pitts¬ 
burgh  Company  agreeing  to  undertake  the  adjustment  and  settlement  of  such 
differences  under  the  direction  and  subject  to  the  control  of  the  Short  Creek 
Company,  but  at  the  cost  and  expense  of  the  Short  Creek  Company. 

The  said  payments  to  be  made  by  the  Pittsburgh  Company  to  the  Short 
Creek  Company  shall  be  based  upon  qpd  governed  by  the  weights  of  the  coal 
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as  determined  by  the  railroads  which  weights  as  reported  by  the  railroad  or 
railroads  to  the  Short  Creek  Company  shall  be  promptly  furnished  by  the 
Short  Creek  Company  to  the  Pittsburgh  Company.  The  moneys  payable  by  the 
Pittsburgh  Company  to  the  Short  Creek  Company  under  this  paragraph  are 
in  no  sense  advances  but  are  payments  for  coal  delivered  by  the  Short  Creek 
Company. 

The  contract  was  for  a  period  of  six  years,  subject  to  cancellation 
under  certain  circumstances.  Similar  agreements  were  entered  into 
with  the  Locust  Hill  Coal  Co.,  the  Pine  Bluff  Coal  Co.,  the  Export 
Coal  Co.,  the  Kehota  Mining  Co.,  and  others. 

Subsequent  to  the  effective  date  of  the  above-mentioned  contracts, 
petitioner  secured  orders  for  various  quantities  of  coal  at  varying 
prices  to  be  shipped  over  such  period  as  was  desired  by  the  purchaser. 
These  orders  were  in  the  following  form : 

Pittsburgh  &  Bessemer  Coal  Co., 

Pittsburgh,  Pa. 

Memorandum  Agreement  between  Roberts  &  White  *  *  *  hereinafter 

*  *  *  referred  to  as  “  Buyer  ”  and  the  Export  Coal  Company  *  *  * 

hereinafter  *  *J  *  referred  to  as  “  Seller  ”,  by  which  the  buyer  hereby 
purchases  and  agrees  to  receive  and  pay  for,  and  the  seller  hereby  sells  and 
agrees  to  ship  from  its  mines  *  *  *  the  quantity  and  grade  or  grades  of 

coal  hereinafter  stated  upon  the  terms  and  subject  to  the  conditions  follow¬ 
ing;  *  *  *  It  is  further  *  *  *  agreed  *  *  *  that  all  coal  shipped 

pursuant  hereto  shall  be  invoiced  by  the  Pittsburgh  &  Bessemer  Coal  Com¬ 
pany  to  which  company  payment  for  the  coal  shall  be  made.  *  *  * 

These  agreements  were  signed  by  the  purchaser  and  the  petitioner, 
as  sales  agent,  and  were  approved  by  the  president  of  the  producing 
company. 

The  petitioner’s  income  and  deductions  as  shown  by  its  return  for 
1918  were  as  follows : 

Gross  income : 

Gross  sales - $2,  457,  318.  82 

Cost  of  goods  sold -  2,  326,  477.  98 


Deductions : 

Compensation  of  officers _ $15,  700.  00 

Nonofficers  salaries  and  labor _  9,  856.  07 

Agents’  commissions _  12,  787.  34 

Rent -  2,  355.  00 

Interest -  6,  879.  41 

Worthless  debts _  500. 10 

Exhaustion,  wear  and  tear _  711.  46 


130,  840.  84 


48,  789.  33 


Net  income 


82,  051.  51 
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The  income  and  deductions  as  shown  by  the  return  for  1919  were 
as  follows : 


Gross  income : 

Commissions _ $100,  555.  65 

Interest  on  U.  S.  obligations _ _  1, 146.  70 

Interest  from  other  sources _  2,  455.  25 


Deductions : 

Ordinary  and  necessary  expenses,  commissions, 


salaries,  rent,  etc _ $34,  519.  61 

Officers  salaries _  27,  616.  62 

Interest  paid _ ■ _  5,  720. 18 

Taxes _  706.  05 

Exhaustion,  wear  and  tear _ ' _  923.  27 


104, 157.  69 


69,  485.  73 


Net  income _  34,  671.  96 

The  balance  sheets  at  the  beginning  and  the  end  of  the  years  1918 
and  1919  were  as  follows: 


1918. 


Jan.  1, 1918. 

Jan.  1, 1919. 

ASSETS. 

Furniture  and  fixtures... _ _ _ _ _ _ 

Cash  ..  _ _ _ _ _ _ _ _ 

Bills  and  accounts  receivable... . . . . . 

Liberty  bonds - - - - - - - - 

Unadjusted  assets _ 

$241.  44 
14, 002.  04 
62,  995.  26 
25,  000.  00 

$4,  031. 62 
20,  202.  06 
268, 473.  29 
75,  000.  00 
713.  60 

LIABILITIES. 

Capital  stock..  . . . . . . . . 

Accounts  payable - -  - 

Bills  payable . . . . . .  . . . . . . . 

102,238.  74 

368, 420.  57 

5,  000.  00 
59,  930.  25 

5, 000.  00 
165,  438.  63 
83,  500.  00 
10,  216.  46 
104,  265.  48 

Other  liabilities _ _ _ _  _ _ _ 

Surplus _ _ _ _ _ _ _ _ 

37,  308.  49 

102,  238.  74 

368,  420.  57 

1919. 

Jan.  1, 1919. 

Jan.  1,1920. 

ASSETS. 

Furniture  and  fixtures... . . . 

$4,  031.  62 
20,  202.  06 
268, 473.  29 
75,  000.  00 
713.  60 

$4, 753.  39 
54,  444.  31 
351,  681.  66 
79,  300.  00 

Cash _ _ _ 

Bills  and  accounts  receivable . . . . . . 

Libert v  bonds _ _ _  _ _ _ _ 

Unadjusted  assets . .  .  _ _  _ _ _ 

Securities _ _ _  _ _ _ _ _ _ _ _ 

8,  700.  00 

LIABILITIES. 

Capital  stock _  _  _ 

368,  420.  57 

498,  879.  36 

5,  000.  00 
165,  438.  62 
83,  500.  00 
10,  216.  46 

5,  000.  00 
279,  350.  35 
100,  000.  00 

Accounts  payable _ _  _ _ 

Bills  payable _  _ _ _ 

0  ther  liabilities . . . 

Suspense  account _ _ _ _ _ _ _ _ _ 

3,  758.  85 
110,  770. 16 

Surplus.. . . . . . . . . 

104,  265.  48 

368,  420.  57 

498,  879.  36 
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“  Bills  and  Accounts  Receivable  ”  represents  amounts  due  peti¬ 
tioner  for  coal  sold ;  “Accounts  Payable  ”  represents  amounts  due 
from  petitioner  to  coal  companies ;  “  Bills  Payable  ”  represents 
amounts  borrowed  by  the  petitioner  to  pay  coal  companies  for  coal 
shipped  before  payment  had  been  received  from  the  purchasers. 

During  the  year  1918  petitioner  borrowed  the  following  amounts 
on  its  notes : 


Dec.  26,  1917  (carried  over),  demand _ $7,500.00 

Feb.  2,  1918,  demand _  20,  000.  00 

Apr.  29,  demand _  5,  000.  00 

May  15,  demand _ 8,  000.  00 

June  15,  demand _  13,  750.  00 

Aug.  16,  demand _  3,  000.  00 

July  22,  60-days—, _  25,  000.  00 

July  30,  60-days _  30,  000.  00 

July  15,  demand _  18,  750.  00 

Aug.  20,  demand _  9,  439.  27 

Aug.  27,  30-days _  50,  000.  00 

Aug.  27,  demand _  19,  677.  33 

Sept.  25,  30-days _ 25,  000.  00 

Sept.  25,  30-days _  9,629.  56 

- - $252,  246. 16 

Amounts  borrowed  on  notes  during  1919  were  as  follows : 

Mar.  1,  1919,  demand _ $3,  000.  00 

Mar.  10,  demand _  18,  500.  00 

May  6,  demand _ 65,  000.  00 

May  29,  60-days _  34,  650.  51 

Sept.  26,  demand _ 5,  000.  00 

Oct.  20,  90-days -  10,  000.  00 

June  25,  60-days _ 25,  438.  27 

June  13,  60-days _  34,  650.  51 

- $196,  239.  29 


The  ratio  of  profits  tax  determined  by  the  Commissioner  for  1918 
under  the  provisions  of  section  328  of  the  Revenue  Act  of  1918  to 
net  income  for  that  year  was  46.39  per  cent. 

Upon  consideration  of  petitioner’s  application  for  assessment  of 
its  profits  tax  for  1919,  under  the  provisions  of  section  328,  the 
Commissioner  held  that  the  comparison  of  petitioner  with  other 
representative  concerns  failed  to  disclose  that  the  computation  of 
its  profits  tax  under  section  301  imposed  upon  it  an  exceptional  hard¬ 
ship  within  the  purview  of  section  327  of  the  Revenue  Act  of  1918. 

During  1918  the  W.  C.  Atwater  Co.,  of  New  York,  the  White  Oak 
Coal  Co.  of  IVJpunt  Hope,  W.  Va.,  the  Pittsburgh  &  Ohio  Mining  Co., 
of  Cleveland,  Ohio,  and  the  Crozer  Pocahontas  Co.,  of  Pennsylvania, 
all  corporations,  were  engaged  in  selling  coal.  The  invested  capital, 
17152—26—5 
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total  sales,  net  taxable  income,  etc.,  of  these  corporations  and  the 
petitioner  were  as  follows  : 


W.  C.  At¬ 
water  &  Co. 

White  Oak 
Coal  Co. 

Pittsburgh 
&  Ohio 
Mining  Co. 

Crozer  Poca¬ 
hontas  Co. 

Pittsburgh 

A  Bessemer 
Coal  Co. 

1.  Invested  capital -  -- 

$744,  354.  62 

$562,  699.  32 

$411,348.  33 

$397,  726.  14 

$42, 308. 49 

2.  Total  sales . . . 

8,  116,  252.  42 

4,  527,  188.  31 

6,  236, 445.  43 

4,  766,  264.  86 

2,  457,  192. 90 

3.  Net  taxable  income - 

203,  616.  37 

130,  497.  .56 

79, 639.  25 

55,  342.  .50 

82,051.51 

4.  Income  tax _ _ 

16,  580.  36 

8,  582.  10 

5,  840.  85 

5,  591.  66 

5, 037.  67 

5.  Profits  tax _  -  -  - 

61,481.31 

56,982.  10 

28.  408.  54 

6,  589.  32 

38, 070.  96 

(5.  Turnover  (times) - 

7.  Ratio  of  income  to  invested 

10.9 

8 

15.  16 

12.5 

capital  (per  cent) - 

S.  Ratio  of  income  to  sales  (per 

27.3 

23.  2 

19.3 

14.6 

193.  94 

cent) _  _ 

1).  Ratio  of  profits  tax  to  income 

2.5 

2.  9 

1.  28 

1.  16 

3.  34 

(per  cent) . . . 

30.  2 

43.  66 

35.  66 

11.09 

43.  39 

W.  C.  Atwater  &  Co.  of  New  York  was  engaged  in  selling  coal  as 
a  jobber  upon  a  commission  from  the  coal  fields  of  Virginia,  West 
Virginia,  and  Kentucky.  Its  rate  of  commission  is  not  shown.  Its 
tax  liability  for  1918  as  determined  by  the  Commissioner  has  been 
agreed  to,  except  in  so  far  as  it  may  be  affected  b}^  the  tax  liability 
for  1917  yet  to  be  determined. 

The  White  Oak  Coal  Co.  was  a  subsidiary  of  twenty  other  cor¬ 


porations,  all  of  which  were  producing  companies.  Its  tax  liability 
for  1918  has  not  yet  been  finally  determined. 

The  Pittsburgh  &  Ohio  Mining  Co.  was  engaged  in  selling  coal, 
coke  and  kindred  commodities.  Forty  per  cent  of  its  operations 
consisted  of  purchasing  a  supply  of  coal  and  coke  and  selling  the 
same  at  the  best  possible  price.  Sixty  per  cent  of  its  operations 
consisted  of  selling  coal  upon  commission,  the  amount  of  which  is 
not  disclosed.  This  company  owned  all  the  stock  of  another  corpora¬ 
tion  and  its  tax  for  1918  was  computed  upon  the  basis  of  a 
consolidated  return. 


The  Crozer  Pocahontas  Co.  was  engaged  in  selling  coal  upon  the 
basis  of  a  commission  of  10  cents  a  ton.  The  stockholders  of  the 
seven  coal  companies,  the  output  of  which  the  Crozer  Pocahontas  Co. 
sold,  owned  all  of  its  stock. 


OPINION. 


Littleton:  We  are  of  the  opinion  from  the  evidence  that  peti¬ 
tioner  was  not  entitled  to  be  classified  as  a  personal  service  corpora¬ 
tion  during  1918  and  1919,  for  the  reason  that  capital  was  necessary 
and  was  used  in  the  business,  and  was  a  material  factor  in  pro¬ 
ducing  its  income-  It  made  contracts  with  a  number  of  producing 
companies  to  sell  all  or  a  large  proportion  of  their  output  and  to 
pay  for  all  coal  shipped  on  its  order  from  the  20th  to  the  25th  of 
the  month  following  shipment.  During  1918  petitioner  obligated 
itself  to  pay  the'  producer  for  all  coal  shipped.  During  1919  the 
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petitioner,  by  the  terms  of  its  contracts,  guaranteed  payment  to  the 
producer  for  all  coal  sold  by  petitioner.  The  producer  looked  to 
the  petitioner  for  payment  and  was  not  concerned  with  the  matter 
whether  the  consignee  ever  paid  the  petitioner. 

Through  the  knowledge  and  experience  of  its  president  and  prin¬ 
cipal  stockholder,  the  petitioner  was  to  a  large  extent  enabled  to 
make  collection  from  those  to  whom  it  sold  coal  before  it  was 
required  to  pay  the  producer  from  which  it  purchased  the  same. 
This  was  not  always  true,  however,  and  it  was  necessary  for  peti¬ 
tioner  to  borrow  large  sums  of  money  from  time  to  time  in  order 
to  make  payments  to  the  producers  for  coal  shipped.  Petitioner 
was  not  merely  a  sales  representative.  It  received  no  profit  unless 
file  purchaser  paid  it  for  the  coal,  and  it  sustained  all  losses  in 
connection  with  failure  of  the  consumers  to  pay  for  coal  shipped 


(o  them. 

We  think  the  fact  that  petitioner  was  enabled  to  carry  on  its  opera¬ 
tions  to  a  large  extent  by  requiring  purchasers  of  coal  to  pay  it 
before  it  was  required  to  pay  the  producer  is  not  proof  that  it  was 
a  personal  service  corporation.  When  a  person  indebted  to  peti¬ 
tioner  did  not  make  payment  or  was  late  in  doing  so,  petitioner  either 
used  its  surplus  cash  or  borrowed  sufficient  funds  with  which  to 
pay  for  the  coal  which  it  had  sold.  We  are  of  the  opinion  that 
capital  was  a  material  income-producing  factor.  Appeal  of  C.  N. 
Merritt  <&  Brother ,  Inc.,  1  B.  T.  A.  927 ;  Appeal  of  Cleveland  A 
Western  Coal  Co .,  4  B.  T.  A.  93. 

We  are  not  convinced  from  the  evidence  that  the  comparatives 
used  by  the  Commissioner  in  determining  the  profits  tax  for  1918 
were  improper,  nor  can  we  say,  under  all  the  facts  and  circum¬ 
stances,  that  the  four  corporations  submitted  as  comparatives  were 
similarly  circumstanced  within  the  meaning  of  section  328  of  the 
Revenue  Act  of  1918. 

We  are  of  opinion  that  petitioner  has  brought  itself  within  the 
provisions  of  the  first  sentence  of  section  327  (d)  of  the  Revenue 
Act  of  1918,  and  is  therefore  entitled  to  have  its  profits  tax  for 
1919  computed  under  the  provisions  of  section  328  of  that  Act. 

Judgment  mill  he  entered  on  15  days ’  notice , 
under  Rule  50. 


Appeal  of  Otto  A.  Altschtjl. 

Docket  No.  5407.  Decided  October  13.  1026. 

Samuel  P.  Gurman ,  Esq .,  for  the  petitioner. 

IF.  S.  Delaney ,  Esq.,  and  IF.  Frank  Gibbs ,  Esq.,  for  the  Commis¬ 
sioner. 
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Deficiency  of  $6,543.70  income  tax  for  1919,  based  upon  the  dis¬ 
allowance  of  alleged  inventory  losses  and  loss  on  plant  and  ma¬ 
chinery. 

«y 

FINDINGS  OF  FACT. 

The  petitioner  is  a  resident  of  Chicago,  Ill.  In  July,  1918,  he 
organized  the  Purity  Packing  Co.,  a  partnership.  He  owned  a  one- 
third  interest  in  the  partnership  and  during  its  existence  was  its 
treasurer  and  the  only  active  partner. 

In  the  early  part  of  1919  the  partnership  was  engaged  in  the  busi¬ 
ness  of  preparing  roast  beef  in  cans  for  the  United  States  Army.  For 
this  purpose  it  had  installed  a  large  amount  of  machinery  and  equip¬ 
ment.  The  Army’s  allotment  to  the  partnership  for  March,  1919, 
was  canceled,  and  no  more  orders  were  received.  The  partnership 
started  preparing  goods  for  domestic  commerce.  This  involved  the 
manufacture  of  a  varied  line  of  twenty'  or  thirty  items  in  different 
sizes  and  packages.  About  three-quarters  of  the  machines  they  had 
for  the  Army  work  were  useless  for  the  domestic  trade. 

The  Army  in  1919  placed  its  surplus  stores  on  the  market  at 
greatly  reduced  prices  and  thus  made  it  impossible  for  petitioner  to 
operate  at  a  profit.  The  business  was  run  at  a  loss,  but  it  was  not 
discontinued  because  the  petitioner  thought  that  he  could  more 
readily  dispose  of  it  by  keeping  it  apparently  active. 

At  the  close  of  the  year  1919,  due  to  the  inability  of  the  partner¬ 
ship  to  sell  goods  and  the  continued  operation  of  the  business,  a  large 
stock  of  goods  had  accumulated.  Much  of  it  had  started  to  spoil. 
All  these  goods  were  carried  on  the  books  at  cost  in  order  that  a 
flood  showing  might  be  made. 

When  making  out  the  income-tax  return  for  the  year,  petitioner 
took  as  a  deduction  from  inventory  an  arbitrary  figure  of  $61,432.23 
below  that  shown  on  the  books,  which  he  figured  would  about  repre¬ 
sent  the  loss  due  to  shrinkage,  spoilage,  and  obsolescence. 

OPINION. 

Sternhagen  :  The  petitioner  presented  two  points  as  the  grounds 
of  his  proceeding.  He  deducted  $61,432.23  as  an  inventory  loss  at 
the  close  of  the  year,  and  now  complains  that  the  Commissioner 
should  not  have  disallowed  this  deduction.  An  unnecessarily  long 
record  is  made  up  largely  of  general  testimony  as  to  the  conditions 
of  the  business  and  its  vicissitudes  at  the  close  of  the  war.  But 
this  is  of  little  or  no  help  in  determining  the  precise  question  before 
the  Board.  It  appears  that  the  petitioner  carried  his  inventory  at 
post  and  continued  to  do  so  throughout  the  year.  Notwithstanding 
this,  he  guessed  that  at  the  close  of  the  year  the  goods  on  hand  were 
worth  something  less  than  cost,  and  although  he  made  no  reducing 
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entry  on  his  books  lie  nevertheless  deducted  what  he  admits  to  he 
an  arbitrary  amount  of  $61,432.23  on  his  income-tax  return.  Such 
a  haphazard  deduction  can  have  no  place  in  the  determination  of 
net  income.  If  and  when  the  merchandise  was  disposed  of  at  less 
than  cost  the  loss  would  be  deductible,  but  the  petitioner’s  unsup¬ 
ported  guess  as  to  a  shrinkage  in  value  is  obviously  not  deductible. 

The  second  alleged  error  was  the  refusal  of  the  Commissioner  to 
allow  a  deduction  for  losses  on  plant.  The  evidence  does  not  sup¬ 
port  the  petitioner’s  allegation. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner. 


Royal  Packing  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

c 

Docket  No.  3962,  Decided  October  13,  1926. 

Upon  tlie  evidence,  held,  that  the  loss  taken  as  a  deduction  from 
gross  income  of  the  petitioner  for  the  year  ended  January  31,  1919, 
was  not  realized  during  such  taxable  year. 

D.  Webster  Egan ,  Esq.,  for  the  petitioner. 

George  E.  Adams ,  Esq.,  for  the  respondent. 

- » I  J  |  *  .  >/«•/.  I  t  5  i  ,  [  V'd  -  >  i  |  Mi:  \ ' 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  and  profits  taxes  for  the  fiscal  year  ended  January  31,  1919, 
in  the  amount  of  $9,792.85.  It  arises  from  the  refusal  of  the  Com¬ 
missioner  to  allow  petitioner’s  deduction  of  an  alleged  loss  of  $15,000, 
occasioned  by  the  failure  of  a  corporation  in  which  the  petitioner 
was  a  stockholder.  • 

FINDINGS  OF  FACT. 

The  petitioner  is  a  corporation  engaged  in  the  packing  business  at 
Los  Angeles,  Calif.  Prior  to  April  1,  1918,  it  invested  $10,000  in 
the  common  stock  of  the  Universal  Packing  Co.  of  Fresno,  Calif., 
a  corporation  organized  in  1916.  The  first  purchase  of  its  stock 
was  made  by  the  petitioner  on  November  25,  1916.  This  was  paid 
for  by  the  company’s  check  for  $2,500.  Other  purchases  of  stock 
were  made  on  April  26,  June  16,  and  July  24,  1917,  respectively, 
for  which, the  total  amount  of  $7,500  was  paid.  In  January  or  Feb¬ 
ruary,  1918,  petitioner’s  president  learned  that  the  Universal  Pack¬ 
ing  Co.  was  short  of  funds.  He  thereupon  arranged  to  purchase  for 
Lis  company  additional  common  stock  of  the  par  value  of  $5,000, 
and  payment  therefor  was  made  by  the  petitioner  on  March  29,  1918. 
This  last  purchase  was  made  for  the  protection  of  the  prior  invest¬ 
ments  of  the  company.  All  purchases  were  made  at  par. 
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The  Universal  Packing  Co.  began  operations  in  1917  and  from 
die  beginning  was  a  failure  financially,  dune  i.  1918.  the  Universal 
Packing  Co.  levied  an  assessment  of  $14  per  share  on  all  its  capital 
stock,  notice  of  which  was  duly  published  on  June  3,  10,  IT.  24,  and 
July  1  and  5,  1918.  The  petitioner  did  not  pay  this  assessment. 
On  November  1.  1918,  or  immediately  prior  to  that  date,  the  Uni¬ 
versal  Packing  Co.  closed  its  doors  and  ceased  to  function.  Peti¬ 
tioner  charged  off  on  its  books  $12,000  as  of  January  31.  1919,  and 

$3,000  as  of  January  31,  1920.  and  claimed  deductions  therefor  in  its 

*  ✓  «./  /  / 

tax  returns  for  the  taxable  years  ending  on  those  dates,  respectively. 
On  July  12,  1924,  it  made  entries  on  its  books  correcting  the  charge- 
off  as  of  January  31,  1920,  and  making  it  as  of  January  31,  1919. 
It  now  claims  the  deduction  of  $15,000  in  the  determination  of  its 
taxes  for  the  fiscal  year  ended  January  31,  1919. 


OPINION. 


Lansdon  :  The  law  under  which  the  petitioner  claims  is  as  follows: 

Sec.  234.  (a)  That  in  computing  the  net  income  of  a  corporation  subject  to 
the  tax  imposed  by  section  230  there  shall  be  allowed  as  deductions : 

******* 

(4)  Losses  sustained  during  the  taxable  year  and  not  compensated  for  by 
insurance  or  otherwise.  (Revenue  Act  of  1918.) 

To  prevail  in  its  contention  the  petitioner  must  prove  that  the  loss 
was  sustained  in  the  taxable  year.  The  evidence  is  clear  that  the 
Universal  Packing  Co.  became  insolvent  and  ceased  to  function  prior 
to  November  1,  1918,  a  date  within  the  taxable  year.  It  is  also  in 
evidence  that  the  insolvent  corporation  owned  certain  assets  and  that 
the  sale  of  such  assets  and  the  final  liquidation  of  its  business  were 
not  completed  within  the  fiscal  year  ended  January  31,  1919.  There 
is  no  convincing  evidence  that  any  loss  was  sustained  in  the  taxable 
year. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner. 


Appeal  of  W.  R.  Jacques. 

Docket  No.  3277.  Decided  October  13,  392G. 

Perry  W.  Shrader .  Esq.,  and  E dimed  J.  Dillon .  C.  P.  A .,  for  the 
petitioner. 

Briggs  G.  Sim  pick.  Esq.,  for  the  Commissioner. 

Lansdon  :  The  Commissioner  has  asserted  a  deficiency  in  income 
tax  for  the  year  1919  in  the  amount  of  $727.59.  The  petitioner 
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alleges  that  the  Commissioner  erred  in  ascertaining  the  cost  of  a 
parcel  of  real  estate  acquired  in  1916  and  sold  in  1919,  and  thereby 
erroneously  increased  It i s  gross  income  for  the  taxable  year. 


FINDINGS  OF  FACT. 


The  petitioner  is  an  individual  residing  in  Kansas  City,  Mo., 
where  he  has  been  engaged  in  the  real  estate  business  since  the  year 
1913.  Some  time  in  the  year  1916,  acting  for  the  owner,  one  Halsell, 
he  sold  a  parcel  of  real  estate  located  at  Fourteenth  and  Main 
Streets,  in  Kansas  City,  Mo.,  for  $302,000.  In  lieu  of  cash  commis¬ 
sion  for  making  such  sale,  he  accepted  a  parcel  of  land  adjacent  to 
the  tract  sold,  fronting  on  Fourteenth  Street  for  1  iy2  feet  and  157 
feet  in  depth.  Some  time  in  1919  he  sold  such  land  and  received 
therefor  the  amount  of. $10,000. 

In  making  his  income-tax  return  for  1916,  the  petitioner  did  not 
include  in  his  gross  income  any  amount  representing  the  value  of 
the  land  received  as  commission  for  the  Halsell  sale,  but  in  ah 
amended  return  for  the  same  year  he  acquiesced  in  a  valuation  of 
$2,500,  determined  bv  the  revenue  agent  who  checked  his  accounts 
and  return,  and  he  paid  the  Federal  income  tax  thereon.  In  mak¬ 
ing  his  income-tax  return  for  1919,  the  petitioner  did  not  include 
any  amount  representing  gain  from  the  sale  of  the  land  in  ques¬ 
tion.  Upon  audit  of  such  return,  the  Commissioner  determined 
that  the  petitioner  realized  a  profit  of  $7,500  from  the  sale  of  such 
land,  which  amount  he  added  to  the  petitioner’s  gross  income  for 
the  taxable  year.  The  value  of  the  property  at  date  of  acquisition 
was  $2,500. 

Judgment  mill  be  entered  for  the  Com-, 
missioner. 


Appeal  of  The  Law  and  Credit  Co. 

Docket  No.  508.  Decided  October  13,  3920. 

1.  Salaries  paid  to  executives  of  the  petitioner  determined  to 
have  been  reasonable. 

2.  Rate  of  depreciation  on  property  used  in  printing  and  publish¬ 
ing  determined. 


Henry  JS.  Conrad ,  Esq.,  and  Phil  />.  Morelock,  Esq.,  for  t lie  peti¬ 
tioner. 

A.  II.  Fast,  Esq.,  for  the  Commissioner. 


This  is  an  appeal  from  the  determination  of  deficiencies  in  income 
and  profits  taxes  of  $2,400.59,  $2,869.92,  and  $1,844.54,  respectively, 
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for  the  years  1917,  1918  and  1919,  arising  from  the  disallowance  by 
the  Commissioner  of  certain  deductions  claimed  by  the  petitioner  on 
account  of  salaries  paid,  invested  capital,  and  exhaustion,  wear  and 
tear,  and  obsolescence  of  property  used  in  the  business.  The  Com¬ 
missioner  admits  error  as  to  the  invested  capital  for  the  three  years. 

FINDINGS  OF  FACT. 

1.  In  1889,  Ernest  E.  Smith  and  one  other  formed  a  partnership 
and  embarked  in  the  job-printing  business  in  Kansas  City,  Mo.  The 
firm  owned  one  small  job  press,  and  commenced  with  a  four-page 
weekly  paper,  containing  legal  notices  of  state  and  municipal  court 
matters  in  Jackson  County  and  Kansas  City,  Mo.,  and  reports  of 
matters  pending  in  and  decided  by  those  courts. 

2.  In  1892  the  partners  incorporated  under  the  laws  of  Missouri, 
with  a  capital  stock  of  $12,000,  consisting  of  240  shares,  each  having 
a  par  value  of  $50.  The  corporation  took  over  and  continued  the 
business  of  the  partnership. 

3.  In  1895,  Elbert  E.  Smith,  a  brother  of  Ernest  E.  Smith,  pur¬ 
chased  105  shares  of  the  capital  stock,  and,  at  all  times  since  this 
purchase,  Ernest  E.  Smith  has  owned  134  shares,  Elbert  E.  Smith, 
105  shares,  and  another  brother,  one  share  of  the  stock.  The  business 
of  the  corporation  has  steadily  increased,  keeping  pace  with  the 
growth  and  development  of  the  City  of  Kansas  City  and  County  of 
Jackson,  and,  in  1919,  the  company  had  an  investment  in  capital 
assets  of  $100,000,  more  or  less,  a  gross  income  of  $61,370.27,  and  had 
forty  or  more  employees  on  its  payroll. 

It  publishes  the  “  Daily  Record,’*  a  newspaper  in  which  is  printed 
information  with  regard  to  court  procedure,  transfers  of  property 
and  legal  notices.  This  paper  has  been  designated  the  official  paper 
of  Kansas  City  and  of  Jackson  County,  Mo.,  and  by  reason  of  such 
designation  the  taxpayer  secured  the  publication  of  legal  notices 
from  said  city  and  county. 

The  taxpayer  also  publishes  a  weekly  paper,  issues  a  credit  guide, 
and  does  job  printing,  but  its  principal  source  of  income  is  from 
printing  legal  notices. 

4.  At  no  time  since  its  organization  has  the  corporation  paid  a 
dividend. 

5.  Duiing  the  three  years  of  the  partnership  the  salary  of  Ernest  E. 
Smith  averaged  $362.95  per  year.  For  1892,  the  first  year  after 
incorporation,  it  Avas  $398.03;  for  1893,  $725.23;  for  1894,  $990;  and, 
for  each  of  the  next  four  years,  $1,200 — giving  an  a  Average  for  the 
first  ten  years  of  $800.21.  In  1905  it  had  increased  to  $7,000,  and  so 
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continued  until  the  end  of  the  second  decade  of  his  connection  with 
the  business,  the  average  during  this  decade  being  $4,205.  During 
the, third  decade  his  average  salary  was  $14,121,  and  the  highest 
salaries  paid  were  $15,000  for  1911,  $18,680  for  1912,  $18,000  for  1915 
and  1917,  and  $20,000  for  1916.  The  average  salary  for  the  next 
two  years,  1919  and  1920,  was  $8,800,  and  the  average  for  the  32  years 
was  $6,524.16. 

6.  The  annual  salary  received  by  Elbert  E.  Smith  during  the  first 
four  years  of  his  connection  with  the  corporation  was  $900.  During 
the  ten  years  ended  with  1908  the  average  was  $3,480,  and  the  highest 
salary  was  $6,000.  During  the  next  ten  years  the  average  was 
$13,623.10;  that  for  1911  being  $15,000;  for  1912,  $15,821;  1915, 
$18,000;  1916,  $20,000,  ^nd  1917,  $18,000.  The  salaries  of  the  two 
were  the  same  for  1910,  1911  and  1914-1920,  inclusive. 

7.  From  and  after  1895  the  whole  management  of  the  corporation, 
financially  and  otherwise,  devolved  upon  these  two  men.  They  had 
no  other  business  interests,  and  each  devoted  his  entire  time  to  the 
business  of  the  corporation.  They  were  both  men  of  excellent  busi¬ 
ness  ability,  with  rare  talent  for  securing  and  retaining  the  good  will 
of  other  men.  The  salaries  paid  and  here  in  controversy  were  fixed 
by  the  unanimous  vote  of  the  board  of  directors  on  April  3,  1907, 
March  15,  1918,  and  March  10,  1919,  respectively.  The  directors 
agreed  on  such  salaries  as  they  thought  the  company  could  pay 
and  still  leave  a  little  balance  so  that  they  “  were  going  ahead  on 
the  plan  based  on  their  past  experience.” 

8.  The  average  useful  life  of  the  machinery  and  furniture  used 
in  the  business  was  not  in  excess  of  ten  years. 

9.  The  Commissioner  admits  in  his  answer  that  he  erred  in  com¬ 
puting  the  petitioner’s  profits  tax  for  the  year  1917,  under  the 
provisions  of  section  210  of  the  Revenue  Act  of  1917 ;  admits  that 
the  said  tax  should  be  computed  under  the  provisions  of  section  201 
of  said  Act,  and  that,  in  computing  the  invested  capital  of  the 
petitioner,  there  should  be  included  the  following  assets: 


Land  account _ $32,  202.  91 

Von  Pawel  account _  19,  383. 14 

Good  will _ _ _  13,  912.  94 


All  of  these  items  were  eliminated  by  him  in  computing  invested 
capital  for  the  said  year.  He  also  admits  that  the  deficiencjr  in 
tax  for  the  years  1918  and  1919  should  be  recomputed  to  give  effect 
to  the  adjustments  which  will  necessarily  result  from  such  redetermi¬ 
nation  of  the  profits  tax  for  1917. 

17152—26 - 6 
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OPINION. 

Lansdon  :  The  only  questions  remaining  for  the  Board  to  deter¬ 
mine  are  as  to  the  salaries  allowable  under  the  law  to  Ernest  E.  and 
Elbert  E.  Smith  for  the  years  1917,  1918  and  1919,  and  what 
percentage  should  be  allowed  for  exhaustion,  wear  and  tear,  and 
obsolescence  of  taxpayer’s  properties.  The  law  governing  the 
allowance  for  salaries  is: 

For  1917, — section  12,  Act  of  September  8,  1919: 

*  *  *  Such  net  income  shall  he  ascertained  by  deducting  from  the  gross 

amount  of  its  income  received  within  the  year  from  all  sources — 

First.  All  the  ordinary  and  necessary  expenses  paid  within  the  year  in 
the  maintenance  and  operation  of  its  business  and  properties,  *  *  *. 

For  1918  and  1919, — Revenue  Act  of  1918: 

Sec.  234.  (a)  That  in  computing  the  net  income  of  a  corporation  *  *  * 

there  shall  he  allowed  as  deductions : 

(1)  All  the  ordinary  and  necessary  expenses  paid  or  incurred  during  the 
taxable  year  in  carrying  on  any  trade  or  business,  including  a  reasonable 
allowance  for  salaries  or  other  compensation  for  personal  services  actually 
rendered,  *  *  * 

The  salaries  paid  for  1917  were  $18,000  each;  for  1918,  $14,000 
each;  and  for  1919.  $12,000  each.  The  Commissioner  allowed  for 
each  of  the  three  years  a  total  payment  of  $20,000  for  the  salaries  of 
the  two  men. 

It  is  somewhat  difficult  to  determine  a  reasonable  allowance  for 
salary.  In  the  instant  case  there  is  now  no  dispute  as  to  the  earn¬ 
ings  for  the  several  years  involved,  the  necessary  expenses  other  than 
these  two  salaries,  or  the  invested  capital,  except  as  that  is  affected 
bv  the  salary  allowances  for  the  years  1917  and  1918.  The  Com- 
missioner  states  in  paragraph  3  of  his  answer  that  “  the  net  income 
for  1917.  1918  and  1919,  after  deduction  of  the  salaries  claimed, 
represents  a  return  on  the  invested  capital  of  7.97  per  cent.  8.59 
per  cent,  and  10.31  per  cent,  respectively.*'  All  circumstances  con¬ 
sidered.  we  are  of  the  opinion  that  this  is  a  fair  return  on  the 
investment  and  that  the  salaries  paid  were  reasonable. 

We  have  found  as  a  fact  that  the  average  useful  life  of  the 
machinery,  furniture,  etc.,  of  the  corporation  was  not  in  excess  of 
ten  years.  The  taxpayer’s  prayer  that  it  be  allowed  a  deduction 
of  10  per  cent  for  exhaustion,  wear  and  tear,  and  obsolescence  is, 
therefore,  sustained. 

The  Commissioner  having  admitted  that  the  petitioner  is  right  in 
all  other  matters  involved  in  the  appeal,  judgment  is  directed 
accordingly. 

J ud cj ment  will  be  entered  on  15  days ’  notice, 
under  Rule  50. 
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Union  Title  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  5319.  Decided  October  13,  1926. 


Von  J .  Chapin ,  Esq.,  for  the  petitioner. 
D.  J>.  Shepard,  Esq.,  for  the  respondent. 


Lansdon  :  This  appeal  is  from  a  deficiency  of  $4,964.95,  income 
and  profits  taxes  for  the  calendar  years  1919,  1920  and  1921.  The 
deficiency  arises  from  the  refusal  of  the  Commissioner  to  allow  as 


invested  capital,  at  the  time  of  the  organization  of  the  company, 
any  amount  in  excess  of  the  full  amount  paid  in  1906  for  the 
capital  stock  and  assets  of  Reed  &  Burt,  from  whom  all  the  assets 
of  the  taxpayer  were  purchased. 

The  petitioner  called  three  witnesses  to  testify  at  the  hearing. 
None  of  such  witnesses  was  an  officer  of  the  Union  Title  Co.  or 
qualified  in  any  way  to  testify  as  to  the  issues  in  controversy.  There 
is  no  evidence  in  the  record  sufficient  to  warrant  the  Board  in 
disturbing  the  Commissioner’s  determination. 


Judgment  will  be  entered  for  the  Commis¬ 
sioner. 


Appeal  of  The  Farmers  Cooperative  Association. 

Docket  No.  4296.  Decided  October  13,  1926. 

The  fixed  payments  made  by  a  Kansas  cooperative  corporation 
to  its  stockholders  upon  the  capital  stock  in  accordance  with  a 
statute  providing  for  “fixed  dividends”  held  not  deductible  as 
interest. 

Warren  H.  White ,  Esq.,  and  A.  C.  Johnson ,  G .  P.  d.,  for  the 
petitioner. 

Briggs  G.  Simpich,  Esq.,  for  the  Commissioner. 

Deficiency  of  $991.83.  income  tax  for  1920,  of  which  not  all  is 
in  controversy.  The  petitioner  contends  that  fixed  payments  on 
capital  stock  are  deductible  as  interest. 

FINDINGS  OF  FACT. 

The  petitioner  was  incorporated  under  the  laws  of  Kansas  in  1915 
by  certain  of  the  farmers  in  the  vicinity  of  Hays,  Kans.  Its  pur¬ 
poses  are  stated  in  its  charter  as  follows: 

(a)  The  conversion  and  disposal  of  all  agricultural  products  by  means  of 
mills,  elevators,  stores  or  otherwise. 

(b)  Buying  and  shipping  grain  for  profit. 
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(c)  Cleaning  and  handling  of  grain  for  its  members  and  others. 

[(d)  Omitted  in  original.] 

(e)  Buying  and  selling  of  coal,  flour,  farm  supplies  and  other  merchandise, 
including  livestock  for  mutual  benefit  of  its  shareholders  and  such  other  bene¬ 
fits  as  the  shareholders  direct. 

The  constitution  contains  the  following  provisions,  among  others: 

ARTICLE  VII— RESERVE  FUND. 

After  the  payment  of  the  operating  expenses  of  this  association,  the  remain¬ 
ing  profits,  if  any,  two  per  cent  shall  be  set  apart  for  a  reserve  fund  and 
carried  on  the  books  as  a  reserve  fund  for  the  payment  of  any  unexpected 
losses,  not  otherwise  provided  for.  The  reserve  fund  may  be  invested  or  loaned 
to  stockholders,  provided  that  a  part  of  said  fund  may  be  used  in  the  payment 
of  interest  on  capital  stock,  at  the  direction  of  the  directors. 

ARTICLE  VIII — CAPITAL  STOCK. 

Section  1.  The  capital  stock  of  this  Association  shall  be  ($50,000)  fifty 
thousand  dollars,  divided  into  one  thousand  (number  of  shares)  at  the  par 
value  of  fifty  dollars  per  share,  this  stock  shall  be  non-assessable. 

Section  2.  And  at  least  fifty  per  cent  of  the  face  of  all  shares  subscribed 
shall  be  paid  for  in  cash ;  and  in  case  of  deferred  payments,  such  payments 
shall  be  settled  for  in  full  by  note  secured  by  the  capital  stock  for  which  note 
is  taken,  as  part  payment ;  all  such  notes  to  mature  in  six  months  from  date 
of  issue. 

Section  3.  All  shares  shall  be  transferable  to  members  of  the  F.  E.  &  0.  U. 
of  A.  at  the  option  of  the  holder  and  the  Directorate,  and  recorded  on  the 
books  of  the  Association,  Provided,  That  any  credit  due  the  Association  by 
the  holder  of  said  stock  shall  be  deducted  from  said  stock  before  being  trans¬ 
ferred. 

ARTICLE  IX — INTEREST  ON  STOCK. 

(a)  After  the  reserve  fund  of  two  per  cent  is  deducted  from  the  profits,  pay 
interest  on  stock  what  it  earns  up  to  8  per  cent :  but  no  interest  shall  be  paid 
on  any  shares  of  stock  that  are  not  paid  in  full  at  the  time  of  the  annual  set¬ 
tlement  ;  and  interest  shall  be  paid  only  from  and  after  date  when  said  shares 
are  paid  in  full,  all  interest  to  become  due  on  the  annual  settlement.  And  if 
any  member  of  said  association  is  found  delinquent  in  his  local,  such  amount 
shall  be  taken  out  of  his  interest  and  dividends  and  paid  to  his  local  secretary 
on  or  before  the  15th  day  of  January  of  each  year. 

(b)  Provided  that  stockholders  before  drawing  their  interest  or  dividend, 
from  the  Association  shall  present  receipt  or  membership  card  from  their 
local  showing  that  they  are  in  good  standing  in  the  F.  E.  &  C.  U.  of  A. 

ARTICLE  X— NET  PROFITS. 

The  net  approximate  profits  of  the  business  shall  be  paid  to  the  members 
of  the  association  at  the  close  of  each  year  after  having  been  prorated  on  the 
amount  of  their  purchases  or  sales,  for,  or  by  themselves  or  families  during  the 
year.  Provided,  that  if  a  stockholder  holds  only  one  share,  his  dividend  shall 
be  applied  on  his  second  share  until  the  full  amount  of  said  second  share  shall 
be  paid  in  full,  Provided,  further,  that  the  profits  from  non-stockholders’  busi¬ 
ness  shall  be  retained  as  a  reserve  fund. 
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ARTICLE  XIII— MANNER  OF  CONDUCTING  BUSINESS. 

(a)  All  money  received  on  account  of  shares,  contributions  or  otherwise, 
shall .  be  paid  to  the  Treasurer,  unless  otherwise  ordered  by  the  directors,  and 
said  money  shall  be  withdrawn  only  by  a  vote  of  the  board  of  directors,  on  the 
written  order  of  the  President,  countersigned  by  the  Secretary. 

(b)  Such  funds  as  the  association  may  have,  not  needed  for  immediate 
use,  in  said  association’s  business  or  to  meet  accruing  liabilities,  shall  with 
the  consent  of  the  association,  given  at  any  regular  meeting,  be  invested  by 
the  directors. 

(c)  All  business  of  the  association  shall  be  conducted  on  a  cash  basis; 
provided,  credit  may  be  extended  to  stockholders  not  to  exceed  the  amount 
of  their  capital  stock;  any  credit  above  this  amount  may  be  applied  for  to 
the  directors.  Produce  or  labor  taken  in  exchange  for  merchandise,  and 
merchandise  and  produce  on  deposit  at  net  cash  value  will  be  considered  as 
cash. 

(d)  Goods  shall  be  purchased  and  sold  at  ordinary  market  prices  to  all 
alike. 

(e)  All  members  trading  or  selling  with  the  association  shall  be  furnished 
statements  showing  the  amount  of  their  purchases  and  said  statements  shall 
be  the  basis  for  computing  dividends  on  purchases  or  sales,  and  any  said  state¬ 
ments  transferred  shall  be  void  and  not  binding  on  the  association. 

(f)  Dividend  duplicates  shall  be  issued  only  for  goods  purchased  and  sold 
at  regular  retail  prices ;  said  goods  to  be  purchased  for  use  of  members  of  this 
association  or  their  families. 

(g)  The  business  manager  or  trades  agent  shall  keep  a  sales  book  showing 
correct  list  of  all  sales,  the  amount  and  prices  of  said  sales,  the  name  of  pur¬ 
chaser  and  the  kinds  of  goods  sold ;  this  sales  book  shall  be  balanced  daily 
and  show  total  sales  for  each  day,  week  and  month  for  the  purpose  of  aiding 
in  computing  the  per  cent  of  dividend  on  purchases  for  each  year,  and  said  sales 
book  shall  be  kept  open  for  the  inspection  of  any  member  of  the  association. 

ARTICLE  XXIII— DECEASED  MEMBERS. 

Any  member  of  the  association  dying  in  said  locality,  the  directors  may 
repay  to  his  legal  representatives  the  face  value  of  the  capital  stock  owned  by 
said  member,  together  with  all  accrued  interest  and  purchased  dividends 
within  twelve  months  after  the  absence  of  said  member. 

ARTICLE  XXV— DISSOLUTION. 

In  case  the  members  of  the  association  require  a  dissolution — after  the  debts 
of  the  association  are  paid,  the  stock  and  property  of  the  association  remain¬ 
ing,  or  the  proceeds  of  the  sale  thereof,  shall  be  divided  among  the  shareholders 
in  proportion  to  their  shares  of  paid  up  stock.  In  case  of  disagreement  among 
the  stockholders,  in  such  division  the  matter  shall  be  settled  by  arbitrators  as 
follows :  One  to  be  chosen  by  the  officers  and  directors,  one  by  the  other  mem¬ 
bers,  and  the  third  by  the  first  two ;  and  their  decision  shall  be  final. 

The  petitioner’s  capital  stock  originally  consisted  of  200  shares  of  $50 

each.  This  was  increased  to  500  shares  in  1919  and  to  1,000  shares  in 

1920.  All  stockholders  are  farmers.  It  handles  the  products  of  and 

does  business  with  farmers  in  the  community  who  are  not  stockholders. 

•/ 
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In  addition  to  wheat,  it  handles  potatoes,  cabbage,  apples  and  other 
fruit  and  feed  which  it  purchases  from  members  and  non-members. 
It  also  purchases  coal  and  sells  it  to  any  one  who  wants  it. 

The  corporation  insures  all  the  wheat  in  its  elevators  and  is  the 
beneficiary  named  in  the  policy. 

In  every  year  except  one  during  the  corporation's  existence  it  has 
paid  8  per  cent  to  the  stockholders  upon  the  outstanding  capital 
stock.  The  8  per  cent  is  paid  out  of  earnings  from  both  stockhold¬ 
ers’  and  non-stockholders’  business,  and  payment  is  made  annually  in 
February  out  of  the  earnings  of  the  preceding  year.  The  exception 
was  in  1922.  In  that  year  there  were  not  enough  earnings  to  make 
the  payment;  there  was  a  loss  and  no  accumulated  surplus.  When 
the  corporation  failed  to  pay  the  8  per  cent  for  1922  no  entry  was 
made  upon  the  books  in  respect  thereof,  either  as  a  liability  or  other¬ 
wise.  The  corporation  intends  at  some  time  in  the  future  to  pay  the 
8  per  cent  which  it  omitted  to  pay  for  the  }^ear  1922. 

At  the  time  the  farmer  delivers  his  wheat  a  price  is  fixed  in  cents 
per  bushel;  the  corporation  pays  him  for  it  and  takes  title.  It  issues 
to  him  a  “scale  ticket"  which  shows  the  quantity  and  quality  of  the 
wheat  delivered,  the  price  per  bushel,  and  the  total  amount  paid.  At 
the  end  of  the  year,  after  all  necessary  payments  including  the  8 
per  cent  on  the  stock  have  been  made,  the  remaining  earnings  are 
distributed  in  accordance  with  a  computation  based  upon  the  quan¬ 
tity  and  price  of  grain  or  produce  delivered  each  day  by  each  farmer 
to  the  corporation.  Each  stockholder  receives  a  single  check,  which 
includes  the  8  per  cent,  and  also  his  pro  rata  distributive  share  of 
the  remaining  earnings.  For  example,  one  stockholder  received  a 
check  for  $288.04  which  represented  “  $210.06  refund  on  wheat,  $22.15 
on  merchandise,  and  $50.88  for  interest  on  capital  stock.’*  This  pay¬ 
ment  is  accounted  for  by  charging  the  entire  amount  against  surplus. 
The  surplus  account  consists  of  the  profits  shown  by  the  profit  and 
loss  statement  before  any  deduction  of  the  8  per  cent  stockholders’ 
distribution. 

On  its  tax  return  the  petitioner  deducted  the  8  per  cent  payments 
upon  its  capital  stock  as  interest. 

OPINION. 

Sternhagen  :  Although  there  was  in  the  presentation  of  the  case 
some  confusion  as  to  whether  the  petitioner’s  tax  liability  is  affected 
by  the  exemption  provision  of  section  281  (11)  of  the  Revenue  Act 
of  1918,  it  seems  to  be  clear  that  the  only  question  before  us  for  deci¬ 
sion  is  whether,  under  the  circumstances  of  its  organization  and 
operation,  the  amount  paid  out  by  the  corporation  to  its  stockholders 
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as  8  per  cent  on  its  capital  stock  is  in  truth  interest  and  therefore  a 
proper  deduction. 

The  question  of  the  nature  of  this  payment  as  a  matter  of  law  can 
only  be  decided  by  looking  to  the  source  of  the  obligation  under 
which  it  is  paid.  Since  the  corporation  was  organized  under  the 
Kansas  law  governing  cooperative  associations,  we  may  look  to  that 
statute.  Kansas  Laws,  1913,  chapter  137,  after  authorizing  the 
organization  of  corporations  under  the  cooperative  plan,  defines  such 
plan  44  to  mean  a  business  concern  that  distributes  the  net  profits  of 
its  business  by:  First,  the  payment  of  a  fixed  dividend  upon  its 
stock;  second,  the  remainder  of  its  profits  are  prorated  to  its  several 
stockholders  upon  their  purchases  from  or  sales  to  said  concern  or 
both  such  purchases  and  sales.”  The  petitioner  here  conducted  its 
business  in  accordance  with  this  plan.  It  will  be  seen  that  the  basis 
of  the  plan  is  a  prescribed  distribution  of  44  net  profits  ”  as  between 
a  44  fixed  dividend  ”  upon  stock  and  a  pro  rata  distribution  of  the 
remaining  profits  upon  the  basis  of  the  amount  of  business  done  with 
each  stockholder.  This  is  exactly  what  the  petitioner  here  did,  and 
no  matter  how  thoroughly  its  contributing  stockholders  believed  that 
they  were  investing  their  money  or  lending  it  at  8  per  cent,  and  not¬ 
withstanding  the  equivocal  language  of  the  constitution,  the  legal 
nature  of  the  payment  is  exactly  what  the  statute  describes  as  a  dis¬ 
tribution  of  net  profits  by  way  of  a  fixed  dividend  upon  the  stock. 
The  fact  that  8  per  cent  happened  to  be  the  rate  at  which  banks  were 
lending  money,  or  the  fact  that  the  president  testified  that  the  corpo¬ 
ration  some  day  intended  to  make  up  for  the  dividend  which  it 
passed  in  1922,  does  not  establish  a  legal  obligation  as  for  interest. 
See  Sacred  Heart  C ooperative  Mercantile  Co .,  2  B.  T.  A.  24. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner. 

Lansdon  did  not  participate. 


Appeal  of  A.  B.  Kirschbaum  Co. 

Docket  No.  6165.  Decided  October  13,  1926. 

'  mj  ;  *  1  ;  o  i  •  ' :  '  » 

Payment  received  in  1919  by  a  taxpayer  under  an  agreement 
canceling  a  war-supply  contract  made  between  April  6,  1917,  and 
November  11,  1918,  is  income  attributable  to  a  Government  con¬ 
tract,  within  section  301  (c)  (1)  Revenue  Act  of  1918. 

James  C.  Peacock ,  Esq.,  and  C .  E.  Koss ,  Esq.,  for  the  petitioner. 
George  G.  Witter,  Esq.,  for  the  Commissioner. 

Proceeding  to  redetermine  a  deficiency  of  $32,489.04  income  and 
profits  tax  for  1919.  The  error  alleged  is  that  the  Commissioner 
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determined  that  an  amount  received  by  petitioner  in  1919  was,  under 
section  301  (c)  of  the  Revenue  Act  of  1918,  subject  to  tax  propor¬ 
tionately  at  1918  rates  as  income  derived  from  Government  contracts, 
whereas  the  petitioner  contends  that  the  amount  was  derived  from 
subsequent  “  cancellation  agreements  ”  made  in  1919  and  taxable  at 
1919  rates. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Pennsylvania  corporation,  engaged  in  the  manu¬ 
facture  of  clothing.  * 

On  November  11,  1918,  there  was  an  uncompleted  contract  between 
it  and  the  United  States  Government,  entered  into  April  25,  1918, 
for  the  manufacture  of  approximately  300,000  wool  coats  for  use  in 
connection  with  the  war.  For  the  manufacture  of  each  coat  the 
petitioner  was  to  receive  $1.75. 

The  quantities  called  for  by  this  unfilled  contract  being  in  excess 
of  the  Government’s  requirements  after  the  Armistice,  the  Govern¬ 
ment  undertook  negotiations  for  the  termination  of  the  contract  and 
an  adjustment  agreeable  to  both  parties. 

On  February  5,  1919,  the  petitioner  and  the  United  States  Gov¬ 
ernment  entered  into  a  so-called  “  cancellation  agreement,”  relating 
to  the  original  contract  of  April  25,  1918,  the  material  provisions  of 
which,  for  the  purpose  of  this  inquiry,  are  as  follows : 

Whereas  the  furnishing  and  delivery  of  further  articles  or  work,  under  said 
original  contract,  would  exceed  the  present  requirements  of  the  United  States ; 
and 

Whereas  it  is  in  the  public  interest  to  terminate  said  original  contracts  as 
herein  provided ;  and 

Whereas  the  contractor,  in  pursuance  of  the  original  contract,  has  incurred 
expenses  and  obligations  for  the  purpose  of  furnishing  and  delivering  articles 
or  work  remaining  undelivered  under  said  original  contract  and  is  relinquishing 
prospective  profits  on  the  unexecuted  portion  thereof ; 

Now,  therefore,  in  consideration  of  the  premises  and  of  the  mutual  covenants 
herein  contained,  it  is  agreed  between  the  parties  hereto  as  follows : 

I.  The  contractor  shall  not  furnish  or  deliver  and  the  United  States  shall  not 
accept  or  pay  for  any  further  articles  or  work  agreed  to  be  delivered  under  said 
original  contract,  to  wit,  254,920  Wool  Coats  which  are  hereby  cancelled ; 
contractor  to  be  paid  at  the  rate  of  $.43  for  each  Coat  so  cancelled. 

II.  The  United  States  shall  pay  forthwith  to  the  contractor  the  sum  of  One 
Hundred  Nine  Thousand,  Six  Hundred  Fifteen  Dollars  and  Sixty  Cents 
($109,615.60),  which  sum,  together  with  payment  for  the  finished  articles  or 
work  heretofore  delivered  to  the  United  States  and  not  yet  paid  for,  shall  con¬ 
stitute  full  and  final  compensation  for  articles  or  work  delivered,  services 
rendered,  and  expenditures  incurred  by  the  contractor  under  the  original 
contract. 

III.  The  contractor  does  hereby,  for  itself,  its  successors,  heirs,  legal  repre¬ 
sentatives,  and  assigns,  upon  receipt  of  payment  set  forth  in  paragraph  II 
supra,  remise,  release,  and  forever  discharge  the  United  States  of  and  from  all 
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and  all  manner  of  debts,  dues,  sum  or  sums  of  money,  accounts,  reckonings, 
claims,  and  demands  whatsoever  due  or  to  become  due  in  law  or  in  equity  under 
or  by  reason  of  or  arising  out  of  said  original  contract. 


On  August  27,  1919,  an  award  was  made  to  the  petitioner  by  the 


Government  which,  ref  err  in 


g  to  the  original  contract,  recited  in  part 


as  follows: 


It  appearing  *  *  *  that  there  have  theretofore  been  delivered  by  the 

claimant  and  accepted  by  the  United  States  under  the  said  agreement  45,080 
Wool  Service  Coats  at  $1.75  of  the  fair  aggregate  value  of  $78,890.00  that  the 
said  sum  of  $78,890.00  paid  or  to  be  paid  for  said  articles  or  work  heretofore 
delivered  and  accepted  together  with  the  additional  sum  of  $109,615.60  will 
adjust,  pay,  and  discharge  such  agreement  upon  a  fair  and  equitable  basis, 
and  that  such  sum  will  not  include  prospective  or  possible  profits  on  any 
part  of  the  agreement  beyond  the  goods  and  supplies  delivered  to  and  accepted 
by  the  United  States  thereunder  and  a  reasonable  remuneration  for  expendi¬ 
tures  and  obligations  or  liabilities  necessarily  incurred  in  performing  or 
preparing  to  perform  said  agreement : 

The  Secretary  of  War  hereby  awards  to  said  claimant  the  sum  of  $109,015.60 
which  sum,  in  conjunction  with  the  payments  herein  above  mentioned,  made 
or  to  be  made  for  the  articles,  work  or  services  heretofore  delivered  and 
accepted  shall  be  in  full  adjustment,  payment,  and  discharge  of  said  agreement. 


And  further : 


This  award  confirms  settlement  contract  made  with  this  claimant,  dated 
February  5th  and  numbered  535  and  is  for  the  same  amount  and  the  same 
items,  and  payment  of  the  amount  of  said  settlement  contract  or  of  this  award 
shall  operate  as  full  adjustment  and  discharge  of  the  said  agreement. 

There  were  also  six  other  subsisting  contracts  on  November  11, 
1918,  made  prior  to  that  date  and  subsequent  to  April  6,  1917, 
between  the  petitioner  and  the  United  States  Government,  for  the 
manufacture  of  large  quantities  of  coats,  trousers,  bandoleers,  and 
similar  articles  for  use  in  connection  with  the  war. 

The  quantities  called  for  by  these  unfilled  contracts  were  in  excess 
of  the  Government’s  requirements  after  the  Armistice.  The  Govern¬ 
ment  undertook  negotiations  for  the  termination  of  the  contracts 
and  adjustments  agreeable  to  both  parties  thereto.  As  a  result  of 
these  negotiations  cancellation  agreements  were  entered  into  and 
awards  were  made  to  the  petitioner.  The  pertinent  portions  of  these 
cancellation  agreements  and  of  the  award  forms  are  the  same  as 
those  quoted  from  the  contract  of  April  25,  1918,  except  as  to 
amounts,  number  and  kind  of  articles,  etc. 

As  a  final  result  of  these  negotiations  there  were  paid  by  the  Gov¬ 
ernment  to  the  petitioner  in  1919  the  following  amounts  as  awards 
under  the  settlement  contracts:  $109,615.60,  $15,615.60,  $10,454.23, 
$8,600.65,  $1,229.23,  $7,547.10,  and  $745.59,  making  a  total  of 
$153,808.  The  parties  agree  that  the  petitioner  is  entitled  to 
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deductions  from  this  gross  amount  which  will  leave  a  net  income 
involved  of  $119,882.59. 

OPINION. 


Sternhagen  :  When  on  F ebruary  24, 1919,  Congress  passed  the  Re  v¬ 
enue  Act  of  1918,  the  bill  having  originated  in  the  House  in  the 
preceding  September,  before  the  Armistice,  it  was  known  to  all  that  the 
Government  had  made  many  contracts  for  war  supplies  at  war  prices, 
that  the  Armistice  had  necessitated  their  abrogation,  and  that  settle¬ 
ment  of  the  Government’s  obligations  must  be  fairly  and  promptly 
made.  To  this  end  the  Dent  Act  was  under  consideration  and  was 
soon  enacted  on  March  2,  1919.  Since  “  the  purpose  of  the  high  rates 
was,  in  effect,  to  confiscate  so-called  war  profits  and  to  prevent  the 
making  of  extortionate  profits  from  the  war,”  Walcott  Lathe  Co ., 
2  B.  T.  A.  1231,  1236,  consistency  required  that  war  profits  derived 
from  the  Government  should  be  subjected  to  such  high  rates,  even 
although  by  the  delay  of  settlement  they  were  not  realized  until 
1919  after  the  war  emergency  was  over.  By  section  301  there  was 
imposed  the  profits  tax  at  the  higher  rates  for  1918  and  the  lower 
rates  for  1919  and  thereafter,  “except  corporations  taxable  under 
subdivision  (c).”  Subdivision  (c)  imposed  a  different  tax  for  1919 
and  thereafter  “upon  the  net  income  of  every  corporation  which 
derives  in  such  year  a  net  income  of  more  than  $10,000  from  any 
Government  contract  or  contracts  made  between  April  6,  1917,  and 
N oveniwbei.*  11,  1918,  both  dates  inclusive,”  and  this  tax  was  the  sum 
of  a  proportional  ^ x  at  1918  rates  allocable  to  the  income  “attrib¬ 
utable  to  such  Government  ^contract  or  contracts  ”  and  a  propor¬ 


tionate  tax  at  1919  rates  allocable  to-  the  income  not  so  attributable. 
Thus  the  statute  clearly  taxes  at  this  composite  rate  the  corporation 
which  “  derives  ”  net  income  from  a  Government  contract  made 
between  the  dates  mentioned,  and  imposes  the  hign^er  191&  rates 
proportionately  upon  the  income  “attributable  to  sucii^  contract. 

The  petitioner  made  seven  such  contracts  which  had  not*  been  fully 
performed  at  the  time  of  the  Armistice  and  by  reason  of  which  it 
was  entitled  to  receive  substantial  profits.  If  these  profits  h.^j  been 
received  either  by  way  of  performance  or  by  way  of  liqui<qa^on 
directly,  they  would  clearly  have  been  attributable  to  the  Govern¬ 
ment  contracts  and  thus  measured  the  tax  at  1918  rates.  Whether 
there  was  such  a  situation  in  respect  of  contracts  of  this  petitir3ncr 
other  than  the  seven  in  question  does  not  appear,  and  in  the  absevnce 
of  a  showing  by  petitioner  to  the  contrary  we  must  assume  that  i^be 
petitioner  was  within  the  class  of  corporations  deiiving  income  f 1  -om 
Government  contracts  The  Commissioner  lias  found  petitioner.  to 
be  in  that  class  and  the  petitioner  does  not  establish  error  in  fqat 
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respect  unless  it  proves  a  complete  negative — that  none  of  its  income 
was  so  derived.  Even  if  we  were  to  hold  with  petitioner  in  its  prin¬ 
cipal  contention  that  the  particular  income  in  question  was  not 
attributable  do  the  seven  contracts  made  before  November  1 L.  1918, 
and  thus  not  subject  to  1918  rates,  it  might  still  be  true  that,  by 
reason  of  other  income  derived  from  Government  contracts,  the 
corporation  would  be  subject  to  the  composite  rate  of  subdivision 
(c).  We  therefore  hold,  for  lack  of  evidence  to  the  contrary,  that 
the  petitioner  was  within  the  class  of  corporations  taxable  under 
subdivision  (c). 

The  petitioner’s  principal  concern,  however,  is  to  prove  that  the 
income  in  question  is  not  within  the  portion  of  its  income  which 
goes  to  measure  the  1918  rates:  and  hence,  instead  of  proving 
literally,  as  it  seeks  to  do,  that  this  income  was  not  44  derived  ”  from 
Government  contracts, — a  matter,  as  we  have  seen,  which  concerns 
only  the  question  of  whether  a  corporation  is  within  the  subdivision 
at  all, — it  must  prove  that  the  income  in  question  is  not  subject  to 
44  the  rates  specified  in  subdivision  (a)"  because  it  is  not  “attrib¬ 
utable  to  such  Government  contract  or  contracts.’*  This  it  seeks 
to  do  by  an  argument  that  the  so-called  cancellation  agreements  were 
complete  new  contracts  made  after  the  Armistice  and  superseded 
the  supply  contracts,  and  that,  since  the  amounts  received  were  in 
fulfillment  of  the  cancellation  agreements,  they  can  not  be  attributed 
to  the  statutory  war  contracts.  It  cites  authority  that  the  two  con¬ 
tracts  are  separate  and  distinct  and  that  disputes  under  a  cancellation 
contract  are  determinable  by  reference  to  the  new  contract  and  not 
the  one  superseded. 

The  argument  is  in  our  opinion  too  superficial  to  dispose  of  the 
merits  of  the  question.  It  leaves  out  of  consideration  the  outstand¬ 
ing  intendment  of  the  statute  to  impose  1918  rates  upon  income  from 
war  contracts  irrespective  of  the  year  of  reecipt,  and  imputes  to 
the  legislation  a  difference  in  tax  measured  by  the  adventitious  cir¬ 
cumstance  of  the  time  and  form  of  settlement.  It  is  not  to  be 
supposed  that  Congress  would  impose  high  taxes  upon  those  who 
received  settlement  later  under  the  Dent  Act  and  low  taxes  on 
those  who  were  fortunate  enough  to  negotiate  an  early  agreement 
of  settlement. 

Furthermore,  we  are  of  opinion  that  not  only  is  the  Commissioner 
acting  within  the  intendment  of  the  Act  but  also  within  its  letter. 
The  original  contracts  were  alone  the  cause  of  petitioner’s  receipt 
of  the  income.  Without  them  there  would  have  been  no  settlement, 
no  subsequent  agreement,  no  award,  or  no  payment.  From  them 
the  Government  derived  some  of  its  supplies  and  its  obligation  to 
compensate,  and  the  petitioner  derived  its  compensation  both  for 
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the  supplies  furnished  and  for  the  situation  confronting  it  by 
reason  of  the  Armistice.  The  cancellation  agreement  only  expedited 
and  regulated  the  settlement  of  this  compensation.  When  it  was 
received  or  accrued  it  was  directly  attributable  to  the  Government 
contracts  made  before  November  11,  1918. 

Judgment  will  be  entered  for  the  Com¬ 
missioner. 


Gardner  Governor  Go.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  321.  Decided  October  13,  1926. 

1.  A  deduction  for  exhaustion,  wear  and  tear  and  obsolescence 
of  buildings  at  5  per  cent  per  annum,  and  of  machinery  at  10  per 
cent  per  annum,  during  the  taxable  years,  held  reasonable  in  the 
circumstances  of  this  proceeding. 

2.  The  earnings  available  for  the  payment  of  a  dividend  on  a 
given  date  during  the  taxable  year  should  not  be  reduced  by  the 
amount  of  a  tentative  tax  computed  upon  such  earnings  to  such 
distribution  date.  Appeal  of  L.  S.  Ayers  Co.,  1  B.  T.  A.  1135. 

3.  In  the  absence  of  evidence  showing  the  amount  of  current 
earnings  available  on  March  15,  1920,  for  the  payment  of  a  divi¬ 
dend  declared  and  paid  on  that  date,  the  determination  of  the  Com¬ 
missioner  of  the  amount  of  such  earnings  by  allocating  to  the 
period  from  January  1  to  March  15,  1920,  the  proportion  of  the 
earnings  for  l  he  entire  year  as  the  number  of  days  to  the  distri¬ 
bution  date  was  to  the  entire  year,  is  approved. 

Robert  Ash ,  Esq.,  for  the  petitioner. 

A.  IJ.  Fast ,  Esq.,  for  the  respondent. 

On  May  6,  1924,  the  Commissioner  determined  deficiencies  in 
income  and  profits  tax  for  the  calendar  years  1919,  1920  and  1921, 
in  the  amounts  of  $6,111.95,  $21,329.94,  and  $3,792.83,  respectively. 
Certain  issues  have  been  eliminated  by  stipulation,  and  the  ques¬ 
tions  submitted  to  the  Board  are  as  follows:  (1)  Should  the  peti¬ 
tioner  be  allowed  a  deduction  for  exhaustion,  wear  and  tear  and 
obsolescence  of  buildings  at  the  rate  of  5  per  cent  per  annum, 
instead  of  2  per  cent?  (2)  Should  the  deduction  for  exhaustion, 
wear  and  tear  and  obsolescence  of  machinerv  and  tools  have  been 
computed  at  the  rate  of  10  per  cent  per  annum,  instead  of  8  per 
cent?  (3)  Should  the  current  earnings  available  for  the  payment 
of  dividends  declared  during  the  taxable  year  be  reduced  by  the 
amount  of  a  tentative  tax?  (4)  Whether,  in  computing  invested 
capital  for  1920,  a  loss  of  $53,205.71  on  the  sale  of  Liberty  bonds 
on  September  8,  1920.  should  have  been  taken  into  consideration  by 
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(TO) 


the  Commissioner  in  determining  the  amount  of  earnings  from  Jan¬ 
uary  1  to  March  15,  1920,  available  for  the  payment  of  a  dividend 
on  fhe  last-mentioned  date. 


FINDINGS  OF  FACT. 

The  petitioner  is  an  Illinois  corporation,  engaged  in  the  manu¬ 
facture  of  pumps,  air  compressors  and  governors,  with  principal 
office  at  Quincy. 

Fifteen  or  twenty  years  prior  to  the  taxable  years  the  petitioner 
constructed  certain  factory  and  office  buildings  with  stone  walls  and 
wood  roofs,  having  poor  light  and  ventilation.  At  that  time  its 
principal  product  consisted  of  steam  engine  governors,  and  no  con¬ 
sideration  was  given  to  the  use  of  heavy  foundry  machinery  which 
it  was  subsequently  found  necessan7  to  install,  or  traveling  cranes 
for  transportation  of  heavy  material  from  place  to  place  within  these 
factory  buildings.  Little  consideration  was  given  to  the  lighting 
effect,  and  the  only  source  of  light  was  small  windows  placed  at  a 
considerable  distance  apart.  The  lasting  quality  of  the  walls  and 
the  exterior  beauty  of  the  buildings  was  the  principal  thought  in  the 
minds  of  the  officers  of  the  corporation.  These  buildings  conformed 
substantially  to  the  general  type  of  foundry  buildings  at  the  time  of 
their  construction,  and  were  then  considered  adequate  for  the  peti¬ 
tioner’s  use.  A  few  years  later,  however,  industrial  conditions 
changed  materially,  and  by  reason  of  this  fact,  together  with  the 
changes  and  development  of  petitioner’s  business,  petitioner  found 
itself  greatly  in  need  of  new  and  more  modern  buildings,  both  for 
manufacturing  and  office  purposes.  The  nature  of  petitioner’s  busi¬ 
ness  had  changed  from  a  production  of  80  per  cent  of  light  castings 
to  80  per  cent  of  heavy  castings.  As  stated  by  the  petitioner’s  prin¬ 
cipal  officer,  “  The  business  originally  was  the  manufacture  of  steam 
engine  governors,  but  the  introduction  of  gasoline  and  oil  engines, 
and  later  the  distribution  of  electric  power,  both  from  the  steam 
generated  power  stations  and  the  hydraulic  electric  power  stations, 
lias  so  revolutionized  our  business  that  today  the  governor  business 
amounts  to  about  5  per  cent,  and  the  manufacture  of  pumping 
machinery  and  air  compressors  is  about  95  per  cent.'’  As  a  result 
of  these  changes,  the  petitioner  prior  to  and  during  the  taxable  years 
constructed  entirely  new  and  modern  buildings  of  steel  framework 
and  glass  sidings,  and  installed  therein  the  necessary  equipment, 
including  overhead  and  bridge  cranes  for  transporting  heavy 
material  and  machinery  manufactured,  so  as  to  be  in  a  position  to 
compete  with  other  manufacturers  in  this  field,  and  also  to  obtain 
greater  production,  as  well  as  to  provide  workmen  with  facilities 
conducive  to  the  best  workmanship. 
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As  quickly  as  the  new  buildings  could  be  constructed  on  ground 
adjacent  to  the  old  ones,  the  old  ones  were  abandoned  for  manufac¬ 
turing  purposes  and  thereafter  utilized  to  a  small  extent  only  for 
storage  purposes.  Petitioner  claimed  a  deduction  for  exhaustion, 
wear  and  tear  and  obsolescence  during  the  taxable  years  at  a  com¬ 
posite  rate  of  5  per  cent  on  all  of  its  buildings.  The  Commissioner 
computed  the  deduction  at  2  per  cent. 

Prior  to  and  during  the  taxable  years,  petitioner  installed  ma¬ 
chinery  necessary  in  the  manufacture  of  pumps  and  compressors. 
In  connection  with  its  product  it  is  necessary  to  manufacture  what  is 
known  as  hydraulic  castings,  which  must  withstand  high  pressure 
tests,  in  which  the  maximum  tolerance  allowable  is  one  two-thou¬ 
sandths  of  an  inch,  and  their  character  requires  the  highest  degree 
of  workmanship.  Due  to  the  rapid  progress  in  the  engineering  and 
manufacturing  art  and  the  changing  needs  of  trades  and  businesses 
in  which  petitioner’s  principal  product  was  used,  and  the  necessity  of 
manufacturing  new  designs,  it  was  necessary  to  acquire  new  and  dif¬ 
ferent  machinery.  The  obsolescence  of  a  large  proportion  of  peti¬ 
tioner's  machinery  and  tools  was  rapid.  Petitioner  formerly  used 
machine  tools  made  of  carbon  steel.  These  tools  were  replaced  “  by 
the  introduction  of  tungsten  and  other  methods  that  developed  a 
steel  that  could,  in  cutting,  get  so  hot  it  would  not  draw  the  temper. 
The  speed  of  machine  tools  with  carbon  steel  is  always  limited  to 
how  much  heat  is  generated  at  the  cutting  point,  beyond  which  point 
you  could  not  go,  because  if  you  did  the  carbon  steel  would  just  melt 
away  and  the  edge  was  gone.  With  the  introduction  of  high  speed 
steel,  this  meant  you  could  get  double  the  cutting  speed,  and  as 
development  went  on  you  could  increase  it  300  to  500  per  cent.  The 
result  was  that  you  could  not  get  the  benefit  from  high  speed  cutting 
tools  with  the  old  machinerv,  because  if  vou  tried  to,  the  machine 
would  either  stand  still  through  inadequate  power  or  break  down  at 
some  point.  The  introduction  was  somewhat  slow  owing  to  the 
hesitancy  of  owners  of  machine  shops  to  recognize  this  new  and  very 
radical  departure.  Some  were  more  farsighted  than  others  and  took 
advantage  of  it  very  quickly.” 

Through  the  use  of  high  speed  steel,  petitioner’s  production  was 
greatly  increased  and  operating  costs  were  reduced. 

The  petitioner  operated  two  foundries,  one  at  Quincy  and  one 
at  LaGrange,  Ill.  During  1919  and  1920  the  machine  shop  at  the 
Quincy  plant  was  operated  55  hours  and  the  foundry  at  the  La- 
Grange  plant  was  operated  59  hours  a  week,  instead  of  the  usual 
period  of  48  hours.  During  the  taxable  years  petitioner  was  com¬ 
pelled  to  employ  a  great  many  unskilled  laborers  and  its  machines 
were  operated  by  inexperienced  mechanics,  which  caused  the  machin¬ 
ery  and  equipment  to  depreciate  more  rapidly  than  otherwise. 
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Petitioner  claimed  a  composite  rate  of  10  per  cent  for  the  exhaus¬ 
tion,  wear  and  tear  and  obsolescence  of  all  of  its  machinery,  tools,  and 
fopndry  equipment.  The  Commissioner  computed  the  deduction  at 
the  rate  of  8  per  cent. 

On  March  15,  1920,  the  petitioner  declared  and  paid  a  dividend 
of  $108,975. 

For  the  purpose  of  determining  the  amount  of  available  earnings 
on  March  15,  1920,  for  the  payment  of  a  dividend  declared  on  that 
date,  in  connection  with  the  computation  of  invested  capital,  the 
Commissioner  allocated  74/366  of  the  income  for  the  entire  vea’r 
to  the  period  from  the  beginning  of  the  year  to  that  date.  On  Sep¬ 
tember  8,  1920,  petitioner  sold  certain  Liberty  bonds  at  a  loss  of 
$53,205.71. 

In  determining  the  amount  of  current  earnings  available  for  the 
payment  of  dividends,  the  Commissioner  computed  a  tentative  tax. 
upon  the  income  allocated  to  the  date  of  the  dividend  and  reduced 
the  available  current  earnings  accordingly. 

The  parties  have  stipulated  as  follows — 

(1)  Petitioner  is  entitled  to  the  following  deductions  represent¬ 
ing  contributions  and  bonuses: 

1919  _ $4,527.28 

1920  _  2.  965.  77 

1921  _  917.  28 

(2)  Petitioner  is  entitled  to  a  deduction  of  $901.22  for  1919,  as 
a  loss  on  the  sale  of  office  furniture,  and  a  deduction  of  $553.85  for 
1920,  as  a  loss  on  the  sale  of  machinery  and  equipment. 

(3)  On  January  1,  1919,  a  dividend  of  $22,500  was  paid,  and  on 
January  2,  1919,  a  dividend  of  $45,000  was  paid. 

OPINION. 

Littleton  :  The  proper  allowance  for  the  exhaustion,  wear  and 
tear  and  obsolescence  of  property  is  a  question  of  fact  in  each  case. 
The  evidence  submitted  on  this  point  consists  of  the  testimony  of 
numerous  witnesses  well  qualified  to  state  all  the  facts  and  to  express 
an  opinion  on  the  subject  of  the  useful  life  of  petitioner’s  property. 
The  record  evidence  is  in  detail  and  goes  into  every  phase  of  the 
question  of  exhaustion,  wear  and  tear,  and  obsolescence  of  peti¬ 
tioner's  buildings,  machinery,  tools,  and  foundry  equipment  and 
is  in  no  wise  contradicted.  In  our  opinion,  the  evidence  fully  jus¬ 
tifies  the  claim  that  a  deduction  for  exhaustion,  wear  and  tear,  and 
obsolescence  of  buildings  during  the  taxable  year  at  a  composite 
rate  of  5  per  cent  per  annum,  and  for  the  exhaustion,  wear  and 
tear  and  obsolescence  of  machinery,  tools,  and  foundry  equipment 
at  the  rate  of  10  per  cent  per  annum,  is  conservative  and  should  be 
allowed. 
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The  next  question  relates  to  the  correctness  of  the  Commissioner’s 
action  in  reducing  the  amount  of  current  earnings  found  to  have 
been  available  for  the  payment  of  a  dividend  by  the  amount  of 
tentative  tax  computed  thereon  to  such  dividend  date.  The  Board 
has  held  that  current  earnings  available  for  the  payment  of  a  divi¬ 
dend  should  not  be  reduced  by  the  amount  of  a  tentative  tax  com¬ 
puted  thereon.  Appeal  of  L.  S.  Ayers  &  Co.,  1  B.  T.  A.  1135.  We 
find  no  reason  for  changing  the  decision  reached  in  that  appeal. 

The  next  point  in  controversy  concerns  the  correctness  of  the  Coin- 
miss' oner's  determination  of  the  amount  of  current  earnings  avail¬ 
able  for  the  payment  of  dividends  on  March  15,  1920. 

The  petitioner’s  plants  were  operated  overtime  and  its  operations 
were  profitable  throughout  the  year  1920.  The  return  for  1920 
showed  a  gross  income  of  $1,134,440.95,  and  a  net  income  of 
$666,542.02,  upon  which  it  paid  a  tax  of  $196,495.53.  On  March  15, 
1920,  it  declared  and  paid  a  dividend  of  $108,975.  On  September  8, 
1920,  the  corporation  sold  certain  Libert}^  bonds  purchased  in  a  prior 
year,  at  a  loss  of  $53,202.71.  When  auditing  the  return  for  1920  the 
Commissioner,  after  determining  the  net  income  for  the  year  by  the 
allowance  of  the  loss  of  $53,202.71  on  the  sale  of  Liberty  bonds  on 
September  8,  1920,  and  through  certain  other  adjustments  took 
74/366  thereof,  and  after  computing  a  tentative  tax  thereon  from 
January  1  to  March  15,  1920,  subtracted  the  amount  so  determined 
as  earnings  for  the  period  available  for  the  payment  of  the  dividend, 
from  the  amount  thereof,  and  reduced  earned  surplus  by  the  differ¬ 
ence.  The  petitioner  claims  that  the  Commissioner  fell  into  error 
when  he  failed  to  take  into  consideration  in  his  computation  the  fact 
that  the  loss  of  $53,202.71  occurred  six  months  after  the  payment  oh 
the  dividend  and  should  not  have  operated  to  reduce  the  current 
earnings  available  on  March  15,  1920. 

The  petitioner  does  not  claim  that  the  Commissioner’s  formula  for 
determining  the  amount  of  earnings  available  on  any  given  date  was 
erroneous,  but  it  insists  that,  under  the  facts  of  this  case,  the  amount 
of  the  available  earnings  on  March  15,  1920,  determined  by  the 
method  of  allocating  to  the  period  from  January  1  to  March  15,  the 
proportion  of  the  earnings  for  the  entire  year  as  the  number  of  days 
to  the  date  of  the  dividend  (which  in  this  case  was  75/366)  was 
to  the  whole  year,  should  have  been  increased  by  the  amount  of 
$53,202.71. 

Subsection  (e)  of  section  201  of  the  Revenue  Act  of  1918  provides 
as  follows : 

Any  distribution  made  during  the  first  sixty  days  of  any  taxable  year  shall 
be  deemed  to  have  been  made  from  earnings  or  profits  accumulated  during 
preceding  taxable  years;  but  any  distribution  made  during  the  remainder  of 
the  taxable  year  shall  be  deemed  to  have  been  made  from  earnings  or  profits 
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accumulated  between  the  close  of  the  preceding  taxable  year  and  the  date  of 
distribution,  to  the  extent  of  such  earnings  or  profits,  and  if  the  books  of  the 
corporation  do  not  show  the  amount  of  such  earnings  or  profits,  the  earnings 
or  profits  for  the  accounting  period  within  which  the  distribution  was  made 
shall  be  deemed  to  have  been  accumulated  ratably  during  such  period. 

We  construe  the  above  provision  of  the  statute  to  contemplate  that 
the  extent  to  which  earnings  are  available  for  distribution,  after  the 
first  sixty  days,  shall  be  determined  in  one  of  two  ways.  If  the  books 
of  account  clearly  show  the  earnings  between  the  close  of  the  preced¬ 
ing  taxable  year  and  the  date  of  distribution,  such  earnings  are 
deemed  to  have  been  available  for  the  distribution.  On  the  other 
hand,  if  the  books  of  account  do  not  show  the  earnings  to  the  dis¬ 
tribution  date,  the  earnings  for  the  taxable  year  in  which  the  dis¬ 
tribution  is  made  are  deemed  to  have  been  accumulated  ratably 
during  the  year,  and  the  earnings  available  at  any  distribution  date 
are  deemed  to  have  been  that  proportion  of  the  earnings  of  the  tax¬ 
able  year  which  the  period  of  time  between  the  close  of  the  preceding 
taxable  year  and  the  distribution  date  bears  to  the  whole  period  of 
time  constituting  the  taxable  year.  If  the  second  or  alternative 
method  must  be  used  to  ascertain  the  earnings  available  for  distribu¬ 
tion  at  any  given  date,  the  statute  contemplates  that  the  earnings 
shall  be  deemed  to  have  been  accumulated  ratably  over  the  taxable 
year,  without  regard  to  particular  events  which  irmy  be  singled  out 
and  shown  to  have  affected  the  earnings  before  or  after  the  distribu¬ 
tion  date.  In  other  words,  if  the  method  is  to  be  used,  it  must  be  used 
in  its  entirety  and  not  partially.  Congress  must  have  realized  the 
endless  and  hopeless  confusion  and  disputes  which  would  arise  if,  in 
those  cases  in  which  the  books  do  not  show  the  earnings  to  the  dis¬ 
tribution  date,  the  earnings  available  for  distribution  were  to  be 
determined  upon  any  other  theory  than  that  the  earnings  of  the  year 
in  which  the  distribution  was  made  were  accumulated  ratably  over 
the  year.  The  theory  advanced  by  petitioner  is  neither  the  one  nor 
the  other  of  the  two  tests  prescribed  by  the  statute,  but,  rather,  a 
mixture  of  both;  and  the  fact  that  it  can  be  applied  only  just  so  far 
as  the  petitioner  chooses  to  do  so  is  sufficient  ground  for  its  rejection. 

It  is  therefore  the  duty  of  the  petitioner  to  show  the  earnings  to 
the  date  of  distribution.  If  it  fails  in  this  regard,  the  earnings  avail¬ 
able  at  any  distribution  date  must  be  determined  by  spreading  the 
earnings  of  the  taxable  year  ratably  over  the  year,  without  regard  to 
the  particular  time  at  which  they  may  have  been  earned  during  the 
taxable  year  or  to  their  source  of  derivation. 

Certain  other  issues  were  raised  in  the  pleadings  but  were  disposed 
of  by  stipulation  or  abandoned  by  the  petitioner  at  the  hearing. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 
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George  A.  Fink  Co 


Petitioner,  v.  Commissioner  of  Internal 
Reven  i  e,  Respon  dent.  1 * * 


Docket  No.  1369.  Decided  October  13,  1926. 

Tlie  taxpayers  were  each  one  of  a  group  of  corporations  which 
filed  a  consolidated  return  for  the  year  1920.  Theretofore  Com¬ 
missioner  Williams  had  held  the  taxpayers  to  be  affiliated  with 
other  corporations  for  the  year  1919,  and  the  conditions  respecting 
affiliation  were  identical  as  to  the  year  1920.  The  taxpayers 
advanced  the  funds  with  which  to  pay  their  share  of  the  tax. 
which  amounts  were  more  than  their  pro  rata  shares  of  the  con¬ 
solidated  tax.  The  parent  corporation  thereafter  became  in¬ 
solvent.  Commissioner  Blair,  thereafter,  determined  correctly 
that  the  taxpayers  were  not  affiliated  with  the  parent  corpora¬ 
tion  in  the  year  1920.  Held,  that  the  determination  by  Commis¬ 
sioner  Blair  was  not  an  overruling  of  Commissioner  Williams  with 
respect  to  the  year  1920.  Held,  further,  that  in  the  computation 
of  the  deficiency  against  the  taxpayers,  credit  should  be  given 
for  the  pro  rata  portion  of  the  tax  paid  by  the  parent  corporation 
theretofore  advanced  by  the  taxpayers. 


Charles  E.  Moore ,  Esq.,  and  Joseph  M.  Cohan ,  Esq.,  for  the 
petitioners. 

Percy  S.  Crewe,  Esq.,  for  the  respondent. 


These  proceedings  are  from  determinations  of 

the  calendar  A7ear  1920  as  follows: 

•/ 


deficiencies  for 


George  A.  Fink  Co _ $1.  487.  27 

►Shuttleworth,  Wollny  Co.,  Inc _  1.  545.  92 

C.  E.  Dartt  Co _  3,070.52 

Gallen  Paper  Co _ 1 _ _  1,  894.  62 


The  questions  presented  in  all  of  the  proceedings  are  the  same 
and  are — (1)  whether  petitioners  were  affiliated  with  Shuttleworth, 
Keiller  &  Co.;  (2)  whether  the  Commissioner  could  modify  his 
predecessor’s  ruling  relating  to  affiliation;  and  (3)  whether  t lie  tax 
paid  by  each  of  the  companies  upon  the  consolidated  return  filed 
for  the  year  1920  should  he  credited  against  the  deficiency  deter¬ 
mined  by  the  Commissioner  in  the  event  it  is  held  that  they  were 
not  affiliated  as  claimed. 


FINDINGS  OF  FACT. 


Petitioners  are  New  York  corporations.  During  the  year  1920, 
Shuttleworth,  Keiller  &  Co.  owned  and  controlled  the  following  per¬ 
centages  of  the  stock  of  the  petitioners:  George  A.  Fink  Co.,  88.0 


1  The  following  eases  were  consolidated  and  heard  with  the  above  ease  and  are  decided 

herewith:  Shuttleworth,  Wollny  Co.,  Inc.,  Docket  No.  1362;  C.  E.  Dartt  Co.,  Docket  No. 

1372;  Gallen  Paper  Co.,  Docket  No.  1377. 
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per  cent;  Shuttleworth,  Wollny  Co.,  Inc.,  51  per  cent;  Gallen  Paper 
Co.,  51  per  cent :  C.  E.  Dartt  Co.,  85.4  per  cent.  The  persons  who 
owned,  the  11.4  per  cent  minority  stock  of  George  A.  Fink  Co., 
49  psr  cent  of  Shuttleworth,  Wollny  Co..  Inc.,  49  per  cent  of  Gallen 
Paper  Co.,  and  14.6  per  cent  of  C.  E.  Dartt  Co.,  owned  no  stock 
in  Shuttleworth.  Keiller  &  Co.,  and  were  not  connected  with  that 
company. 

For  the  year  1920,  Shuttleworth,  Keiller  Sc  Co.,  as  the  parent  cor¬ 
poration,  filed  a  consolidated  return  with  the  following  corporations: 

Congress  Warehouse  &  Forwarding  Co. 

George  A.  Fink  Co. 

Shuttleworth,  Wollny  Co.,  Inc. 

Gallen  Paper  Co. 

Shuttleworth  Holly  Co.  (changed  prior  to  1920  to  C.  E.  Dartt  Co.,  one 
of  the  petitioners  herein). 

W.  E.  Shuttleworth  &  Co. 

Shuttleworth  Dumouchel  Co.  and 

Shuttleworth,  Hogg  &  Mather,  Inc. 

The  Commissioner  of  Internal  Revenue,  who  Avas  in  office  on  No¬ 
vember  1,  1920,  determined  that  these  corporations  were  affiliated 
for  1919.  He  did  not  consider  the  question  whether  the  corporations 
Avere  affiliated  for  the  year  1920.  The  present  Commissioner  of 
Internal  Revenue,  avIio  assumed  office  in  1921,  Avhen  auditing  the 
returns  for  1920,  determined  that  the  corporations  Avere  not  affiliated 
for  that  year. 

The  Shuttleworth,  Keiller  Sc  Co.,  prior  to  the  filing  of  the  con¬ 
solidated  return,  as  above  set  forth,  notified  each  of  the  corporations 
proposed  to  be  included  therein  that  a  consolidated  return  was 
required  and  requested  each  of  them  to  send  statements  to  it,  together 
Avith  their  checks  for  the  amount  of  tax  shown  to  be  due  upon  a  sepa¬ 
rate  computation  of  their  tax  liability.  The  petitioners  forwarded 
such  statements,  together  with  remittances  of  the  amounts  of  tax 
computed  upon  their  seAeral  statements,  as  folloAvs:  George  A.  Fink 
Co.,  $1,466.01;  ShuttleAvorth,  Wollny  Co.,  Inc.,  $2,115.11;  Gallen 
Paper  Co.,  $565;  ShuttleAvorth  Holly  Co.  (C.  E.  Dartt  Co.), 
$3,048.93.  By  reason  of  the  losses  incurred  by  Shuttleworth,  Keiller 
Sc  Co.  in  the  calendar  year  1920,  the  amount  of  income  and  profits 
tax  due  by  it  and  the  companies  included  by  it  in  the  consolidated 
return  was  $27,135.52,  Avhich  ShuttleAvorth,  Keiller  Sc  Co.  duly  paid 
to  the  collector  for  the  second  district  of  New  York.  Thereafter, 
and  on  July  24,  1922,  Shuttleworth,  Keiller  Sc  Co.  Avas  adjudicated 
bankrupt,  and  on  August  11,  1922,  subject  to  the  approval  of  the 
court,  which  was  given  on  or  about  October  18,  1922,  all  the  remain¬ 
ing  assets  of  the  bankrupt  were  sold  to  W.  E.  Shuttleworth,  the  presi¬ 
dent  of  the  company,  and  the  sale  included  “claims  against  the 
United  States  of  America  and  the  State  of  Ncav  York  for  a  refund 
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of  taxes  improperly  paid.”  Thereafter,  on  November  21,  1923,  the 
Commissioner  notified  George  A.  Fink  Co.,  Shuttleworth,  Wollny 
Co.,  Inc.,  and  C.  E.  Dartt  Co.  that  they  were  not  affiliated  with  any 
of  the  corporations  with  which  they  had  filed  a  consolidated  return, 
and  notified  George  A.  Fink  Co.  of  a  deficiency  of  $1,487.27,  Shut¬ 
tleworth,  Wollny  Co.,  Inc.,  of  a  deficiency  of  $1,545.92,  and  C.  E. 
Dartt  Co.  of  a  deficiency  of  $3,070.52.  He  held  that  the  Gallen 
Paper  Co.  was,  during  the  year  1920,  affiliated  with  Shuttleworth, 
Hogg  &  Mather,  Inc.  (subsequently  Mather  Paper  Co.)  and  notified 
it  of  a  deficiency  of  $1,894.62.  In  the  computation  of  the  deficiencies 
the  Commissioner  gave  no  credit  whatever  for  the  payments  or  any 
part  thereof  theretofore  made  by  the  petitioners  to  Shuttleworth, 
Keiller  &  Co.  and  by  it  paid  in  part  to  the  collector  of  internal 
revenue  as  tax  upon  the  consolidated  return. 

OPINION. 

Littleton  :  The  evidence  does  not  show  that  Shuttleworth,  Keiller 
&  Co.,  or  any  other  corporation  with  which  the  petitioners  claim 
they  should  have  been  affiliated,  in  any  way  controlled  the  minority 
stock  hereinbefore  mentioned.  In  these  circumstances  we  can  not 
hold  that  Shuttleworth,  Keiller  &  Co.  owned  and  controlled  substan¬ 
tially  all  of  their  stock.  Appeal  of  Mather  Paper  Co.,  3  B.  T.  A.  1. 

The  next  question  is  the  same  as  one  of  the  issues  involved  in  the 
Appeal  of  Mather  Paper  Co .,  supra ,  in  which  it  was  stated: 

Under  the  provisions  of  section  273  of  the  Revenue  Act  of  1924  it  is  the 
duty  of  the  Commissioner  to  determine  the  deficiency  upon  the  basis  of  the 
correct  amount  of  tax,  less  the  amount  of  tax  shown  by  the  taxpayer  upon  his 
return,  with  other  adjustments  not  here  in  issue.  Upon  its  return,  this  tax¬ 
payer,  through  the  medium  of  the  Shuttleworth  Co.,  indicated  an  amount  of 
tax  shown  to  be  due  in  the  proportion  of  the  net  income  returned  by  this 
taxpayer  in  the  consolidated  return  to  the  total  net  income,  exclusive  of  minus 
quantities.  This  amount  the  Commissioner  has  not  credited  in  connection 
with  the  computation  of  the  deficiency  here  in  question.  It  should  be  credited 
in  the  determination  of  this  deficiency.  The  return  of  the  taxpayer  filed  as  a 
part  of  the  above  consolidated  return  is  in  evidence  and  the  proper  computation 
can  be  made  therefrom. 

In  the  computation  of  the  deficiencies  against  these  petitioners 
they  should  be  given  credit  for  their  proportional  part  of  the  tax 
shown  due  by  the  consolidated  return  hereinbefore  mentioned. 

As  to  the  last  issue,  it  appears  that  the  present  Commissioner  of 
Internal  Revenue  did  not  overrule  the  determination  made  by  his 
predecessor,  since  the  former  Commissioner  made  no  determination 
as  to  the  year  1920.  Appeal  of  Mather  Paper  Co .,  supra.  See 
Appeal  of  Canyon  Lumber  Co.,  4  B.  T.  A.  940. 

Judgment  will  be  entered  on  15  days ’  no¬ 
tice,  under  Rule  50. 


MAX  SCHOTT. 
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Appeal  of  Max  Schott. 

Docket  No.  4895.  Decided  October  13,  1920. 

i 

1.  Where  one  Commissioner  of  Internal  Revenue,  with  full 
knowledge  of  the  facts,  held  certain  income  to  be  taxable  in  1916 
and  collected  a  tax  thereon,  and  his  successor,  on  the  same  facts 
and  after  the  statute  of  limitations  on  a  refund  for  1916  had 
expired,  held  such  income  to  be  taxable  in  1917  and  sought  to 
collect  tax  thereon,  held,  that  the  decision  of  the  first  Commis¬ 
sioner,  even  if  it  has  no  greater  influence,  should  be  considered 
as  prima  facie  correct  by  his  successor  in  office. 

2.  Held,  upon  the  evidence  in  the  instant  appeal,  that  the  ruling 
of  the  first  Commissioner  should  not  be  disturbed. 

3.  Quaere :  Whether  in  such  circumstances  and  while  the  Gov¬ 
ernment  retains  the  tax  paid  for  1916,  it  is  estopped  to  collect 
a  tax  upon  the  same  amount  as  income  for  1917? 

4.  Quaere:  Whether  the  decision  of  one  Commissioner,  with  full 
knowledge  of  the  facts,  is  binding  upon  his  successor  in  office  in 
the  absence  of  fraud  or  mistake  in  mathematical  calculation? 

Arthur  B.  Hyman,  Esq.,  for  the  petitioner. 

Ward  Loveless,  Esq.,  for  the  Commissioner. 

Joseph  B.  Cotton,  Esq.,  Samuel  Brenner,  Esq.,  and  Roy  F.  Wrigley, 
Esq.,  as  amici  curiae. 

This  is  an  appeal  from  the  determination  by  the  Commissioner  of 
deficiencies  of  $18,612.36  for  1917  and  $35,760.16  for  1920,  and  an 
overassessment  for  1919  of  $24,753.57,  which  arise  principally  from 
the  action  of  the  Commissioner  in  determining  that  amounts  reported 
by  the  taxpayer  as  income  for  1916,  1918,  and  1919  are  income  for  the 
years  1917,  1919  and  1920,  respective^.  Substantially  all  of  the 
facts  were  stipulated. 

FINDINGS  OF  FACT. 

The  taxpayer  is  a  resident  of  Santa  Barbara,  Calif.  During  the 
years  1916  to  1919,  both  inclusive,  and  for  several  years  prior  thereto, 
the  taxpayer  was  the  western  manager  of  The  American  Metal  Co., 
Ltd.,  hereinafter  called  the  Company. 

The  Company  was  and  is  a  corporation  organized  under  the  laws 
of  the  State  of  New  York  by  the  late  Jacob  Langeloth  and  Berthold 
Hochschild.  It  was  incorporated  in  1887  and  has  ever  since  that 
time  had  its  principal  office  in  the  City  of  New  York.  At  the  time 
of  its  incorporation  a  contract  was  entered  into  between  Langeloth, 
Hochschild  and  the  Company  whereby  Langeloth  and  Hochschild 
drew  nominal  specified  sums  yearly  and  were  to  be  paid  for  their 
services  in  building  up  the  business  in  the  following  manner :  After 
paying  or  setting  aside  6  per  cent  dividends  on  the  outstanding  stock 
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of  the  Company,  a  sum  not  exceeding  40  per  cent  of  the  remaining 
net  profits  was  to  be  paid  to  Langeloth  and  Hochschild  as  additional 
compensation  for  services,  and  the  balance  was  to  be  applicable  for 
dividends  or  other  company  purposes.  These  payments  for  services 
were  and  are  called  tantiemes.  This  contract  continued  in  force 
from  1887  through  the  years  in  question  in  this  appeal. 

The  Company  from  its  inception  has  always  carried  on  the  busi¬ 
ness  of  buying  and  selling  ores,  concentrates,  and  metals,  and  has 
been  a  large  dealer  therein.  It  has  also  had  subsidiary  companies 
and  carried  on  through  such  companies  mining  and  treatment  opera¬ 
tions,  both  in  the  United  States  and  foreign  countries.  Its  business 
has  been  conducted  all  over  the  world  and  its  officers  and  managers 
have  been  the  men  who  have  enlarged  the  business  and  have  been 
responsible  for  and  contributed  to  its  financial  success.  These  officers 
and  managers  knew  in  a  general  way 'from  month  to  month  approxi¬ 
mately  what  the  net  profits  of  the  Company  were  for  the  preceding 
month,  but  its  actual  net  profits  were  never  ascertained  until  after  the 
close  of  each  fiscal  year.  When  so  ascertained  for  the  year,  such 
net  profits  were  set  up  on  the  books  of  the  Company,  the  tantieme 
part  thereof  charged  to  operating  expenses  for  the  fiscal  year  and 
simultaneously  credited  to  the  tantieme  recipients  in  the  percentages 
to  which  they  were  entitled  upon  the  books  of  the  Company,  with 
interest  allowed  either  from  the  end  of  the  fiscal  year  or  from  the 
time  when  said  accounts  were  actually  written  up  on  the  books. 

As  the  business  in  the  earlier  years  grew  and  was  extended,  Lange¬ 
loth  and  Hochschild  permitted  other  officers,  managers,  and  em¬ 
ployees  to  participate  with  them  in  such  tantiemes.  During  the  life 
of  Langeloth,  who  died  in  August,  1914,  he  and  Hochschild  desig¬ 
nated  eacli  year  what  persons  should  participate  and  the  percentages 
in  which  they  should  participate  in  these  yearly  tantiemes.  The  men 
thus  permitted  to  participate  were  those  whose  work  and  efforts 
were  in  part  responsible  for  and  who  contributed  to  the  financial 
success  of  the  business.  Each  participant  knew  during  any  given 
period  that  he  was  a  participant  in  the  tantiemes  and  the  percentage 
of  such  net  profits  over  and  above  the  dividends  to  which  he  was 
entitled  for  such  period.  These  tantieme  recipients  during  the  years 
in  controversy  received  nominal  salaries  and  relied  upon  the  suc¬ 
cessful  operation  of  the  Company  and  the  payment  of  these  tantiemes 
for  compensation  for  their  services  to  the  Company. 

Prior  to  1921  the  Company  had  very  few  stockholders — not  exceed¬ 
ing  34  in  number — and  these  were  for  the  most  part  the  officers,  man¬ 
agers,  and  employees  and  their  relatives  and  associates  in  the  United 
States  and  abroad. 

During  all  the  years  in  which  the  Company  has  been  in  existence, 
including  the  years  in  controversy,  the  tantieme  recipients  have  been 
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in  entile  control  of  the  management  of  the  corporation  and  they 
constituted  its  board  of  directors  and,  Avith  their  relatives  and  asso¬ 
ciates,  IniAe  been  in  control  of  the  stock  of  the  Company  and  have 
directed  its  business  and  dominated  its  policies. 

During  the  years  1910  to  1919,  botli  inclusive,  the  taxpayer  had 
these  tantieme  contracts  of  employment  witli  the  Company  pur¬ 
suant  to  Avhich  contracts  tbe  taxpayer  Avas  entitled  to  receive  and 
did  receive  during  said  years  a  percentage  of  the  net  profits  of  the 
Company’s  business  for  each  fiscal  year.  The  contracts  in  question 
Avere  made  pursuant  to  a  provision  of  the  charter  of  the  corporation 
which  authorized  the  payment  to  its  officers,  directors,  and  em¬ 
ployees.  as  compensation  for  services  rendered,  of  a  certain  per¬ 
centage  of  the  net  profits  remaining  after  the  payment  of  6  per  cent 
dividend  upon  the  outstanding  capital  stock.  This  method  of  pay¬ 
ment  to  officers,  directors  and  employees  of  the  Company  in  lieu  of 
specific  salaries  had  been  in  Aogue,  as  aforesaid,  since  the  year  1887. 

From  its  incorporation  to  June  20,  1916,  the  fiscal  year  of  the  Com¬ 
pany  ended  on  June  30  of  each  year. 

As  an  integral  part  of  the  system  of  accounting  adopted  and  in 
use  during  the  years  in  question  by  the  Company  and  since  the  incep¬ 
tion  of  the  Company,  it  kept  accounts  for  the  individual  tantieme 
recipients,  including  the  above-named  taxpayer,  in  which  Avere  cred¬ 
ited  the  tantiemes  to  which  they  Avere  entitled  and  in  Avhich  were 
entered  all  other  sums  to  which  they  were  entitled  from  the  Company 
or  Avhich  they  deposited  with  the  Company  to  their  credit.  The 
Company  acted  as  banker  for  said  tantieme  recipients,  including  the 
taxpayer,  selling  stocks,  bonds  and  other  properties  for  them  and 
crediting  their  accounts  with  the  proceeds  thereof,  and  also  pur¬ 
chasing  stocks,  bonds  and  other  properties  for  them  and  debiting 
their  accounts  with  the  amount  of  such  purchases  when  received. 
These  accounts  were  kept  in  the  regular  books  of  account  of  the 
Company.  The  usual  practice  Avas  to  alloAv  interest  to  the  tantieme 
recipients  upon  their  credit  balances. 

idle  tantieme  recipients  controlling  the  Company  agreed,  in  the 
latter  part  of  1916,  to  change  its  fiscal  year  to  a  calendar  year  basis, 
such  change  to  take  effect  from  July  1,  1916.  Instructions  Avere 
given  to  the  accounting  department  accordingly.  A  resolution  of 
the  board  making  the  change  Avas  passed  April  6.  1917. 

The  books  of  the  Company  were  thereupon  in  April,  1917, .closed 
as  of  December  31.  1916,  and  the  tantiemes  to  which  the  tantieme 
recipients  were  entitled  for  the  last  six  months  of  1916  Avere  de¬ 
termined  on  or  about  April  6,  1917.  and  the  same  were  then  credited 
to  the  account  of  said  tantieme  recipients  upon  the  books  of  the 
Company  as  of  December  31,  1916. 
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Upon  inquiry  of  the  then  collector  of  internal  revenue  for  the 
second  district  of  New  York,  the  Company  was  instructed  by  him 
to  accrue  the  same  upon  its  books  to  December  31,  1916,  and  to  treat 
the  same  as  additional  operating  expense  for  the  calendar  year  1916. 
The  corporation  acted  accordingly  and  filed  an  amended  return  for 
said  calendar  year  on  or  about  April  12,  1917,  setting  up  the  amount 
of  said  tantiemes  accrued  from  June  30,  1916,  to  December  31,  1916, 
as  an  additional  operating  expense  for  the  said  calendar  year  1916. 
Said  amended  return  was  with  full  knowledge  of  the  facts  duly 
accepted  by  the  Government,  duly  audited,  and  the  amount  of  said 
tantiemes  finally  allowed  as  a  proper  item  of  expense  for  the  year 
in  question. 

The  said  collector  of  internal  revenue  for  the  second  district  of 
New  York  also  advised  that  said  tantieme  recipients  should  amend 
their  individual  returns  for  the  year  1916  by  including  therein  the 
said  tantiemes  for  the  last  six  months  of  1916  entered  to  their  credit 
on  the  books  of  the  Company  as  of  December  31,  1916. 

In  April,  1917,  the  Company  advised  the  taxpayer  that  it  had 
changed  its  fiscal  year  to  the  calendar  year,  had  closed  its  books  at 
December  31,  1916,  and  had  credited  him  with  tantiemes  for  the  last 
six  months  of  1916,  of  $177,642.05,  in  addition  to  those  already  cred¬ 
ited  to  him  upon  its  books  for  the  year  ended  June  30, 1916,  and  that, 
under  a  ruling  made  by  the  collector  of  internal  revenue  for  the  second 
district  of  New  York,  all  the  tantieme  recipients,  including  the  tax¬ 
payer,  must  make  amended  returns  of  income  for  the  calendar  year 
1916  by  adding  the  said  tantiemes  so  credited  to  them  for  the  last 
six  months  of  the  calendar  year  1916. 

After  the  receipt  of  such  notice  from  the  Company,  the  taxpayer 
consulted  the  collector  of  internal  revenue  for  the  district  of  Colo¬ 
rado,  where  he  then  resided,  giving  him  all  the  facts  and  the  ruling 
of  the  collector  of  internal  revenue  for  the  second  district  of  New 
York,  and  the  said  collector  of  internal  revenue  for  the  district  of 
Colorado  made  the  same  ruling,  to  wit,  that  the  taxpayer  should 
amend  his  return  for  1916  by  adding  to  the  income  reported  on  his 
original  return  the  tantiemes  credited  to  him  by  the  Company  for 
the  last  six  months  of  1916. 

The  taxpayer  duly  filed  an  amended  return  of  income  for  the  year 
1916  in  accordance  with  said  ruling  in  the  office  of  the  collector  of  in¬ 
ternal  revenue  for  the  district  of  Colorado,  including  in  said  amended 
return  the  tantieme  credited  to  him  by  the  Company  for  the  last  six 
months  of  1916  in  addition  to  the  tantiemes  reported  by  him  and 
credited  to  him  upon  the  books  of  the  Company  at  June  30,  1916. 

To  the  said  amended  return  the  taxpayer  attached  a  copy  of  a 
letter  reading  as  follows; 
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April  11,  1917. 

Honorable  William  H.  Edwards, 

Collector  of  Internal  Revenue , 

Custdm  House  Building,  Neiv  York. 


Dear  Sir: 

In  accordance  with  your  request,  I  submit  herewith  the  substance  of  the 
income  tax  question  discussed  with  you  at  our  conference  yesterday.  The 
facts  involved  are  as  follows : 

Certain  officers  and  directors  of  the  American  Metal  Company,  Limited, 
receive  as  compensation  for  their  services  nominal  salaries,  plus  a  percentage  of 
the  profits  of  the  business.  For  many  years,  the  fiscal  year  of  the  corporation 
has  ended  on  June  30th.  The  annual  meeting  was  held  in  October,  at  which 
time  the  share  of  profits  belonging  to  each  of  the  officers  out  of  the  Company’s 
profits  for  the  fiscal  year  ended  the  preceding  June  30th  was  paid  over  to  them. 
On  February  28th,  1917,  these  individuals  filed  personal  tax  returns  including 
their  income  derived  from  the  profits  of  the  business  for  the  corporate  fiscal 
year  from  June  30,  1915,  to  June  30,  1916,  as  they  had  done  the  previous 
February  for  profits  earned  from  June  30,  1914,  to  June  30,  1915. 

At  a  meeting  held  on  April  6tli  of  this  year,  the  Board  of  Directors  decided  to 
change  the  Company’s  fiscal  year  from  June  30th  to  December  31st,  so  that  it 
would  coincide  with  the  calendar  year  and  thereby  eliminate  the  many  per¬ 
plexities  arising  out  of  the  conflict  of  its  accounting  system  with  the  prescribed 
tax  returns.  The  profits  of  the  corporation  were  therefore  figured  for  the  six 
months  from  July  1st  to  December  31st,  1916,  and  the  Board  ordered  paid  over 
to  the  officers  their  respective  percentage  of  these  profits,  instead  of  holding 
them  until  the  end  of  its  new  fiscal  year  ending  December  31st,  1917. 

The  question  immediately  arose  whether  these  profits  so  received  by  the 
individuals  should  be  included  in  their  personal  returns  of  income  for  the  year 
1916  and,  if  so,  whether  the  individuals  should  make  a  supplemental  return  or 
amend  the  returns  already  filed  on  February  28,  1917. 

Pursuant  to  your  suggestion,  I  discussed  this  question  with  Mr.  Stinson  and 
Mr.  Fatli  of  your  office,  and  Mr.  Fath  expressed  the  opinion  that  as  these  profits 
were  entirely  earned  in  the  last  half  of  the  year  1916  the  individual  returns 
should  be  amended  so  as  to  include  them  in  the  personal  income  reports  already 
filed  for  that  year.  The  only  case  I  discussed  with  Mr.  Fath  was  that  of  Mr. 
C.  M.  Lceb.  However,  other  officers  and  directors  of  the  American  Metal  Com¬ 
pany,  Limited,  who  are  similarly  situated  and  who,  under  this  ruling,  should 
amend  their  personal  tax  returns  are  the  following : 


B.  Hochschild 
T.  Sternfeld 
Otto  Sussman 
Julius  Loeb 
M.  Schott 


S.  Adler 

H.  K.  Hochschild 
H.  V.  Putzel 
S.  Roos 
M.  Roos 


Henry  Bruere 
Julian  B.  Beaty 
H.  Bernstorff 


Mr.  Schott  lives  in  Denver ;  Mr.  S.  Roos  lives  in  St.  Louis,  and  their  amended 
reports  will  therefore  be  filed  in  these  districts.  My  own  report  is  filed  in  the 
third  district,  where  I  reside.  The  amended  reports  for  all  of  the  other  gentle¬ 
men  are  transmitted  herewith,  with  the  exception  of  Mr.  Julius  Loeb,  who  is 
out  of  the  city.  He  is  expected  to  return  next  week,  ,at  which  time  he  will  file 
an  amended  report. 

The  American  Metal  Company,  Limited,  has  already  filed  a  statement  showing 
1  be  1%  of  income  withheld  at  the  source,  pursuant  to  the  provisions  of  the  law. 
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The  foregoing  action  will  necessitate  its  filing  a  supplemental  statement  of 
income  withheld  at  the  source  to  cover  1%  additional  on  the  above  distribution 
of  profits  for  the  last  half  of  1916.  This  supplemental  report  is  likewise  trans¬ 
mitted  herewith. 

It  also  becomes  necessary  for  the  corporation  to  amend  its  income  return 
for  the  year  1916,  inasmuch  as  that  return  includes  all  profits  up  to  December 
31,  1916,  but  no  deductions  were  made  for  the  sums  now  paid  to  the  above 
named  individuals  as  compensation  for  their  services  for  the  July/December 
period.  These  payments  would,  in  the  usual  course,  be  deducted  from  its 
return  for  1917,  but  as  the  individuals  are  receiving  these  payments  as  of  1916 
and  paying  personal  income  tax  thereon,  it  is  evident  that  they  should  be  de¬ 
ducted  from  the  corporate  return.  An  amended  return  for  the  corporation  also 
is  therefore  transmitted  herewith. 

I  trust  that  the  foregoing  statement  is  sufficiently  explicit,  but  if  any  addi¬ 
tional  facts  are  desired  by  the  Department,  they  will  be  gladly  furnished  upon 
request. 

Very  truly  yours, 


Julian  B.  Beaty. 


Said  amended  return,  with  the  copy  of  the  letter  attached,  was 
duly  received  by  the  collector  of  internal  revenue  at  Denver,  Colo., 
and  by  him  transmitted  to  Washington  for  audit  and  approval. 

Thereafter,  the  Commissioner  caused  a  field  examination  to  be 
made  of  the  books  and  accounts  of  the  taxpayer  in  connection  with 
the  said  amended  return.  The  report  of  the  field  examiner  was  duly 
examined  by  the  Commissioner  in  connection  with  said  amended 
return,  the  same  was  duly  audited  by  him,  and  he  thereupon  ad¬ 
dressed  to  the  taxpayer  a  letter  dated  July  1,  1918,  which  was  duly 
received  by  the  taxpayer,  the  material  portions  of  which  read  as 
follows : 


An  investigation  of  your  income  tax  liability  for  1913  to  1916,  inclusive, 
based  on  report  of  Revenue  Agent  Drakeford,  dated  May  15,  1918,  indicates 
that  there  is  due  from  you  a  further  tax  of  $31.31  for  1916. 

Assessment  of  this  amount  will  be  made  on  the  next  list.  The  Collector  of 
Internal  Revenue  of  your  district  will  notify  you  as  to  the  time  and  manner 
of  making  payment  of  this  tax. 

Income  has  been  increased  to  include  profits  from  the  sale  of  stocks  amount¬ 
ing  to  $652.06  and  from  interest  on  notes  increased  $227.99.  Dividends  have 
been  decreased  $390.00.  Deduction  for  losses  on  the  sale  of  stock  has  been 
increased  $276.22. 

•la  •!»  •!*  •!»  •!» 

»(• 

The  investigation  also  discloses  that  you  overpaid  by  $91.22,  the  amount  of 
tax  due  on  your  1915  income.  If  you  will  file  in  the  office  of  the  Collector  of 
your  district  a  claim  for  the  refund  of  this  amount  on  the  enclosed  Form  46, 
the  Department  will  give  due  consideration  thereto. 

The  taxpayer  duly  paid  the  additional  tax  of  $31.31  therein  found 
by  the  Commissioner  to  be  due  and  received  the  refund  therein 
allowed. 

For  the  calendar  years  1917  to  1919,  both  inclusive,  the  Company, 
.on  the  closing  of  its  books  as  of  December  31,  credited  to  the  tax- 
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payer  the  tantiemes  to  which  he  was  entitled  as  compensation  for 
services,  as  follows: 


'  1917 _ $131,  753. 12 

1918  _  19,  022.  66 

1919  _ _ _  83,  462.  73 


The  taxpayer  duly  filed  his  income-tax  returns  for  each  of  the 
years  mentioned,  including  therein  for  each  of  said  years  the  amount 
so  credited  to  him  on  the  books  of  the  Company  as  of  December  31 
in  each  of  said  years  as  compensation  for  the  year  for  which  it  was 
so  credited,  which  was  also  the  year  in  which  it  was  earned. 

Thereafter,  the  said  reports  were  duly  transmitted  by  the  collector 
for  the  district  in  which  they  were  filed  to  the  Commissioner  and 
were  duly  received  by  him,  and  thereafter  he  caused  a  field  examina¬ 
tion  to  be  made  of  the  books  and  accounts  of  the  said  taxpayer, 
covering  the  years  1917,  1918  and  1919,  and  said  report  of  the  field 
examiner  was  duly  transmitted  to  the  said  Commissioner  and  by 
him  audited  in  connection  with  the  said  income-tax  returns. 

The  said  income-tax  returns  and  the  report  of  the  field  examiner 
made  in  connection  therewith  were  duly  approved  by  the  said  Com¬ 
missioner,  with  exceptions  not  material  to  this  appeal,  and  upon  said 
examination  and  audit  said  Commissioner  found  a  net  overpayment 
of  tax  for  the  years  in  question  in  the  sum  of  $239.07,  of  which  he 
advised  taxpayer  under  date  of  February  2,  1922,  and  which  was 
thereafter  duly  refunded  to  the  taxpayer.  At  that  time  David  H. 
Blair  was,  and  continues  to  the  present  time  to  be,  Commissioner  of 
Internal  Revenue. 

Thereafter,  and  on  or  about  the  20th  day  of  March,  1923,  the  Com¬ 
missioner  assessed  an  additional  income  tax  for  the  year  1917 
against  the  taxpayer  in  the  sum  of  $94,265.81.  The  return  of  the 
taxpayer  for  the  year  1917  was  filed  with  the  collector  on  March  28, 
1918.  The  additional  tax  so  assessed  resulted  almost  in  its  entirety 
from  the  inclusion  in  income  in  the  year  1917  of  the  tantiemes 
credited  to  the  taxpayer  by  the  Company  for  the  last  six  months 
of  1916,  that  is  to  say,  the  Commissioner  added  to  the  tantiemes 
credited  to  the  taxpayer  by  the  Company  in  the  year  1917  and 
reported  by  him  as  income  for  1917,  the  sum  of  $177,642.05,  the 
tantiemes  credited  by  the  Company  to  the  taxpayer  as  of  December 
31,  1916,  which  had  been  reported  by  said  taxpayer  as  income  for 
1916  in  his  said  amended  return  and  upon  which  the  tax  had  been 
paid,  as  hereinbefore  set  forth.  At  the  time  of  making  this  adjust¬ 
ment,  and  as  a  result  thereof,  an  overassessment  for  1916  resulted 
in  the  sum  of  $19,540.62,  the  amount  of  tax  previously  paid  by  the 
taxpayer  upon  the  inclusion  of  said  amount  of  tantiemes  in  his 
income-tax  return  for  1916.  This  overassessment  of  $19,540.62  the 
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Commissioner  declined  and  still  declines  to  credit,  upon  the  ground 
that  it  is  barred  from  allowance  either  as  a  credit  or  refund  by  the 
statute  of  limitations. 

Said  additional  assessment  for  1917  having  been  made  without 
compliance  with  section  250(d)  of  the  Revenue  Act  of  1921,  an 
application  to  abate  the  same  was  duly  filed  by  the  taxpayer,  and 
various  proceedings  were  had  upon  said  claim  for  abatement,  result¬ 
ing  in  a  determination  by  the  Commissioner  in  May,  1925,  which 
abated  the  tax  to  the  extent  of  $75,653.45,  leaving  assessed  and 
unabated  a  tax  for  1917  of  $18,612.36.  It  is  from  a  letter  notifying 
taxpayer  of  this  determination  that  the  appeal  is  taken. 

This  result,  as  well  as  the  alleged  deficiency  in  tax  for  the  year 
1920  in  the  sum  of  $35,760.16  and  the  overassessment  for  1919  of 
$24,753.57  shown  in  the  letters  appealed  from,  arises  from  the  action 
of  the  Commissioner  in  excluding  from  the  return  of  the  taxpayer 
the  tantiemes  reported  therein  for  the  year  for  which  they  were 
credited  to  him  upon  the  books  of  the  Company  and  including  them 
in  the  year  immediately  following. 

Taxpayer  kept  an  open  account  with  the  Company  upon  which 
he  received  credit  for  the  tantiemes  due  him,  dividends  from  stock 
of  the  Cotnpany,  interest  on  certificates  of  indebtedness,  sums  result¬ 
ing  from  the  sale  of  property  by  the  Company  in  his  behalf,  and 
sums  deposited  by  him  from  time  to  time  with  the  said  Company, 
and  was  debited  with  payments  made  to  him  or  on  his  behalf  for  the 
purchase  of  stocks,  bonds,  and  liabilities  incurred.  Dividends  and 
interest  on  securities  of  the  taxpayer  held  by  the  Cotnpany  and  sums 
received  by  the  Company  upon  the  sale  of  property  of  the  taxpayer 
were  credited  to  the  taxpayer  in  said  account  as  and  when  received 
by  the  Company.  Dividends  and  interest  on  stock  and  securities  of 
the  Company  owned  by  the  taxpayer  were  credited  in  said  account 
when  due  and  payable.  Practically  all  taxpayer’s  transactions  were 
carried  on  through  his  said  account  with  the  Company.  Upon  his 
credit  balances  interest  at  various  rates  was  allowed  to  him  by  the 
Company. 

The  taxpayer  in  the  years  1916  to  1920,  both  inclusive,  at  all  times 
kept  a  book  or  books  of  account  which  were  duly  examined  by  the 
representatives  of  the  Commissioner,  as  hereinbefore  set  forth. 

Said  book  or  books  of  account  exactly  reflected  the  taxpayer’s 
account  with  the  Company  as  it  appeared  upon  the  books  of  the 
Co’mpany,  that  is  to  say,  whatever  income  was  carried  to  his  credit 
on  the  books  of  the  Company  was  likewise  entered  as  income  in  the 
taxpayer’s  books,  when  the  taxpayer  was  advised  of  such  credit, 
although  said  amounts  were  neither  paid  to  the  taxpayer  nor  with¬ 
drawn  by  him.  Upon  this  book,  under  the  account  with  the  Com¬ 
pany,  the  taxpa}rer,  under  date  of  April  12,  1917,  made  the 
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following  entry:  Tantieme  for  6/30-12/31/1916  due  12/31/1916 — 
$177,642.05. 

Taxpayer  entered  upon  this  book  interest  due  him  as  it  became 
due  and  payable,  whether  or  not  collected,  and  entered  interest  pay¬ 
able  by  him  in  the  same  manner.  Taxes  were  entered  in  the  year 
in  which  they  became  due  and  payable.  Taxpayer’s  income-tax 
returns  for  the  years  in  question  were  made  upon  the  same  basis  on 
which  this  book  was  kept. 

OPINION. 

Phillips  :  The  Commissioner  moves  to  dismiss  the  proceeding  as 
to  1917  and  1919  upon  the  ground  that  as  to  those  years  the  Board  is 
without  jurisdiction.  The  motion  is  denied  as  to  1917,  Appeal  of 
J .  jS.  Hoskins  Lumber  Co .,  3  B.  T.  A.  846;  Revenue  Act  of  1926,  sec. 
284(f)  ;  and  is  granted  as  to  1919,  Revenue  Act  of  1926,  sec.  274(g)  ; 
Appeal  of  R.  P.  Hazzard  Co .,  4  B.  T.  A.  150;  Appeal  of  Cornelius 
Cotton  Mills ,  4  B.  T.  A.  255. 

The  facts,  most  of  which  were  stipulated,  are  set  out  in  full  above, 
and  will  not  be  repeated  here.  Counsel  for  petitioner  cites  a  number 
of  decisions  of  the  courts  and  rulings  of  the  Attorney  General  to  the 
effect  that  public  officers  can  not  open  and  reexamine  cases  decided  by 
their  predecessors  except  for  fraud,  mistake  in  matters  of  fact  arising 
from  errors  in  calculation,  or  newly  discovered  material  evidence, 
and  contends  that  the  decision  made  by  Commissioner  Roper,  with 
full  knowledge  of  all  the  material  facts,  that  tantiemes  earned  in 
1916  were  1916  income  to  the  taxpayer,  is  binding  upon  his  successor. 
As  further  authority  for  his  position,  counsel  cites  section  1007  of  the 
Revenue  Act  of  1924,  which  reads : 

In  the  absence  of  fraud  or  mistake  in  mathematical  calculation,  the  findings 
of  facts  in  and  the  decision  of  the  Commissioner  upon  (or  in  case  the  Secre¬ 
tary  is  authorized  to  approve  the  same,  then  after  such  approval)  the  merits  of 
any  claim  presented  under  or  authorized  by  the  internal-revenue  laws  shall  not, 
except  as  provided  in  section  900,  be  subject  to  review  by  any  other  administra¬ 
tive  or  accounting  officer,  employee,  or  agent  of  the  United  States. 

It  is  further  contended  that  the  authorized  agents  of  the  Govern¬ 
ment  having,  with  knowledge  of  all  material  facts,  ruled  that  such 
amount  was  income  for  1916,  and  having  collected  and  retained  a  tax 
thereon,  the  Government  is,  so  long  as  it  retains  the  tax  so  collected 
and  refuses  to  refund  or  otherwise  return  the  same  to  the  taxpayer, 
estopped  to  collect  a  further  tax  by  now  claiming  that  such  amount 
was  not  income  in  1916,  but  was  income  in  1917. 

Both  contentions  present  interesting  questions,  the  decision  of 
which  would  deserve  serious  consideration,  but,  as  we  view  the  instant 
appeal,  it  becomes  unnecessary  to  discuss  these  contentions,  other 
than  to  state  them. 
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It  would  seem  that  in  circumstances  such  as  we  have  here  the 
decision  of  a  Commissioner  should,  even  if  it  has  no  greater  influ¬ 
ence,  be  considered  as  prima  facie  correct  by  his  successor  in  office. 
In  the  courts  and  before  this  Board,  the  findings  and  decision  of 
the  Commissioner  are  presumed  to  be  correct  until  the  contrary  is 
shown,  and  the  decision  of  one  Commissioner  should  be  entitled  to 
at  least  the  same  weight  with  his  successor  in  office.  An  examina¬ 
tion  of  the  record  leads  us  to  believe  that  the  first  ruling  was  correct 
and  convinces  us  that  it  should  not  be  disturbed. 

Passing  without  discussion  the  contention  that  because  the  tan¬ 
tieme  recipients  were  in  control  of  the  Company  there  was  construc¬ 
tive  receipt  by  them  of  these  tantiemes,  we  find  that  this  taxpayer 
kept  an  account  book  in  which  he  recorded  his  various  transactions. 
Included  in  this  are  accounts  and  notes  receivable  and  payable,  upon 
which  interest  is  annually  accrued,  whether  or  not  paid  or  payable. 
Taxes  were  entered  in  the  year  in  which  payable.  Sums  credited  to 
his  account  by  his  employer  were  entered  as  of  the  date  credited, 
whether  paid  or  not.  While  there  are  departures  from  a  strict 
accrual  system  of  accounting,  it  is  manifest  that  the  primary  pur¬ 
pose  of  the  taxpayer’s  accounts  is  to  reflect  income  and  expense  upon 
an  accrual  basis,  and  the  returns  of  the  taxpayer  were  uniformly 
made  upon  that  basis.  In  such  circumstances  it  is  immaterial  that 
some  items  may  not  have  been  treated  upon  a  strictly  accrual  basis. 
Appeal  of  Bartles-Scott  Oil  Go .,  2  B.  T.  A.  16;  Appeal  of  John  F. 
Cook ,  4  B.  T.  A.  916.  In  such  cases  the  net  income  will  be  adjusted 
to  correctly  reflect  it  upon  the  accrual  basis. 

It  seems  evident  that  these  tantiemes  were  accruable  for  the  year 
in  which  earned.  The  amount  which  each  person  was  to  receive  was 
a  mere  matter  of  computation,  being  a  percentage  of  the  profits 
for  the  year.  When  such  amounts  are  definitely  ascertainable  as  of 
the  close  of  the  year,  the  fact  that  the  computation  and  entry  on  the 
books  is  made  after  the  close  of  the  year  is  immaterial.  In  such  a 
case  the  amounts  are  properly  to  be  accrued  as  an  expense  by  the 
corporation  for  the  year  in  which  the  services  were  rendered.  The 
Commissioner  has  so  treated  the  amounts  so  far  as  the  corporation 
is  concerned.  Upon  the  same  facts,  the  amounts  are  to  be  accrued 
as  income  for  the  same  year  by  a  taxpayer  upon  an  accrual  basis. 
The  deficiencies,  so  far  as  they  arise  from  the  errors  alleged  in  the 
petition,  are  disallowed. 

Orders  of  redetermination  of  the  tax  lia¬ 
bility  for  1917  and  1920  will  be  entered  on  10 
days'  notice ,  under  Rule  50. 
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Appeals  of  Emil  Stern  and  Jules  Stern. 

Docket  Nos.  2186,  2187.  Decided  October  13,  1926. 

i 

1.  In  determining  whether  the  cost  of  securities  of  an  American 
citizen  seized  by  the  German  Alien  Property  Custodian  may  be 
deducted,  it  is  necessary  to  distinguish  between  a  loss  sustained 
and  a  debt  ascertained  to  be  worthless  and  charged  off. 

2.  The  cost  of  bonds  seized  by  the  German  Alien  Property  Cus¬ 
todian  can  not  be  deducted  as  debts  ascertained  to  be  worthless  in 
the  absence  of  any  showing  of  the  financial  condition  of  the  debtor. 

3.  Where  bonds  of  an  American  citizen  were  seized  by  the 
German  Alien  Property  Custodian  in  1918,  the  citizen  lost  all  right, 
title,  and  interest  in  said  bonds ;  his  only  remedy  being  to  request 
his  Government  to  assume  his  claim  as  its  own  and  attempt  to 
secure  redress  from  the  German  Government.  In  such  circum¬ 
stances,  held,  that  a  deductible  loss  was  sustained  in  1918. 

Richard  E.  Dwight ,  Esq.,  Oscar  R.  Ewing ,  Esq.,  and  J.  R.  Little, 
Esq.,  for  the  petitioners. 

Percy  S.  Crewe,  Esq.,  for  the  Commissioner. 

The  taxpayers  appeal  from  the  determination  by  the  Commissioner 
of  deficiencies  in  income  tax  for  1918  and  1919  as  follows : 

1918.  1919. 

Emil  Stern  $36,333.20  $162,349.61 

Jules  Stern  27,311.99  154,306.99 

The  deficiencies  are  due  in  part  to  the  refusal  of  the  Commissioner 
to  allow  certain  deductions  for  alleged  losses  or  bad  debts  to  a 
partnership  composed  of  the  taxpayers,  and  the  appeals  have  been 
consolidated. 

FINDINGS  OF  FACT. 

The  taxpayers  in  these  appeals  are,  and  during  all  the  times  men¬ 
tioned  herein  were,  American  citizens  and  equal  copartners  in  the 
firm  of  Stern  &  Stern,  79  Fifth  Avenue,  New  York  City.  This  firm 
has  been  engaged  in  business  since  1888  as  importers  and  converters 
of  silk  fabrics,  cotton  goods,  etc. 

Prior  to  the  outbreak  of  the  World  War  in  1914,  the  taxpayers 
regularly  purchased  large  quantities  of  goods  in  Germany.  To 
finance  these  purchases,  the  taxpayers  had  funds  on  deposit  with  the 
Prussian  State  Bank  of  Berlin,  as  well  as  securities  having  a  value 
of  several  hundred  thousand  marks.  Payments  for  goods  so  pur¬ 
chased  were  made  by  drafts  drawn  on  the  Prussian  State  Bank, 
and,  if  the  firm  did  not  have  on  deposit  with  said  bank  funds  suffi¬ 
cient  to  pay  such  drafts,  the  bank  nevertheless  paid  them,  holding 
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the  securities  as  collateral  for  such  overdrafts.  Such  securities  were 
owned  in  equal  shares  by  the  taxpayers. 

On  March  25,  1918,  all  of  the  securities  so  held  by  the  Prussian 
State  Bank  and  the  aforesaid  bank  deposit  were  seized  by  the  Ger¬ 
man  Custodian  of  Alien  Property.  The  taxpayers  had  no  knowl¬ 
edge  of  such  seizure  until  the  early  part  of  1919. 

After  the  Armistice,  Emil  Stern,  in  New  York,  wrote  to  his 
brother,  Jules  Stern,  in  Paris,  to  sell  both  their  French  and  German 
securities.  Jules  Stern  got  in  touch  with  another  brother  in  Berlin, 
a  director  of  the  Prussian  State  Bank,  but  Avas  unable  to  secure 
possession  of  the  seized  property. 

In  April,  1919,  Judge  Max  Stern,  a  brother  of  these  taxpayers 
and  President  of  the  highest  Court  of  Appeals  in  Berlin,  called 
upon  the  German  Custodian  of  Alien  Property  at  the  request  of 
these  taxpayers  in  order  to  find  out  what  had  become  of  their  securi¬ 
ties.  Judge  Stern  ascertained  that  said  securities  had  been  seized 
by  such  custodian.  This  AAras  the  first  definite  knowledge  the  tax¬ 
payers  had  that  their  securities  and  bank  deposit  with  the  Prussian 
State  Bank  had  been  seized. 

In  the  early  part  of  1919,  Jules  Stern  had  written  the  American 
Embassy  in  Paris  and  Emil  Stern  had  Avritten  the  State  Department 
in  Washington,  advising  both  that  the  taxpayers  had  property  enu¬ 
merated  in  said  communications  Avithin  Germany,  which  taxpayers 
feared  had  been  seized  by  the  German  Custodian.  These  communi¬ 
cations  Avere  acknoAvledged  by  letters  in  which  the  taxpayers  were 
informed  that  “  in  receiving  it  and  making  it  of  record  no  assurance 
can  be  given  that  it  will  be  deemed  proper  to  take  any  action  in  the 
matter  in  your  behalf.” 

In  October,  1919,  attorneys  for  the  taxpayer  wrote  to  the  Prussian 
State  Bank  on  behalf  of  these  taxpayers  and  asked  the  present  status 
of  the  taxpayers’  account  Avith  said  bank  and  whether  they  could 
sell  the  securities  as  they  wished.  The  bank  replied  that  it  could 
not  give  any  information,  inasmuch  as  the  Alien  Property  Custodian 
had  refused  to  grant  the  required  permission. 

In  the  fall  of  1919,  the  taxpayers’  firm  sent  buyers  to  Germany  and 
began  again  to  purchase  goods.  In  connection  with  the  financing 
of  these  purchases,  the  taxpayers  requested  the  Prussian  State  Bank 
again  to  pay  drafts  of  taxpayers  against  the  deposit  or  on  the  security 
of  the  securities  so  seized  by  the  German  Custodian,  but  the  bank 
refused  to  honor  such  drafts  or  to  lend  anything  on  such  security. 
Taxpayers  purchased  marks  Avith  other  funds  to  pay  for  such 
purchases. 

The  taxpayers  Avere  ad\fised  at  the  end  of  1919  that  they  had  no 
title  under  German  law  to  the  securities  and  deposit  in  question. 
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by  reason  of  their  seizure  by  the  German  Custodian  of  Alien 
Property.  At  the  end  of  1919  the  taxpayers  had  no  expectation  that 
•the  Government  of  the  United  States  might  secure  the  return  of  this 
property  to  them. 

Under  the  German  law,  after  the  property  of  American  citizens 
had  been  seized  the}7  had  no  title  in  such  property.  The  legal  title 
to  such  property  vested  in  the  German  Custodian  and  the  American 
citizens  whose  property  had  been  seized  could  not  sell  it,  as  it  was 
incapable  of  being  assigned,  transferred  or  mortgaged,  nor  could 
they  transfer  any  interest  that  they  might  have  in  it. 

There  were  no  means  under  the  German  law  by  which  these  tax- 
2^ayers  could  recover  their  property.  At  the  end  of  1919  these  tax¬ 
payers  did  not  have  any  claim  against  Germany  which  could  be 
enforced  under  any  treaty  or  under  any  existing  principle  of 
international  law,  and  there  was  no  tribunal  in  existence  wherein 
these  taxpayers  might  have  proven  and  enforced  their  claims. 

At  the  end  of  1919  the  Government  of  the  United  States  had  not 
adopted  a  policy  with  respect  to  the  collection  of  claims  against 
Germany.  At  that  time  the  State  Department  uniformly  advised 
American  citizens  desiring  to  know  whether  their  property  seized 
by  the  German  Custodian  would  ever  be  returned,  that  the  question 
was  so  far  in  the  future  that  it  depended  upon  considerations  which 
could  not  be  foretold  at  that  time. 

At  the  end  of  1919  the  United  States  and  Germany  were  still 
technically  at  war  and  it  could  not  be  foreseen  at  that  time  when 
peace  would  be  made  between  them.  The  Senate  had  rejected  the 
Treaty  of  Versailles  and  there  was  a  deadlock  between  the  President 
and  the  Senate  which  had  engendered  such  bitterness  that  no  one 
could  then  say  when  a  treaty  of  peace  would  be  made.  It  was  im¬ 
possible  at  that  time  to  know  wdrat  provision  such  treaty ;  when  made, 
would  contain  with  respect  to  property  of  American  citizens  which 
had  been  seized  by  the  German  Custodian. 

On  June  30, 1917,  the  securities  on  deposit  with  the  Prussian  State 
Bank  included  bonds  of  the  German  Government,  of  German  munici¬ 
palities  and  German  railway  and  commercial  companies;  stocks  in 
German  companies  and  bonds  of  the  Japanese,  Chinese  and  Moroc¬ 
can  Governments.  The  bonds  of  the  German  Government,  munici¬ 
palities  and  companies  so  held  on  that  date  had  cost  the  taxpayers 
955,719.75  marks.  The  March  1,  1913,  value  of  such  bonds  as  were 
acquired  prior  to  that  date,  plus  the  cost  of  those  acquired  there¬ 
after,  was  866,848.60  marks.  As  to  each  of  such  securities,  the 
March  1,  1913,  value  was  less  than  cost.  The  stocks  in  German 
companies  so  held  on  June  30,  1917,  had  cost  taxpayers  95,152.50 
marks,  and  the  March  1,  1913,  value  was  87,702  marks.  On  the  same 
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date  there  was  on  deposit  in  that  bank  to  the  credit  of  the  partner¬ 
ship  332,392.25  marks.  All  of  such  securities  and  credit  had  been 
acquired  by  taxpayers  at  the  normal  rate  of  exchange  of  the  mark, 
namely,  23.80  cents  per  mark. 

As  interest  coupons  were  clipped  and  as  bonds  were  redeemed 
or  paid,  the  proceeds  were  deposited  in  the  account,  both  before 
and  after  the  seizure  of  such  account  by  the  German  Alien  Prop¬ 
erty  Custodian.  The  taxpayers  had  no  knowledge  of  this  on  Decem¬ 
ber  31,  1919,  or  prior  thereto.  The  seizure  by  the  German  Alien 
Property  Custodian  included  all  of  such  bonds  and  stocks  and  the 
cash  balance  on  deposit,  including  the  proceeds  of  any  of  such  bonds 
paid  or  redeemed  between  June  30,  1917,  and  the  date  of  seizure. 

In  December,  1919,  the  taxpayers  charged  off  the  cost  of  such 
bonds,  stocks  and  bank  balance  on  their  books,  excepting  the  bonds 
of  the  Japanese,  Chinese  and  Moroccan  Governments. 

No  part  of  the  loss  claimed  by  the  taxpayers  as  a  result  of  the 
seizures  was  compensated  for  by  insurance. 

In  1921  the  Alien  Property  Custodian  returned  to  the  taxpayers 
the  property  which  had  been  seized  or  the  proceeds  of  such  part 
thereof  as  had  been  disposed  of  by  him.  In  preparing  their  income- 
tax  return  for  that  year  the  taxpayers  included  as  income  the  value 
of  the  securities  and  marks  then  received. 

In  computing  the  deficiencies  the  Commissioner  refused  to  allow 
the  taxpayers  any  deduction,  either  in  1918  or  1919,  for  debts 
ascertained  to  be  worthless  or  for  losses  sustained. 

OPINION. 

Phillips:  At  the  time  the  United  States  entered  the  World  War 
in  1917  the  petitioners  had  certain  bonds,  stock  and  bank  deposits 
in  Germany,  which  were  seized  in  1918  by  the  German  Alien  Prop¬ 
erty  Custodian.  They  seek  to  deduct  as  debts  ascertained  to  be 
worthless  and  charged  off  in  1919,  the  March  1,  1913,  value  (which 
was  less  than  cost)  of  the  German  Government,  municipal  and 
corporation  bonds,  and  the  cost  to  them  of  the  bank  deposit.  The 
evidence  establishes  that  such  bonds  are,  under  the  German  law 
as  under  our  laws,  evidences  of  indebtedness  and  therefore  the 
subject  of  such  a  deduction  under  proper  circumstances.  As  to 
the  stocks  in  German  companies,  it  is  conceded  that  these  do  not 
constitute  an  indebtedness,  and  deduction  for  a  loss  is  claimed  in 
1918,  the  year  of  the  seizure. 

The  Revenue  Act  of  1918  provides  for  the  deduction  of  both  debts 
ascertained  to  be  worthless  and  losses  sustained.  If  a  debt  becomes 
worthless,  it  would  seem  that  a  loss  has  been  sustained.  Debts, 
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however,  are  deductible  in  the  year  in  which  they  are  ascertained 
to  be  worthless  and  charged  off,  which  may  be  other  than  the  year 
in  which  they  in  fact  became  worthless.  Since  it  can  not  be  assumed 
that  a  double  deduction  was  intended,  it  would  appear  that,  if  a 
debt  became  worthless  in  one  year,  but  was  not  ascertained  by  the 
taxpayer  to  be  worthless  until  the  following  year,  deductions 
could  not  be  taken  for  a  loss  in  the  first  year  and  for  a  bad  debt 
in  the  second.  Furthermore,  a  loss  may  be  sustained  upon  account 
of  an  indebtedness  without  any  ascertainment  of  worthlessness,  as, 
for  example,  the  embezzlement  of  negotiable  securities.  In  that 
case,  a  loss  may  be  sustained  in  the  year  of  the  embezzlement, 
although  there  has  been  no  ascertainment  that  the  debt  itself  is 
worthless. 

It  becomes  necessary,  therefore,  in  every  case  to  distinguish  be¬ 
tween  a  loss  sustained  and  a  debt  ascertained  to  be  worthless.  In 
the  present  instance  it  appears  to  us  that  there  has  been  no  proof 
that  any  of  the  debts  in  controversy  were  worthless.  The  fact,  so 
far  as  there  is  any  proof,  is  that  the  debtors  were  solvent;  indeed, 
some  of  the  bonds  were  redeemed  and  the  proceeds  deposited  in  the 
seized  account  during  1918  and  1919.  The  claim  for  the  deduction 
is  based,  not  upon  the  worthlessness  of  the  bonds  or  of  the  bank 
deposit,  but  rather  upon  the  seizure  thereof  by  the  German  Gov¬ 
ernment.  The  fact  is  that,  while  uncollectible  by  taxpayers,  the 

debts  did  have  a  value  and  were  collectible  bv  the  new  owner.  It 

%/ 

is  our  opinion  that  the  seizure  and  continued  holding  of  these  bonds 
by  authority  of  the  enemy  government  does  not  constitute  the  basis 
for  a  deduction  upon  the  ground  that  the  debts  were  ascertained 
to  be  worthless,  and  that,  if  any  deduction  is  allowable,  it  is  upon 
the  basis  of  a  loss  sustained  by  reason  of  the  seizure. 

We  come  then  to  consider  whether  any  deductible  loss  was  sus¬ 
tained  in  1918,  when  the  property  was  taken  over  by  the  German 
Alien  Property  Custodian  by  decree  of  the  Imperial  German  Gov¬ 
ernment.  The  undisputed  evidence  is  to  the  effect  that  under  such  de¬ 
cree  possession,  title,  and  all  interest  in  the  seized  property  were  taken 
from  the  taxpa}^ers  and  vested  in  the  Custodian,  but  that  such 
decree  did  not  provide  what  ultimate  disposition  should  be  made 
of  the  property.  The  Custodian,  however,  was  an  agent  of  the 
German  Government  which  possessed  the  necessary  powder  to  enforce 
its  decree.  Since  no  provision  was  made  for  the  ultimate  return 
of  the  property  or  for  compensation,  the  substance  of  the  situation 
was  that  possession  of  and  title  to  the  property  was  taken  from  the 
taxpayers  and  vested  in  the  German  Government.  All  rights  of 
the  taxpayers  in  the  property  ceased,  and  it  was  only  in  the  event 
that  Germany  should  later,  by  treaty  or  otherwise,  provide  for  its 
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return  or  for  compensation  that  any  rights  would  arise  in  favor 
of  the  taxpayers. 

Although  the  taxpayers  no  longer  had  any  interest  or  title  in  the 
property,  under  principles  of  international  law,  which  the  German 
Government  might  or  might  not  recognize,  a  claim  arose  against 
the  German  Government  upon  the  part  of  the  United  States  on 
behalf  of  the  taxpayers,  which  the  United  States  might  or  might 
not  prosecute  as  it  saw  fit  and  by  such  means  as  were  available. 

One  nation  treats  with  the  citizens  of  another  only  through  their  government. 
A  sovereign  cannot  be  sued  in  his  own  courts  without  his  consent.  His  own 
dignity,  as  well  as  the  dignity  of  the  nation  he  represents,  prevents  his  appear¬ 
ance  to  answer  a  suit  against  him  in  the  courts  of  another  sovereignty,  except 
in  performance  of  his  obligations,  by  treaty  or  otherwise,  voluntarily  assumed. 
Hence,  a  citizen  of  one  nation  wronged  by  the  conduct  of  another  nation,  must 
seek  redress  through  his  own  government.  His  sovereign  must  assume  the 
responsibility  of  presenting  his  claim,  or  it  need  not  be  considered.  If  this 
responsibility  is  assumed,  the  claim  may  be  prosecuted  as  one  nation  proceeds 
against  another,  not  by  suit  in  the  courts,  as  of  right,  but  by  diplomacy,  or,  if 
need  be,  by  war.  It  rests  with  the  sovereign  against  whom  the  demand  is 
made  to  determine  for  himself  what  he  will  do  in  respect  to  it.  He  may  pay 
or  reject  it ;  he  may  submit  to  arbitration,  open  his  own  courts  to  suit,  or  con¬ 
sent  .to  be  tried  in  the  courts  of  another  nation.  All  depends  upon  himself. 
( United  States  v.  Diekelman ,  92  U.  S.  520). 

Many  instances  of  treaties  in  which  a  government  has  surrendered 
the  claims  of  its  nationals  might  be  cited,  but  two  recent  examples 
will  suffice.  In  the  treaty  negotiated  with  Spain  in  1899,  following 
the  Spanish- American  War,  it  was  provided: 

The  United  States  and  Spain  mutually  relinquish  all  claims  for  indemnity, 
national  and  individual,  of  every  kind,  of  either  Government,  or  of  its  citizens 
or  subjects,  against  the  other  Government,  that  may  have  arisen  since  the  begin¬ 
ning  of  the  late  insurrection  in  Cuba  and  prior  to  the  exchange  of  ratifications 
of  the  present  treaty,  including  all  claims  for  indemnity'  for  the  cost  of  the  war. 

The  United  States  will  adjudicate  and  settle  the  claims  of  its  citizens  against 
Spain  relinquished  in  this  article.  (Art.  VII,  30  Stat.  1754.) 

In  the  Treaty  of  Versailles,  negotiated  June  28,  1919,  which  formed 
the  basis  of  peace  between  Germany  and  the  European  Allies,  it  was 
provided  in  Part  X,  section  IV,  that  the  property  of  German 
nationals  within  the  territory  of  the  Allies  should  be  retained  and 
liquidated  by  such  Allied  power  and  that  the  proceeds  might  be 
charged  with  the  amounts  due  the  nationals  of  such  Allied  power 
arising  out  of  their  property  in  German  territory  or  debts  due  them 
by  German  nationals.  Sen.  Doc.  No.  49,  66th  Cong.,  1st  Sess.  Under 
the  treaty  of  peace  between  the  United  States  and  Germany  a  similar 
power  with  respect  to  the  property  of  German  nationals  within  the 
territory  of  the  United  States  was  reserved  to  this  country. 

It  would  accordingly  appear  that,  after  the  property  was  taken 
by  the  Custodian,  the  taxpayers  were  entirely  devested  of  their 
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property.  All  that  they  had  was  the  hope  that  the  treaty  of  peace 
would  provide  for  the  return  of  such  property,  or  its  value,  or,  if  not, 
that  ■  the  United  States  would  compensate  its  nationals  for  seized 
property  which  Germany  might  be  permitted  to  retain  under  such 
treat}’'.  Any  claim  which  existed,  however,  was  a  claim  upon  the 
United  States,  either  to  secure  a  return  of  the  property  by  Germany 
or,  if  it  allowed  confiscation  as  part  of  the  terms  of  the  treaty,  to 
compensate  those  whose  property  was  lost. 

We  are  accordingly  of  the  opinion  that  the  taxpayers  sustained 
a  loss  in  1918  which  they  are  entitled  to  deduct  in  their  returns  for 
that  year. 

Orders  of  redet emanation  will  be  entered 
accordingly  on  15  days'  notice ,  under  Rule  50. 

Marquette  did  not  participate. 
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H.  F.  Suhr  &  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  Nos.  3649,  7568.  Decided  October  19,  1926. 

Upon  the  evidence,  held,  that  the  petitioner  has  not  established 
its  right  to  have  its  tax  liability  for  the  years  1918,  1920  and  1921, 
computed  under  the  provisions  of  section  303  of  the  Revenue  Act  of 
3918,  and  is  not  entitled  to  relief  for  such  years  under  the  pro¬ 
visions  of  section  328  of  the  same  Act. 

Perry  IF.  Shrader ,  Esq.,  for  the  petitioner. 

George  E.  Adams ,  Esq.,  for  the  respondent. 

The  Commissioner  asserts  deficiencies  in  income  and  profits  taxes 
for  the  calendar  years  1918,  1920  and  1921,  in  the  respective  amounts 
of  $13,590.05,  $947.88,  and  $420.42,  all  of  which  are  in  controversy. 
The  petitioner  presents  alternative  contentions :  (1)  That  on  account 
of  the  nature  of  its  business  it  is  entitled  to  have. its  tax  liability 
computed  under  the  provisions  of  section  303  of  the  Revenue  Act 
of  1918;  and  (2)  that,  if  such  method  of  computation  is  refused,  it 
is  entitled  to  special  assessment.  On  motion  the  two  appeals  were 
consolidated. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  California  corporation  with  its  principal  place 
of  business  in  San  Francisco,  where  it  was  engaged  in  the  under¬ 
taking  business  during  the  taxable  years.  Its  authorized  capital  is 
$60,000,  divided  into  600  shares  of  the  par  value  of  $100  each,  all  of 
which  was  issued  fully  paid  and  was  owned  as  follows  in  1918  :  A.  A  . 
Nelson,  secretary,  50  shares;  H.  Fred  Suhr,  Jr.,  treasurer,  50  shares; 
E.  M.  Welch,  vice  president,  150  shares;  C.  R.  Welch,  director,  150 

shares;  William  Welch,  director,  150  shares;  H.  F.  Suhr,  Sr.,  presi- 
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dent,  50  shares.  The  stockholdings  and  stockholders  remained  the 
same  throughout  the  taxable  years,  except  that  H.  F.  Suhr,  Sr., 
died  prior  to  December  31,  1921. 

H.  Fred  Suhr,  Jr.,  and  E.  M.  Welch  are  licensed  embalmers  and 
were  regularly  engaged  in  the  active  conduct  of  the  affairs  of  the 
petitioner  during  the  taxable  years.  Suhr  devoted  all  his  time  there¬ 
to,  except  one  day  and  two  or  three  evenings  of  each  week,  which 
were  required  in  the  discharge  of  his  duties  as  a  member  of  the  Board 
of  Supervisors  of  San  Francisco  County.  As  such  supervisor  he 
received  a  salary  of  $1,200  per  year  for  the  years  1918  and  1920,  and 
of  $2,400  a  year  for  the  year  1921.  Welch  devoted  his  entire  time 
to  the  business. 

The  income  of  the  petitioner  resulted  from  the  sale  of  caskets  and 
other  undertakers’  supplies,  from  services  rendered  as  embalmers, 
from  the  hire  of  automobiles  and  other  vehicles  for  funeral  services, 
and  from  various  minor  sources  incident  to  the  business. 

OPINION. 

Lansdon  :  The  petitioner’s  first  contention  is  that  its  tax  liability 
should  be  computed  under  the  provisions  of  section  303  of  the 
Revenue  Act  of  1918  and  of  the  similar  provisions  of  the  Revenue 
Act  of  1921,  which  are  as  follows: 

That  if  part  of  the  net  income  of  a  corporation  is  derived  (1)  from  a  trade 
or  business  (or  a  branch  of  a  trade  or  business)  in  which  the  employment  of 
capital  is  necessary,  and  (2)  a  part  (constituting  not  less. than  30  per  centum 
of  its  total  net  income)  is  derived  from  a  separate  trade  or  business  (or  a 
distinctly  separate  branch  of  the  trade  or  business)  which  if  constituting  the 
sole  trade  or  business  would  bring  it  within  the  class  of  “  personal  service 
corporations,”  then  (under  regulations  prescribed  by  the  Commissioner  with 
the  approval  of  the  Secretary)  the  tax  upon  the  first  part  of  such  net  income 
shall  be  separately  computed  (allowing  in  such  computation  only  the  same 
proportionate  part  of  the  credits  authorized  in  sections  311  and  312),  and  the 
tax  upon  the  second  part  shall  be  the  same  percentage  thereof  as  the  tax  so 
computed  upon  the  first  part  is  of  such  first  part :  Provided,  That  the  tax 
upon  such  second  part  shall  in  no  case  be  less  than  20  per  centum  thereof, 
unless  the  tax  upon  the  entire  net  income,  if  computed  without  benefit  of  this 
section,  would  constitute  less  than  20  per  centum  of  such  entire  net  income,  in 
which  event  the  tax  shall  be  determined  upon  the  entire  net  income,  without 
reference  to  this  section,  as  other  taxes  are  determined  under  this  title.  The 
total  tax  computed  under  this  section  shall  be  subject  to  the  limitations 
provided  in  section  302. 

The  evidence  adduced  in  support  of  this  contention  is  not  persua¬ 
sive.  We  are  not  convinced  that  this  petitioner’s  income  can  be 
segregated  to  conform  to  the  terms  of  the  statute.  We  are  not  satis¬ 
fied  that  any  part  of  such  income  was  “  derived  from  a  separate  trade 
or  business”  or  from  “a  distinctly  separate  branch  of  the  trade  or 
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msiness Supplying  caskets  and  funeral  materials  and  accessories, 
•mbalming  the  dead,  furnishing  automobiles,  and  rendering  the 
,ther  services  enumerated  by  the  petitioner  are  all  inseparable  parts 
if  a  single  business.  Even  if  the  sources  of  income  were  witlim 
he  provisions  of  the  statute  there  is  not  sufficient  evidence  to  enable 
is  to  make  the  segregations  necessary  to  compute  the  petitioner  s  tax 
iability  under  the  provisions  of  law  relied  upon  for  relief. 

The  documentary  evidence  shows  that  salaries  in  substantial 
imounts  were  paid  to  all  the  stockholders,  that  such  stockholders 
,vere  officers  or  directors,  and  that  only  H.  Fred  Suhr,  Jr.,  and  E.  M. 
Welch  were  regularly  engaged  in  the  active  conduct  of  the  business 
of  the  petitioner.  To  approximate  the  percentage  of  income  whic  i 
the  law  requires  shall  be  derived  from  the  personal  service  branch 
of  a  business,  it  is  apparent  that  all  salaries  must  be  charged  against 
the  merchandise  department.  The  total  receipts  from  embalming, 
while  considerable,  never  exceeded  10  per  cent  of  the  gross  income 
of  the  petitioner  in  any  year  involved  in  this  proceeding.  Moreover, 
such  services  were  rendered  for  the  most  part  by  employees  who 
had  no  participating  interest  in  the  profits  of  the  business.  In  the 
li<dit  of  all  the  evidence,  we  must  sustain  the  Commissioner  in  11s 
refusal  to  compute  the  petitioner’s  tax  liability  for  the  years  1918, 
1920  and  1921,  under  the  provisions  of  section  303  of  the  Revenue 

Act  of  1918.  .  v 

The  alternative  contention  of  the  petitioner  is  not  supported  by 

any  convincing  proof.  There  are  no  abnormalities  as  to  invested 
capital  or  other  conditions  that  distinguish  this  petitioner  from  othei 
corporations  engaged  in  the  undertaking  business  in  San  Francisco. 
We  are  without  knowledge  of  the  rates  of  excess-profits  taxes  paid 
by  the  concerns  suggested  as  proper  comparatives.  This  whole  phase 
of  the  petitioner’s  appeal  rests  on  a  few  6a?  parte  statements  by  an 
accountant  who  had  prepared  the  income  and  profits-tax  returns  of 
other  undertaking  concerns  for  some  of  the  years  here  involved. 

Such  evidence  is  without  probative  value. 

Judgment  will  be  entered  for  the  Com  mission  e  r. 


Benham  Ice  Cream  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  3401.  Decided  October  19,  1926. 

Depreciation  of  tangible  assets  determined. 

Neil  E.  Larkin,  Esq.,  for  the  petitioner. 

George  E.  Adams ,  Esq.,  for  the  respondent. 
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The  Commissioner  has  determined  a  deficiency  in  income  and 
profits  taxes  for  the  year  1919  in  the  amount  of  $7,409.47,  of  which 
$5,512.99  is  in  controversy.  The  petitioner  alleges  that  the  Com¬ 
missioner  erred  in  reducing  the  amounts  claimed  as  deductions  from 
gross  income  for  the  taxable  year  on  account  of  depreciation  of 
certain  of  its  plant  assets,  but  admitted  at  the  hearing  that  the  Com¬ 
missioner’s  computation  of  such  depreciation  on  tubs,  cans  and  cab¬ 
inets  was  correct. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  California  corporation  with  its  principal  office 
at  Fresno.  During  the  taxable  year  it  was  engaged  in  the  man¬ 
ufacture  and  sale  at  wholesale  and  retail  of  ice  cream  and  water 
ices.  Its  trade  territory  was  the  San  Joaquin  valley,  covering  an 
area  75  by  200  miles.  It  delivered  10  per  cent  of  its  sales  to  places 
outside  of  Fresno.  • 

The  business  of  the  petitioner  is  somewhat  seasonal,  the  period  of 
its  intensive  work  and  maximum  production  extending  from  April 
to  October,  inclusive,  during  which  more  than  90  per  cent  of  its 
product  is  manufactured  and  marketed.  During  the  taxable  year 
all  its  departments  were  operated  continuously  for  24  hours  daily 
during  the  busy  season,  and  for  that  period  40  persons  were  em¬ 
ployed  on  the  day  shift  and  20  at  night. 

It  was  the  custom  of  the  petitioner  to  make  all  additions  to  and 
replacements  of  plant  and  equipment  during  the  first  three  months 
of  the  year.  All  repair  work,  except  that  on  account  of  breakage 
and  accidents,  was  done  during  the  same  period. 

The  parties  agree  that  the  books  of  the  petitioner  showed  a  total 
value  of  depreciable  assets  at  the  end  of  the  year  1919  in  the  amount 
of  $178,631.23.  Upon  this  valuation  the  petitioner  computed  depre¬ 
ciation  at  the  rate  of  33%  per  cent  on  its  auto  trucks  and  automobiles, 
at  15  per  cent  on  its  machinery  and  equipment,  and  at  5  per  cent 
on  its  factory  buildings,  in  the  total  amount  of  $33,893.13,  which 
it  deducted  from  its  gross  income  in  its  income  and  profits-tax 
return  for  the  taxable  year.  Upon  audit  of  such  return  the  Commis¬ 
sioner  computed  depreciation  on  auto  trucks  and  automobiles  at  25 
per  cent,  on  machinery  and  equipment  at  10  per  cent,  and  on  factory 
buildings  at  2%  per  cent,  and  applied  such  rates  to  the  average  bal¬ 
ances  in  each  of  such  groups  of  assets  for  the  year. 

The  useful  life  of  the  auto  trucks  and  automobiles  used  by  the 
petitioner  during  the  taxable  year  was  not  more  than  3  years; 
that  of  the  plant  equipment  and  machinery  was  not  more  than  7 
years ;  and  that  of  the  factory  buildings  was  not  more  than  25  years. 
The  petitioner  admits  that  the  Commissioner  correctly  determined 
the  depreciation  on  tubs,  cans  and  cabinets.  The  value  of  the  build- 
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ings  should  be  increased  in  the  amount  of  $5,064.69,  the  cost  of 
additional  construction  prior  to  April  1,  1919. 

OPINION. 

Lansdon:  The  two  issues  involved  in  this  proceeding  are  (1)  the 
correct  basis  for  depreciating  the  book  values  of  the  tangible  assets 
owned  by  the  petitioner  at  the  close  of  the  taxable  year,  and  (2)  the 
proper  rates  of  depreciation  to  be  applied  to  such  values.  We  have 
held  that  depreciation  is  a  matter  of  fact  to  be  established  by 
satisfactory  evidence.  Appeal  of  Cleveland  Home  Brewing  Co ., 
1  B.  T.  A.  87. 

The  petitioner  has  proved  that  substantially  all  its  additions  to 
equipment  and  machinery  were  made  prior  to  April  1,  1919,  and 
were  in  use  in  the  production  of  not  less  than  94  per  cent  of  its 
total  output  for  the  year.  We  are  of  the  opinion  that  the  balances 
in  assets  accounts  at  the  end  of  the  year  are  the  proper  bases  for 
the  computation  of  depreciation '  by  this  petitioner.  In  the  Appeal 
of  the  Robert  P.  Hy arris  Coal  Co .,  1  B.  T.  A.  217,  upon  which  the 
Commissioner  relies  to  support  his  method,  the  conditions  were  differ¬ 
ent  in  that  additions  to  equipment  were  made  throughout  the  year, 
and  also  in  that,  so  far  as  disclosed  in  the  findings  of  fact  in  that 
appeal,  the  production  of  the  mine  was  uniform  throughout  the 
taxable  year. 

The  evidence  adduced  by  the  petitioner  convinces  us  that  the 
depreciation  rates  of  33%  and  15  per  cent  on  auto  trucks  and  auto¬ 
mobiles  and  machine^  and  equipment,  respectively,  used  in  the 
manufacture  and  sale  of  ice  cream  is  reasonable.  Appeal  of  J.  C. 
Eves ,  2  B.  T.  A.  115.  The  factory  buildings  of  the  petitioner  were 
of  concrete,  tile  and  wood  construction  and  were  subject  to  unusual 
wear  and  tear  on  account  of  the  nature  of  the  business  and  by  reason 
of  vibration  resulting  from  the  use  of  heavy  machinery.  We  are 
of  the  opinion  that  the  useful  life  of  such  structures,  so  used,  is 
not  more  than  25  years. 

Judgment  will  be  entered  on  20  days ’  notice , 
under  Rule  50. 


Appeal  of  Lawrence  Elmer  Burton. 

Docket  No.  2689.  Decided  October  19,  1926. 

Ja&ies  Sherier ,  Esq .,  for  the  petitioner. 

F.jO.  Graves ,  Esq.,  for  the  Commissioner. 

Sternhagen  :  Deficiency  of  $201.92  income  tax  for  1922,  resulting 
froi^|  the  Commissioner’^  disallowance  of  petitioner’s  deduction  of 
neciJssary  business  expenses. 
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FINDINGS  OF  FACT. 
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Petitioner  is  a  United  States  citizen,  and  in  1922  he  was  em¬ 
ployed  by  H.  K.  Mulford  Co.  as  salesman  in  Straits  Settlement. 
Java,  Borneo,  French  Indo  China,  Siam  and  Malay  States.  His 
employment  was  under  a  written  contract  providing  a  salary  of 
$200  a  month  and  necessary  approved  traveling  expenses.”  For 
all  sales  in  excess  of  $50,000  net  per  year  he  was  to  receive  “  a  bonus 
of  5  per  cent  on  such  excess  providing  however  that  the  total 
amount  of  his  selling  cost  including  salary  and  expenses  shall  not 
exceed  12yz  per  cent  of  the  total  amount  of  sales.”  In  1922  he  did 
not  make  sufficient  sales  to  entitle  him  to  a  bonus  and  he  received 
no  bonus.  He  traveled  much  of  the  time,  and  rendered  itemized  ex¬ 
pense  accounts  to  the  company  upon  which  the  company  paid  him 
$4,099.55  as  expenses,  in  addition  to  the  salary  of  $2,400,  a  total  of 
$6,499.55. 

Petitioner  included  this  entire  amount  in  gross  incolne  and  de¬ 
ducted  the  amount  of  expenses. 

.  Judgment  will  be  entered  for  the  'petitioner . 


Appeal  of  Frances  J.  Eaton. 

Docket  No.  5614.  Decided  October  19,  1926. 

\ 

1 .  Coleman  Andrews ,  C.  P.  A .,  for  the  petitioner. 

1  hos.  P .  Dudley ,  Jr .,  Esq.,  for  the  Commissioner. 
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Deficiencies  in  income  tax  of  $133.90  for  1919  and  $165.45  for 
1920,  arising  from  the  Commissioner’s  disallowance  of  petitioner's 
depletion  deductions  on  limestone. 

i 

FINDINGS  OF  FACT. 

Petitioner  is  the  owner  of  an  undivided  one-sixth  interest  in  a 
limestone  property  located  at  Marblehead,  Ottawa  County,  Ohio. 
The  property  is  operated  by  The  Kelley  Island  Lime  &  Transport  Co. 
under  a  lease  dated  February  15,  1907,  for  a  term  of  20  yea\rs,  by  the 

teims  of  which  the  lessee  paid  a  royalty  of  4  cents  for  each  ton 
removed.  \ 

On  March  1,  1913,  the  property  contained  9,689,406  tons\  of  un¬ 
quarried  limestone.  In  1919  the  number  of  tons  remove^  was 
847,407,  from  which  petitioner  received  $5,656.04  as  her  share  kf  the 
royalty.  In  1920  the  number  of  tons  removed  was  756,176,  Wrom 
which  petitioner  received  $5,041.17  as  her  share  of  the  royalt.. 

In  1919  the  Commissioner,  before  an  engineering  investigation  oi 
the  property  in  question  had  been  made,  fixed  a  depletion  raw?  oi 
'A/2  cents  per  ton  for  the  interests  of  some  of  the  other  owners. 
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On  May  27,  1907,  a  deed  was  given  of  four  parcels  of  land  m 
the  vicinity,  consisting  of  5,  6,  3,  and  0.68  acres,  or  a  total  of  14.68 
acres  from  Patrick  Doner  to  The  Kelley  Island  Lime  &  Transport 
Co.  for  a  named  consideration  of  $23,000  Upwards  of  12  acres  of 
this  property  were  limestone.  The  practice  in  quarrying  this  hint 
stone  is  to  quarry  only  to  a  depth  of  20  feet  and  to  figure  166  pounds 
to  a  cubic  foot  of  stone,  or  about  72,200  tons  to  an  acre. 

One  James,  who  was  the  owner  of  an  interest  m  the  property  m 
question  and  represented  several  other  owners,  filed  with  the  Com¬ 
missioner  on  Form  F,  called  “  Schedules  for  Substantiation  of  V  alua- 
tion,  Depletion,  and  Depreciation  Inorganic  Nonmetallic  Mineral 
Properties,”  the  statement  that  prior  to  March  1,  1913,  he  estimated 
that  upwards  of  3,000,000  tons  had  been  removed  from  the  property, 
and  the  following  quantities  thereafter : 


1913  _ 

1914 

QOJ.  QQA 

1917 

723,  820 

976,  005 

1918 _ 

914,  212 
843,  407 

•1  HI  K 

487,  757 

1919 _ 

1915  - 

1916  _ 

668,214 

1920 _ 

756, 126 

The  Kelley  Company  had  operated  the  property  for  many  years 

prior  to  1907.  ,.  , 

The  Commissioner  computed  the  depletion  rate  by  finding  the 

present  worth  on  March  1,  1913,  of  the  agreed  royalty  rate  over  an 
assumed  life  of  the  quarry  of  20  years  and  applying  this  to  the 
1913  content  of  the  quarry.  The  depletion  rate  thus  allowed  is  l.<6 

cents  per  ton. 

OPINION. 

Sternhagen:  The  petitioner  attacks  the  Commissioner’s  use  of 
Hoskold’s  formula  in  determining  the  discount  value  of  the  agited 
royalties.  She  urges  that  the  Commissioner  was  not  justified  m 
extending  the  probable  life  of  the  quarry  to  20  years,  based  upon  a 
spreading  of  the  prior  removal  of  3,000,000  tons  over  the  period  of 
six  years  subsequent  to  February,  190 r.  But  the  petitionei  proves 
nothing  better.  On  March  1,  1913,  so  far  as  the  evidence  shows,  the 
only  experience  upon  which  a  valuation  could  be  based  was  that 
3,000,000  tons  had  been  removed  over  a  period  of  more  than  six  years, 
thus  giving  a  maximum  annual  average  of  500,000  tons.  If  anyone 
could  have  prognosticated  a  greater  output,  it  does  not  appeal  fiom 
this  record.  It  can  not  be  doubted  that  the  prospect  of  4  cents  a 
ton  sometime  in  the  future* is  worth  something  less  than  that  at 
present.  The  old  adage  has  it  that  the  ratio  is  a  bird  in  the  hand  to 
two  in  the  bush.  The  Commissioner  applied  Hoskold’s  formula  to 
the  data  available,  and  upon  the  present  record  we  are  not  convinced 
this  was  in  error. 

Judgment  will  be  entered  for  C ommissioner. 
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W.  C.  Collins  and  C.  C.  Collins,  Petitioners,  v.  Commissioner 

of  Internal  Revenue,  Respondent. 

Docket  No.  5986.  Decided  October  19,  1926. 

Value  of  certain  farm  lands  at  March  1,  1913,  determined. 

D.  Webster  Egan ,  Esq.,  for  the  petitioners. 

A.  C older  Mackay,  Esq.,  and  George  E.  Adams,  Esq.,  for  the 
respondent. 

The  Commissioner  determined  deficiencies  in  income  tax  of  AY.  C. 
Collins  and  C.  C.  Collins  for  the  year  1919  in  the  respective  amounts 
of  $598.38  and  $649,  of  which  the  amounts  of  $512.63  and  $486.92 
are  in  controversy.  The  deficiencies  arise  for  the  most  part  from  the 
Commissioner’s  determination  that  the  value  of  certain  farm  lands 
sold  by  the  petitioners  in  1919  was  no  greater  at  March  1,  1913,  than 
at  the  date  of  acquisition  in  1909.  There  appear  to  have  been  some 
minor  errors  in  the  petitioners’  returns  in  respect  of  other  matters, 
but  the  petitioners  accept  the  adjustments  made  by  the  Commis¬ 
sioner  except  as  to  the  basic  value  of  the  lands. 

FINDINGS  OF  FACT. 

The  petitioners  are  members  with  equal  interests  in  a  partnership 
engaged  in  business  in  California,  under  the  name  of  C.  C.  Collins  & 
Co.,  and  are  entitled  to  equal  shares  in  the  distributive  profits  earned 
by  such  partnership.  Some  time  in  the  year  1909  the  partnership 
bought  the  southwest  quarter  of  section  19,  township  23,  range  23, 
located  in  Tulare  County,  California,  and  the  southeast  quarter  of 
section  24,  township  23,  range  22,  located  in  Kings  County,  in  the 
same  State.  These  tAvo  quartersections  adjoin  and  constitute  one 
continuous  tract  of  320  acres,  bisected  north  and  south  by  the  bound¬ 
ary  line  between  the  two  counties.  For  these  lands  the  partnership 
paid  $40  an  acre,  and  in  addition  it  bought  the  water  rights  apper¬ 
taining  thereto  for  an  additional  consideration  of  $660.  During  the 
taxable  A7ear  the  partners  sold  the  lands,  including  the  water  rights, 
for  a  net  consideration  in  the  amount  of  $27,353.46. 

In  its  income-tax  return  for  the  year  1919  the  partnership  in¬ 
cluded  in  its  gross  income  the  amount  of  $1,005.05  as  the  net  taxable 
gain  resulting  from  the  sale  of  the  lands  in  question.  This  result 
Avas  obtained  by  assigning  a  ATalue  of  $75  per  acre  to  the  lands  as 
of  March  1,  1913,  and  by  adding  thereto  the  amount  of  $2,344.41, 
the  alleged  additional  capital  im^estment  in  the  same  prior  to  the 
date  of  sale  but  subsequent  to  March  1,  1913,  and  subtracting  the  total 
so  obtained  from  the  net  sales  price.  Upon  audit  of  such  return 
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the  Commissioner  held  that  the  value  of  the  land  at  March  1,  1913, 
was  no  greater  than  the  cost  thereof,  disallowed  the  additional  capital 
investment  asserted  by  the  petitioners,  held  that  the  transaction 
resulted  in  a  taxable  gain  in  an  amount  not  disclosed  by  the  record, 
and  determined  the  deficiencies  here  in  question. 

The  land  involved  in  this  controversy  is  what  is  known  in  Cali¬ 
fornia  as  Tulare  silt  soil  and  is  suitable  for  the  production  of  wheat, 
barley,  beans  and  sugar  beets.  When  acquired  by  the  petitioners 
it  was  under  cultivation  and  a  considerable  portion  was  under  an 
irrigation  ditch  which  theretofore  had  been  constructed  along  the 
north  side  of  the  tract.  The  partnership  farmed  the  land  during 
its  ownership  thereof,  either  directly  or  by  leasing  it  to  tenants. 

In  1912,  340  acres  of  land  similar  to  the  tract  in  question,  located  in 
section  9  of  the  same  township  and  range,  on  the  same  irrigation 
ditch,  situated  only  two  miles  north  and  one  and  one-half  miles  east, 
were  sold  for  $80  per  acre.  In  1913,  40  acres  of  similar  land,  lo¬ 
cated  near  by,  were  sold  for  $8(J  per  acre. 

The  fair  market  value  or  price  of  the  land  involved  in  this  con¬ 
troversy  was  $75  an  acre  at  March  1,  1913. 

OPINION. 

Lansdon  :  The  single  issue  in  this  proceeding  is  the  determination 
of  the  fair  market  value  or  price  of  the  land  in  question  at  March 
1,  1913.  To  support  their  valuation  of  $75  per  acre  the  petitioners 
introduced  four  witnesses,  all  of  whom  testified  that  they  were 
familiar  with  lands  and  land  values  in  the  locality  at  the  basic  date. 

W.  C.  Collins,  one  of  the  petitioners,  testified  that  he  had  farmed 
the  land,  was  familiar  with  land  values  in  that  neighborhood,  and 
that  in  his  opinion  the  tract  was  wTorth  not  less  than  $75  per  acre 
at  March  1,  1913.  The  second  witness,  the  cashier  of  a  bank  in  a 
nearby  town,  presented  no  testimony  of  any  probative  value. 

R.  Y.  Williams,  farmer  and  farm  owner  and  for  many  years  a 
judge  of  the  Superior  Court  of  Orange  County,  California,  testified 
that  he  had  owned  section  9,  township  23,  range  23,  for  many  years, 
that  such  section  was  located  two  miles  east  of  the  Collins’  prop¬ 
erty,  to  which  it  is  similar  in  soil  and  other  attributes,  and  that  it 
is  similarly  located  on  the  main  irrigation  ditch  that  supplies  water 
for  agricultural  purposes  in  that  district.  In  October,  1912,  he 
sold  340  acres  of  his  section  for  $80  per  acre,  which,  in  his  opinion, 
was  the  fair  market  value  of  the  Collins’  tract  at  that  date  and  at 
March  1,  1913.  George  H.  Smith  testified  that  some  time  in  1913 
he  bought  40  acres  of  land  near  the  Collins’  property  which  was 
similar  to  that  tract  in  soil,  and  that  he  paid  $80  per  acre  therefor, 
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which,  in  his  opinion,  was  the  value  of  the  tract  in  question  at 
March  1,  1913. 

The  Commissioner  introduced  no  evidence,  either  in  support  of 
his  valuation  of  the  tract  in  question  at  $40  per  acre  on  March  1, 
1913,  or  in  rebuttal  of  the  testimony  of  the  petitioners’  witnesses, 
which  was  not  weakened  or  discredited  by  cross  examination.  We 
are  of  the  opinion  that  the  land  involved  in  this  proceeding  had  a 
fair  market  value  of  $75  per  acre  at  March  1,  1913.  There  is  no 
evidence  of  record  to  inform  us  whether  the  additional  capital  in¬ 
vestment  of  $2,344.41  asserted  by  the  petitioners  was  made  before 
or  after  March  1,  1913,  and  therefore  we  exclude  such  amount  from 
the  cost  of  the  property. 

Judgment  will  be  entered  on  20  days’  notice , 
under  Rule  50. 


m 

Crown  Motor  Carriage  Co.,  Petitioner,  v.  Commissioner  of  In¬ 
ternal  Revenue,  Respondent. 

Docket  No.  3203.  Decided  October  19,  1926. 

Petitioner  sustained  a  loss  during  the  year  1921,  but  failed  to 
prove  a  net  loss.  Held,  that  it  is  not  entitled  to  relief  under  the 
provisions  of  section  204(b)  of  the  Revenue  Act  of  1921. 

Harry  Kahan ,  C .  P.  A.,  for  the  petitioner. 

D.  D.  Shepard ,  Esq.,  for  the  respondent. 

The  Commissioner  asserts  a  deficiency  in  income  tax  for  the  year 
1922  in  the  amount  of  $314.23.  The  sole  question  in  controversy 
is  whether  the  petitioner  is  entitled  to  deduct  the  amount  of 
$2,947.66  from  its  income  for  the  taxable  year,  as  a  net  loss  sustained 
in  the  operation  of  its  business  during  the  fractional  part  of  the  year 
1921,  under  the  provisions  of  section  204  of  the  Revenue  Act  of  1921. 
The  appeal  was  submitted  on  the  pleadings. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Calilfornia  corporation  with  its  principal  place 
of  business  at  Los  Angeles.  In  its  income-tax  return  for  1922  it 
deducted  the  amount  of  $2,947.66  from  its  taxable  income,  as  a  net 
loss  sustained  in  its  business  operations  during  a  portion  of  the 
preceding  taxable  year,  which  was  the  calendar  year  ended  December 
31,  1921.  Upon  audit  of  such  return  the  Commissioner  disallowed 
the  deduction  of  the  alleged  net  loss,  on  the  ground  that  the  preced¬ 
ing  taxable  year  was  not  a  twelve-month  period,  and,  in  his  answer 
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to  the  petition,  admits  that  a  loss  was  sustained  during  that  part 
of  the  preceding  calendar  year  between  November  25,  1921,  and 
December  31,  1921. 

OPINION. 

Lansdon  :  To  prevail  in  its  contention  in  this  proceeding  the  peti¬ 
tioner  must  prove  that  it  sustained  a  net  loss  in  its  operations  during 
the  year  preceding  the  taxable  year.  If  it  was  in  operation  during 
only  a  part  of  such  year,  it  must  show  that  the  factional  year  in¬ 
cluded  all  the  time  from  its  beginning  in  business  as  a  corporation 
until  the  end  of  the  taxable  period.  The  Commissioner  admits  that 
the  petitioner  sustained  a  loss  but  denies  all  the  other  material  alle¬ 
gations  of  the  petition.  The  petitioner  offered  no  proof  of  either  of 
the  conditions  that  must  be  satisfied  to  entitle  it  to  relief  under  the 
provisions  of  section  204  of  the  Revenue  Act-  of  1921,  as  we  have 
heretofore  interpreted  that  section  in  the  Appeal  of  Carroll  Chain 
Co .,  1  B.  T.  A.  38. 

Judgment  will  be  entered  for  the  Commissioner. 


Appeal  of  Chatterton  &  Son.  4 

Docket  No.  6057.  Decided  October  19,  1926. 

The  income  and  profits-tax  return  of  the  petitioner  for  the  tax¬ 
able  year  held  to  have  reflected  its  true  net  income. 

H .  A.  Mihills ,  C.  P.  A.,  for  the  petitioner. 

Briggs  G.  Simpich ,  Esq.,  for  the  Commissioner. 

This  appeal  is  from  the  determination  of  a  deficiency  of  less  than 
$10,000  in  income  and  excess-profits  taxes  for  the  fiscal  year  ended 
June  30,  1918.  The  deficiency  arises  from  the  fact  that  the  peti¬ 
tioner  rendered  its  last  preceding  return  for  a  period  including 
July  1  to  July  28,  1917,  and  the  Commissioner  corrected  it  by  mak¬ 
ing  the  closing  date  June  30,  1917,  and  finding  an  excess  for  the  28 
days.  The  excess  was  included  by  the  Commissioner  in  the  income 
of  the  petitioner  for  the  fiscal  year  1918. 

FINDINGS  OF  FACT. 

I.  The  petitioner  is,  and  was  for  some  years  prior  to  and  at  the 
time  involved  in  this  appeal,  a  corporation  engaged  in  the  grain,  hay, 
potato  and  bean  brokerage  and  jobbing  business — about  80  per  cent 
of  all  relating  to  beans — at  Mt.  Pleasant,  Mich.  It  had  three  branches 
located,  respectively,  at  Grand  Rapids,  Charleroi,  and  Ellsworth, 
Mich. 
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2.  The  petitioner’s  brokerage  business  related  wholly  to  buying 
and  selling  at  wholesale  and  was  all  conducted  at  its  plants  at  Mt. 
Pleasant  and  Grand  Rapids. 

3.  The  petitioner’s  books  were  kept  on  the  accrual  basis,  and,  ex¬ 

cept  as  to  those  relating  to  the  brokerage  business,  were  closed  an¬ 
nually  on  June  30.  The  brokerage  books  were  closed  on  August 
31,  1916,  and  July  28,  1917,  at  Mt.  Pleasant,  and  on  July  26,  1916, 
and  July  28,  1917,  at  Grand  Rapids,  and  all  the  books  were  closed 
on  June  30,  1918.  ■  ■;  1  k  j  .  /!«!•» 

4.  The  petitioner  included  as  income  for  the  fiscal  year,  in  its 
return  for  1917,  all  of  its  net  income  from  the  brokerage  business 
from  July  1  to  July  28,  inclusive,  and  did  not  include  this  income  in 
its  return  for  1918. 

5.  The  Commissioner  decided  that  the  petitioner’s  fiscal  year  must 
have  but  one  date  of  closing,  and  that  the  appropriate  date  was  June 
30.  Pie  therefore  prorated  the  income  for  1917  by  ascertaining  the 
number  of  days  in  the  whole  period  shown  by  the  return  and  the 
number  of  days  shown  subsequent  to  June  30,  1917,  and  deducted  a 
part  of  the  income  shown  proportional  to  these  two  numbers.  The 
amount  deducted  was  $12,376.16.  He  has  increased  the  income 
reported  fn  the  return  for  1918  by  this  amount.  It  is  from  this 
increase  that  the  appeal  is  taken. 

6.  The  petitioner  has  submitted  a  proposed  “  agreed  findings  of 
facts  ”  which  indicates  that,  owing  to  the  fact  that  its  business  was 
seasonal  and  that  very  few  sales  were  made  from  July  1  to  September 
1  of  each  year,  it  actually  lost  money  during  the  first  28  days  of  July, 
1917.  The  Commissioner  has  refused  to  sign  the  findings,  but,  at  the 
hearing,  he  explicitly  admitted  “  the  facts  and  figures  ”  contained  in 
the  stipulation. 

OPINION. 

Lansdon  :  There  is  agreement  between  the  parties  as  to  the  fore¬ 
going  facts.  The  Commissioner,  by  agreeing  to  “  the  facts  and  fig¬ 
ures  ”  in  the  proposed  stipulation  of  facts,  has  admitted  that  the 
petitioner,  instead  of  having  net  income  of  $12,376.16  during  the 
first  28  days  of  July,  1917,  actually  lost  $2,462.66  during  that  period. 
There  is  no  dispute  as  to  the  accuracy  of  the  return  for  the  period 
for  which  it  was  rendered.  This  being  true,  the  conclusion  is  in¬ 
evitable  that  the  return  reflects  a  net  income  in  excess  of  that  actually 
received  during  the  full  taxable  year  beginning  July  1  and  ending 
June  30,  1918.  There  is,  therefore,  no  deficiency. 

Judgment  will  he  entered  for  the  'petitioner . 
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V.  PKOUTY  ET  AL.,  EXECUTORS. 


Anson  V.  Prouty  et  al..  Executors, 
Petitioners,  v.  Commissioner  of 
spondent. 


Estate  of  C.  C.  Prouty, 
Internal  Revenue,  Re- 


Docket  No.  2951.  Decided  October  19,  1929. 

On  the  evidence,  the  value  of  the  estate  involved  in  this  appeal 
is  determined  for  Federal  estate-tax  purposes. 


T.  G.  Negrich ,  Esq .,  for  the  petitioners. 

George  E .  Adams ,  Esq .,  for  the  respondent. 

The  Commissioner  asserts  a  deficiency  in  estate  tax  in  the  amount 
of  $978.76.  The  controversy  results  from  certain  additions  to  the 
value  of  the  gross  estate  made  by  the  Commissioner. 


FINDINGS  OF  FACT. 

C.  C.  Prouty  died  on  February  20,  1923,  leaving  an  estate  made  up 
of  real  and  personal  property  located  in  the  Counties  of  San  Joaquin 
and  Amador  in  the  State  of  California.  The  decedent  disposed  of 
his  estate  by  will,  in  which  he  named  Anson  V.  Prouty,  Gladys  Jones, 
Douglas  L.  Prouty  and  William  E.  Prouty,  as  executors,  all  of  whom 
duly  qualified  under  the  laws  of  California. 

W.  M.  Yarrington,  inheritance  tax  appraiser  for  Amador  County, 
and  John  Scully  and  J.  G.  Clifton,  appointed  to  such  duty  by  the 
Superior  Court  of  Amador  County,  appraised  the  property  of  the 
estate  located  in  that  county  on  June  27,  1923,  and  found  a  gross 
value  thereof  in  the  amount  of  $119,932.82.  W.  W.  Hubbard,  an 
inheritance  tax  appraiser  of  San  Joaquin  County,  appointed  to  such 
duty  by  the  Superior  Court  of  San  Joaquin  County,  appraised  the 
property  of  the  estate  located  in  that  county  on  June  11,  1923,  and 
found  a  gross  value  thereof  in  the  amount  of  $38,140.  The  gross 
value  of  the  entire  estate  as  determined  by  such  appraisers  was  $158,- 
072.82.  Claims  against  the  estate  in  the  amount  of  $91,289.47  were 
established  and,  on  the  resulting  net  valuation  of  $67,143,  the  exec¬ 
utors,  within  the  time  provided  by  law,  made  State  and  Federal 
estate-tax  returns  and  paid  the  taxes  on  such  valuation. 

On  September  30,  1924,  one  year  and  seven  months  after  the  death 
of  the  decedent,  certain  of  the  heirs  of  the  estate,  who  were  contingent 
beneficiaries  under  the  will,  sold  to  one  Kiefer  an  option  to  pur¬ 
chase  the  greater  part  of  the  real  estate  within  one  year  for  a  price 
substantially  greater  than  the  appraised  valuation  of  such  property. 
This  option  was  not  exercised  during  the  year  and  was  renewed  and 
is  still  in  effect. 

Upon  audit  of  the  Federal  estate-tax  returns  made  by  the  exe¬ 
cutors,  the  Commissioner  increased  the  value  of  the  gross  estate  to 
the  amount  of  $229,947.82,  reduced  the  deduction  taken  therefrom 
17153—26 - 3 
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to  the  amount  of  $88,866.18,  determined  that  the  value  of  the  net 
estate  was  $141,081.64,  and  asserted  the  deficiency  now  in  controversy. 
The  increase  in  valuation  determined  by  the  Commissioner  was  the 
difference  between  the  appraised  value  of  the  lands  and  the  option 
price  of  such  property  at  September  30,  1924.  The  petitioners  ac¬ 
cept  the  adjusted  deductions  made  by  the  Commissioner  and  only 
the  increase  in  the  value  of  the  lands  is  in  controversy. 

OPINION. 

Lansdon:  The  petitioners  contend  that  the  appraisal  made  by 
persons  duly  appointed  by  the  courts  having  jurisdiction  of  such 
matters  under  the  laws  of  California  truly  reflects  the  value  of  the 
estate  of  the  decedent,  and  that  the  Commissioner  erroneously  in¬ 
creased  such  value  when  he  adopted  the  option  entered  into  one  year 
and  seven  months  after  the  death  of  the  decedent  as  the  basis  of  his 
revaluation.  At  the  hearing  counsel  for  the  Commissioner  insisted 
that  the  Commissioner  had  the  right  to  use  the  option  as  evidence 
of  value. 

The  Commissioner  is  entitled  to  use  any  proper  evidence  in  de¬ 
termining  the  value  of  estates  for  inheritance  tax  purposes.  We  are 
of  the  opinion,  however,  that  the  consideration  fixed  in  an  option 
entered  into  on  September  30,  1924,  is  not  conclusively  determina¬ 
tive  of  the  value  of  the  lands  involved,  either  at  the  date  of  the 
option  or  at  February  20,  1923,  which  was  the  date  of  the  death 
of  the  decedent.  The  option  has  never  been  exercised,  and,  in  our 
opinion,  can  not  be  accepted  as  a  measure  of  the  value  of  the  prop¬ 
erty  involved. 

The  petitioners  introduced  two  witnesses,  both  of  whom  were 
beneficiaries  under  the  will  of  the  decedent.  Each  testified  that  he 
was  familiar  with  the  value  of  the  property  and  that  at  the  date  of 
the  death  of  the  decedent  it  could  not  have  been  sold  for  the  ap¬ 
praised  valuation. 

Judgment  will  be  entered  on  20  days'  notice , 
under  Rule  00. 

— 

Appeal  of  Cincinnati,  Findlay  &  Ft.  Wayne  Railway  Co., 

J.  B.  Carothers,  Receiver. 

Docket  No.  4886.  Decided  October  20,  1926.  1 

Leo  B.  Kagan ,  Esq.,  for  the  petitioner. 

Percy  /S.  Crewe ,  Esq.,  for  the'  Commissioner. 

Phillips  :  This  is  an  appeal  from  the  determination  of  a  deficiency 
in  income  tax,  in  the  amount  of  $1,597.39,  for  the  calendar  year  1922. 
The  only  question  involved  is  whether  the  amount  of  $18,000.  paid 
by  the  United  States  Railroad  Administration  to  the  taxpayer  in 
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1922,  constitutes  taxable  income  to  it  in  that  year,  as  contended  by 
the  Commissioner.  The  facts  are  admitted,  and  the  admissions  are 
copied  verbatim. 

FINDINGS  OF  FACT. 

J.  B.  Carothers  was  appointed  receiver  of  the  Cincinnati,  Findlay 
&  Ft.  Wayne  Railway  Co.  on  March  15,  1917.  From  March  15, 
1918-,  to  August  31,  1918,  the  railroad  was  under  Federal  control 
and  was  operated  by  the  United  States  Railroad  Administration, 
and  during  that  period  all  of  its  accounts  were  handled  by  the 
Nickel  Plate  Railroad.  On  the  latter  date,  operation  of  the  rail¬ 
road  was  discontinued  and  it  has  not  been  operated  since  that  date. 
On  November  18,  1918,  the  property  of  the  company  was  sold  under 
foreclosure  proceedings  and  the  sale  was  confirmed  on  November 
19,  1918,  by  order  of  the  United  States  District  Court  for  the  Western 
Division  of  the  Southern  District  of  Ohio. 

In  June,  1922,  the  United  States  Railroad  Administration  paid 
to  the  receiver  the  sum  of  $18,000  for  the  possession,  use,  and  occu¬ 
pation  of  the  property  of  the  railway  company  for  the  period  in 
1918  that  it  was  under  Federal  control.  The  return  of  the  taxpayer 
for  the  taxable  year  1918  showed  a  deficit  of  $23,730.99^ 

For  the  year  1922  the  receiver  filed  an  income-tax  return  on  be¬ 
half  of  the  railway  company,  showing  a  deficit  of  $1,322.82.  On 
auditing  the  return  the  Commissioner,  by  adding  the  amount  of 
$18,000,  above  mentioned,  to  the  income  reported,  found  a  net  income 
for  the  year  of  $16,677.18,  and  computed  thereon  the  tax  involved  in 
this  appeal. 

The  books  of  the  railway  company  were  kept  on  an  accrual  basis, 
as  required  by  the  Interstate  Commerce  Commission. 

There  is  no  deficiency  for  1922,  and  an  order 
will  be  entered  accordingly.  Appeal  of  Illi¬ 
nois  Terminal  Co.,  5  B.  T.  A.  Id. 

Marquette,  Smith,  and  Sternhagen  dissent. 


Appeal  of  Western  Star  Milling  Co. 

Docket  No.  2852.  Decided  October  20,  1926. 

Depreciation  reserves  relating  to  tangible  assets,  set  up  prior 
to  the  taxable  year  involved,  will  not  be  disturbed  for  invested 
capital  purposes  without  positive  evidence  that  the  depreciation 
actually  sustained  had  not  been  written  off  by  the  taxpayer. 

Perry  J.  Barnes ,  C .  P.  A .,  for  the  petitioner. 

Robert  A.  Littleton ,  Esq.,  for  the  Commissioner. 
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This  is  an  appeal  from  a  deficiency  in  income  and  profits  tax  for 
the  fiscal  year  ended  June  30,  1920,  in  the  amount  of  $635.78,  prac¬ 
tically  all  of  which  is  in  controversy.  The  taxpayer  asserts  that  the 
Commmissioner  erroneously  reduced  invested  capital  in  an  amount 
alleged  to  represent  “  insufficient  depreciation  in  prior  years,”  and 

refused  to  allow  reasonable  allowance  for  exhaustion,  wear  and  tear 

7 

of  property  used  in  the  trade  or  business  during  the  taxable  year. 

FINDINGS  OF  FACT. 

The  taxpayer  is  a  Kansas  corporation  with  its  principal  office  at 
Salina,  where  it  is  engaged  in  the  business  of  dealing  in  milling  and 
marketing  wheat  and  other  grains  and  the  by-products  resulting 
from  the  milling  of  the  same.  It  was  organized  in  1901  as  the 
successor  of  a  firm  engaged  in  the  same  business  and  took  into 
its  books  the  amount  of  $20,000  as  the  cost  value  of  the  plant  assets 
acquired  from  its  predecessor.  From  the  date  of  its  organization 
until  June  30,  1920,  it  increased  its  plant  assets  by  purchase,  as 
shown  by  its  books,  to  the  amount  of  $179,680.40,  and  accumulated 
a  depreciation  reserve  against  the  same  in  the  amount  of  $27,812.61, 
resulting  in  a  net  plant  assets  account  at  the  close  of  the  taxable  year 
in  the  amount  of  $151,867.79,  which  it  included  in  the  computation 
of  its  invested  capital  for  excess-profits-tax  purposes  for  such  year. 

During  the  period  from  1901  to  June  30,  1920,  it  was  the  con¬ 
sistent  practice  of  the  taxpayer  to  carry  into  its  depreciation  reserve 
at  the  end  of  each  fiscal  year  such  amounts  as,  in  the  best  judgment 
of  its  officers  and  directors,  represented  the  actual  physical  deterio¬ 
ration  of  its  depreciable  assets  during  such  year,  full  weight  being 
given  to  the  cost  and  effect  of  repairs  and  to  replacements  of  equip¬ 
ment  worn  out  and  abandoned.  Additions  to  plant  assets  were 
sometimes  charged  against  current  income  as  operating  expenses 
and  sometimes  carried  to  the  plant  investment  account,  and,  in  some 
instances,  additional  replacements  and  repairs  of  equipment  were 
charged  against  the  depreciation  reserve,  which  the  directors  and 
officers  regarded  as  a  sum  set  apart  for  maintaining  the  entire  plant 
at  or  somewhat  in  excess  of  its  book  value. 

Upon  audit  of  the  taxpayer’s  income  and  profits-tax  return  for 
the  fiscal  year  ended  June  30,  1920,  the  Commissioner  increased  the 
plant  assets  account  from  $179,680.40  to  $199,884.46,  on  account  of 
additions  to  equipment  which  the  taxpayer  had  not  capitalized,  in¬ 
creased  the  reserve  for  depreciation  to  $82,243.95,  thereby  reducing 
the  plant  investment  account  to  $117,640.51  and  the  invested  capital 
of  the  taxpayer  in  the  net  amount  of  $34,227.28,  and  asserted  the 
deficiency  here  in  question.  In  making  such  readjustment  of  the 
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book  value  of  the  taxpayer’s  depreciable  assets,  the  Commissioner 
applied  the  rates  of  depreciation  which  are  customarily  regarded 
as  a  fair  measure  of  annual  losses  sustained  by  the  wear  and  tear 
and  exhaustion  of  such  property.  At  June  30,  1920,  the  depre¬ 
ciable  assets  of  the  taxpayer  consisted  of  a  water  power  plant  and 
dam,  an  office  building,  two  mill  buildings,  fully  equipped,  two 
elevators  and  a  warehouse  at  Salina,  and  six  country  elevators  all 
fully  equipped  with  necessary  machinery. 

OPINION. 

Lansdon  :  The  only  issue  involved  in  this  appeal  is  whether  the 
Commissioner  erroneously  increased  the  taxpayer’s  depreciation  re¬ 
serve  by  applying  recognized  formulae  to  the  book  value  of  plant 
assets  from  the  date  of  organization  to  the  close  of  the  taxable  year. 
The  only  distinction  between  this  appeal  and  others  that  we  have 
hitherto  decided  in  favor  of  taxpayers  on  substantially  similar 
evidence,  is  in  the  comparatively  small  amount  of  the  accumulated 
depreciation  reserve.  This  resulted  from  the  taxpayer’s  practice  of 
charging  much  of  the  cost  of  repairs  and  replacements  against  such 
reserve.  We  are  of  the  opinion,  however,  that  the  taxpayer’s  books 
of  account  fairly  reflected  the  depreciated  cost  of  its  plant  equip¬ 
ment  at  June  30,  1920.  Appeals  of  Cleveland  Home  Brewing  Co ., 
1  B.  T.  A.  87;  Russell  Milling  Co .,  1  B.  T.  A.  194;  Rub-No-More 
Co .,  1  B.  T.  A.  228;  and  Hamilton  Manufacturing  Co .,  3  B.  T.  A. 
1045. 

Judgment  will  be  entered  for  the  petitioner . 


Appeal  of  H.  G.  Cook. 

Docket  No.  1741.  Decided  October  20,  1926. 

Taxable  gain  realized  from  the  receipt  of  liquidating  dividend 
determined. 

W.  E.  Baird ,  C.  P.  A .,  for  the  petitioner. 

Briggs  G.  Simpich ,  Esq.,  for  the  Commissioner. 

This  appeal  is  from  the  determination  of  a  deficiency  in  income 
and  excess-profits  taxes  for  the  year  1919  in  the  amount  of  $1,503.78. 
The  controversy  for  the  most  part  arises  from  different  computations 
by  the  taxpayer  and  the  Commissioner  of  the  amount  of  gain  realized 
on  the  liquidation  of  the  American  Clothing  House,  of  Butler,  Mo., 
within  the  taxable  year. 
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The  petitioner  was  a  stockholder  of  the  American  Clothing  House, 
a  Missouri  corporation  with  its  principal  office  at  Butler,  rom  t  e 
date  of  incorporation  prior  to  March  1,  1913,  to  the  date  of  liquids 
tion  May  28,  1919.  The  authorized  capital  stock  of  the  corporation 
was’$18,000,  divided  into  180  shares  of  the  par  value  of  $100  each 
of  which  175  shares  were  owned  by  the  petitioner  and  his  wife  an 
5  shares  by  Helen  E.  Cook,  a  daughter,  at  the  date  of  dissolution. 

Of  the  175  shares  owned  by  the  taxpayer  and  his  wife  at  the  date 
of  dissolution,  130  were  acquired  prior  to  March  1,  1913,  and 
were  purchased  from  G.  E.  Logan  some  time  in  1918  for  a  considera¬ 
tion  which  the  parties  agree  was  $7,125.45  or  $158.34  per  share. 
Some  time  between  March  1,  1913,  and  the  date  of  dissolution 
of  the  corporation,  5  shares  of  stock  were  acquired  by  Helen  E_ 
Cook,  a  daughter  of  the  taxpayer,  who  was  more  than  _1  years  o 

age  at  May  28,  1919.  . 

The  book  value  of  the  assets  of  the  corporation  at  March  1,  1913, 

was  $35,014.43,  or  an  average  value  of  $194.52  per  share,  wliic  we 
find  was  the  fair  market  value  or  price  of  the  stock  of  the  corpora¬ 
tion  at  that  date,  and  the  value  of  the  assets  at  the  date  of  liquida¬ 
tion  was  $38,485.28,  or  $213.81  for  each  share  of  stock  outstanding. 


OPINION. 


Lansdon  :  Some  controversy  over  the  number  of  shares  of  stock 
of  the  corporation  owned  by  the  wife  of  the  taxpayer  developed  at  the 
hearing.  Since  the  record  discloses  that  the  wife  filed  no  separate 
return,  this  is  not  material.  The  dividends  received  from  the  1,. 
shares  of  stock  owned  by  the  taxpayer  and  his  wife  constitute 
single  item  of  income  for  each  of  the  years  in  w.neh  t  ie\  were 
paid  and  were  taxable  at  rates  as  provided  by  law  for  such  years, 
and  this  is  also  true  of  the  liquidating  dividends  realized  fiom  t 

ownership  of  such  stock  at  the  date  of  dissolution. 

The  minutes  of  the  corporation  dated  May  28,  1919,  reel  e  a 
“  the  proposition  to  dissolve  the  corporation  was  carried  by  a  imam 
mous  vote  of  the  stockholders  and  the  corporation  was  purchased 
bv  H.  G.  Cook.”  There  is  no  evidence  as  to  whether  Cook  purchasec 
the  assets  or  the  stock,  but  we  conclude  that  the  corporation  was  dis 
solved  and  that  Cook,  or  Cook  and  his  wife,  received  a  liquidating 
dividend  based  upon  their  ownership  of  17  5  shares  of  stoc  . 

The  parties  have  stipulated  that  the  book  value  of  the  stock  a 
March  1,  1913,  was  $194.62  per  share.  This  stock  was  all  closely  e  i 
and  there  were  no  sales  indicating  a  market  or  a  market  value  at  o 
about  the  basic  date.  The  taxpayer  argues  for  a  value  in  excess  ot  th 
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figure  fixed  by  the  stipulation  and  bases  his  contention  on  a  state- 
'lnent  of  earnings  for  the  five  years  preceding  March  1,  1913,  but 
offered  no  proof  to  support  this  claim.  The  Commissioner  used 
the  book  value  at  March  1,  1913,  as  the  basic  value  in  determining 
the  gain  from  the  sale  of  stock.  In  the  absence  of  any  evidence  in 
support  of  a  higher  or  different  value,  we  have  found  that  the  stip¬ 
ulated  book  value  at  March  1,  1913,  was  the  fair  market  value  or 
price  of  the  stock  of  the  American  Clothing  House  at  that  date. 

The  Commissioner  found  that  the  book  value  of  the  stock  at  the 
date  of  dissolution  was  $213.81  per  share.  This  value  was  ascer¬ 
tained  from  the  balance  sheets  of  the  corporation  and  is  not  dis¬ 
puted  by  the  taxpayer.  The  only  evidence  that  the  stock  may  have 
had  a  different  value  at  the  date  of  liquidation  is  the  taxpayer’s 
purchase  of  45  shares  from  Logan  in  1918  at  $158.34  a  share.  We 
know  nothing  of  the  nature  or  terms  of  this  transaction  and  do  not 
regard  it  as  determinative  of  the  value  of  the  assets  of  the  corpora¬ 
tion  more  than  a  year  later,  as  indicated  by  the  balance  sheets  of  the 
corporation. 

At  the  date  of  liquidation  the  taxpayer,  or  the  taxpayer  and  his 
wife,  owned  130  shares  of  stock  acquired  prior  to  March,  1913.  The 
gain  per  share  resulting  from  liquidation  was  $19.19,  or  a  total  of 
$2,494.70.  The  gain  per  share  on  the  45  shares  acquired  from 
Logan  in  1918  was  $55.47,  or  a  total  of  $2,496.15.  It  follows,  there¬ 
fore,  that  the  taxpayer  or  the  taxpayer  and  his  wife  realized  taxable 
gain  from  the  liquidation  of  the  American  Clothing  House  in  the 
amount  of  $4,990.85. 

Judgment  will  l>e  entered  on  10  days’  notice . 
under  Rule  50. 


B.  G.  Adams,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  No.  4361.  Decided  October  20,  192G. 

Hatry  Kahan ,  C.  P.  A .,  for  the  petitioner. 

D.  D.  Shepard ,  Esq.,  for  the  respondent. 

The  Commissioner  has  asserted  a  deficiency  in  income  tax  for  the 
year  1921  in  the  amount  of  $248.47.  The  petitioner  alleges  that  the 
Commissioner  erred  (1)  in  disallowing  depreciation  on  machinery 
and  equipment  which  by  mistake  was  entered  on  his  income-tax 
return  as  amortization  of  war-time  facilities,  and  (2)  in  disallowing 
deduction  for  losses  sustained  during  the  taxable  year. 
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FINDINGS  OF  FACT. 

The  petitioner  resided  in  Los  Angeles,  during  the  taxable  year, 
where  he  was  engaged  in  the  business  of  buying  and  selling  pipe 
under  the  fictitious  firm  name  of  the  Adams  Pipe  &  Supply  Co. 
He  was  never  engaged  in  the  production  of  facilities  for  the  prose¬ 
cution  of  the  war.  The  entry  on  his  income-tax  return  for  the 
taxable  year,  taking  a  deduction  in  the  amount  of  $1,500,  appeared 
as  amortization  of  war  facilities,  instead  of  as  depreciation  of 
equipment  and  machinery  used  in  the  trade  or  business,  on  the  line 
just  above  where  it  appears  on  the  return. 

The  petitioner  bought  and  sold  pipe  all  through  the  oil-producing 
territory  of  southern  California.  In  1919  he  purchased  a  Cadillac 
touring  car,  which  he  used  in  calling  on  his  customers  for  the  pur¬ 
pose  of  buying  or  selling  the  commodities  in  which  he  dealt,  for 
which  he  paid  the  amount  of  $4,500.  This  automobile  was  in  use 
for  business  purposes  during  a  part  of  the  year  1921.  It  was  also 
used  to  some  extent  as  a  pleasure  car. 

During  the  year  1920  the  petitioner  purchased  shares  of  stock  of 
the  B.  H.  Dyas  Co.  for  which  he  paid  $1,000.  Some  time  in  the 
taxable  year  he  sold  this  stock  for  $900. 

During  the  year  1920  the  petitioner  purchased  bonds  of  the  County 
of  Los  Angeles  at  par,  in  the  amount  of  $18,000.  Some  time  in  the 
taxable  year  he  sold  such  bonds  for  $16,920  and  thereby  sustained  a 
loss  in  the  amount  of  $1,080. 

During  the  year  1920  the  petitioner  acquired  a  royalty  interest  in 
an  oil  lease  owned  and  operated  by  the  Amalgamated  Oil  Co.,  at  a 
cost  of  $3,250.  On  July  12,  1921,  he  received  a  statement  from  the 
company  showing  no  income  from  the  production  of  oil  available 
for  distribution  at  that  date.  Some  time  later  he  ascertained  that 

% 

production  on  the  property  had  ceased  and  that  the  Amalgamated 
Oil  Co.  had  abandoned  the  lease  as  worthless.  He  sustained  a  loss 
on  this  transaction  during  the  taxable  year  in  the  amount  of  $3,250. 

OPINION. 

Lansdon:  In  support  of  his  several  contentions  the  petitioner 
testified  at  the  hearing  without  introducing  any  documentary  evi¬ 
dence  or  books  other  than  the  notice  from  the  Amalgamated  Oil  Co. 
that  no  funds  were  available  for  distribution  to  owners  of  royalty 
interests  at  July  12,  1921.  He  testified  that  he  made  diligent  ef¬ 
forts  to  ascertain  the  value  of  his  royalty  interest  and  made  inquiries 
of  the  Oil  Compan}7  and  elsewhere,  and  that  he  ascertained  that  the 
lease  had  been  abandoned  and  that  his  royalty  interest  was  worth¬ 
less.  We  are  of  the  opinion  that  the  petitioner  properly  deducted 
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the  cost  of  such  interest  from  his  gross  income  for  the  taxable  year 
as  a  loss  sustained  in  that  year. 

The  losses  sustained  in  the  sale  of  the  bonds  of  Los  Angeles  County 
and  the  stock  of  the  B.  H.  Dyas  Co.  were  sustained  during  the  tax¬ 
able,  year  and  were  proper  deductions  from  gross  income.  The 
amount  of  $1,500  erroneously  deducted  from  gross  income  as  amor¬ 
tization  of  war  facilities  can  not  be  allowed  as  depreciation,  since 
it  is  not  supported  by  sufficient  evidence.  The  evidence  does  not 
convince  us  that  the  petitioner  is  entitled  to  depreciation  or  loss  on 
his  Cadillac  car,  and  we  therefore  sustain  the  Commissioner  on  that 
point- 

Judgment  will  be  entered  on  20  days ’  notice , 
under  Rule  50. 


Wofford  Oil  Co.  Inc.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  SS53.  Decided  October  20,  1926. 

The  petitioner  and  the  Wofford  Oil  Co.  of  Tennessee  were  not 
affiliated  corporations  for  the  years  1920  and  1921. 

Edward  McCarthy ,  Jr.,  Esq.,  for  the  petitioner. 

M.  N.  Fisher ,  Esq.,  for  the  respondent. 

The  petitioner  brings  this  proceeding  for  the  redetermination  of 
deficiencies  in  income  and  profits  tax  for  the  years  1920  and  1921  in 
the  respective  amounts  of  $6,528.02  and  $7,729.22.  The  only  ques¬ 
tion  involved  is  whether  the  petitioner  and  the  Wofford  Oil  Co.  of 
Tennessee  were  affiliated  corporations  during  those  years. 

findings  of  fact. 

For  several  years  prior  to  1919,  G.  T.  Wofford  had  been  engaged 
in  the  oil  business  in  Birmingham,  Ala.,  and  had  developed  a  blend 
of  gasoline  and  benzol  which  he  desired  to  market  under  his  own 
trade-name.  In  April,  1919,  he  organized  the  petitioner  corporation 
under  the  laws  of  Alabama,  to  engage  in  the  sale  of  this  gasoline  in 
Birmingham  and  vicinity  under  the  trade-name  of  “  Woco-Pep.” 

A  contract  was  entered  into  between  Wofford  and  petitioner  by 
which  petitioner  contracted  to  purchase  all  of  its  gasoline  from 
Wofford,  who  contracted  to  supply  it  at  a  price  not  less  than  5  cents 
under  the  retail  or  consumers’  price  in  Birmingham.  Petitioner 
dealt  in  gasoline  as  a  jobber,  making  its  sales  to  the  retail  dealers. 
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During  1920  and  1921,  75  per  cent  of  the  capital  stock  of  the 
petitioner  was  owned  by  Wofford  and  25  per  cent  was  owned  by  one 
J.  G.  Johnston,  who  was  manager  of  the  company.  Johnston’s 
stock  was  sold  to  him  by  Wofford  after  he  became  manager,  and 
during  the  taxable  years  payment  had  not  been  made  in  full.  Wof¬ 
ford  held  Johnston’s  notes  for  the  unpaid  balance  and,  as  collateral 
thereto,  stock  of  the  petitioner  of  a  par  value  at  least  equal  to  the 
unpaid  indebtedness.  Johnston’s  salary  in  1920  was  $6,000,  which 
was  increased  during  1921  or  1922. 

In  1920,  Wofford  came  to  the  office  of  one  Bunn,  then  a  resident 
of  Birmingham  who  had  formerly  been  secretary  of  the  Chattanooga 
Manufacturer’s  Association,  and  stated  that  he  had  bought  more 
benzol  than  he  could  use  and  that  he  desired  to  establish  a  plant  in 
another  city  to  distribute  his  product.  Bunn  suggested  Chatta¬ 
nooga  and  went  there  with  Wofford  to  help  organize  the  plant.  In 
order  to  secure  capital,  and  also  to  identify  the  plant  as  a  local 
industry,  Wofford  desired  to  sell  a  part  of  the  stock  of  the  proposed 
company  to  Chattanooga  residents.  Bunn  interested  ten  business 
men  of  that  city  in  the  project,  who  agreed  to  purchase  stock  after 
a  committee  had  investigated  the  business  then  being  conducted  in 
Birmingham  by  the  taxpayer.  In  June,  1920,  the  Wofford  Oil  Co. 
of  Tennessee  was  incorporated.  From  the  date  of  organization  of 
the  Tennessee  corporation  in  1920  and  throughout  the  taxable  year 
1921  the  capital  stock  of  the  Tennessee  corporation  was  owned  as 
follows : 


Name  and  address  of  stockholder 

Number 
of  shares 

Per  cent 

Wofford  Oil  Co.,  Inc.,  Birmingham,  Ala  _ _ _ 

2, 480 
120 

62.0 

O.  L.  Bunn,  Birmingham,  Ala _ _ _  _ _ _ 

3.0 

Z.  W.  Wheland,  Chattanooga,  Tenn . _  . . . . . 

140 

3.5 

Fred  Bryan,  Chattanooga,  Tenn _  _  _ 

140 

3.5 

L.  W.  Llewellyn,  Chattanooga,  Tenn _ 

140 

3.5 

James  Johnston,  Chattanooga,  Tenn _  _ „ _ _ 

140 

3.5 

M.  M.  Hodges,  Chattanooga,  Tenn...  .. . . . . . . - . 

140 

3.5 

E.  Y.  Chapin,  Chattanooga,  Tenn. . _  _ . . . _ . . 

140 

3.5 

Scott  Probasco,  Chattanooga,  Tenn  __ . .  .  . __ . . 

140 

3.  5 

J.  J.  Mahoney,  Chattanooga,  Tenn. . . 

140 

3.  5 

Gaston  C.  Raoul,  Chattanooga,  Tenn . . . . . 

140 

3.5 

J.  C.  Guild,  Chattanooga,  Tenn _ _  _  .  . . . . 

140 

3.5 

A  contract  was  entered  into  between  Wofford  and  the  Tennessee 
corporation  for  the  purchase  of  its  gasoline  from  Wofford.  This 
contract  was  similar  to  the  contract  between  Wofford  and  petitioner. 

The  business  of  the  Tennessee  corporation  proved  unsuccessful. 
No  meetings  of  stockholders  or  directors,  except  the  organization 
meetings,  were  held  during  the  years  in  question.  Some  of  the 
stockholders  were  dissatisfied  with  the  management  of  the  corpora¬ 
tion  and  discussed  the  matter  among  themselves.  Wofford  was  ad¬ 
vised  of  this  dissatisfaction  by  either  Chapin  or  Bunn.  The  manage- 
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ment  of  the  Chattanooga  plant  was  changed  at  least  once  during  trie 

^  Sometime  during  1921  a  discharged  manager  circulated  reports 
concerning  the  affairs  of  the  company  which  caused  uneasiness  among 
the  stockholders.  Wofford  came  to  Chattanooga  and  at  lunch  with 
the  stockholders  discussed  the  situation  of  the  company  with  them. 
Bryan,  the  only  one  of  the  local  stockholders  who  was  at  all  familiar 
with  the  retail  oil  business,  complained  that  the  company  was  paying 
more  for  its  gasoline  than  it  could  be  bought  for  in  the  open  market. 
At  this  meeting  Wofford  stated  in  general  terms  that  he  would  see 
that  none  of  the  stockholders  lost  anything  on  their  investments. 

Each  of  the  Chattanooga  stockholders  had  substantial  business 
interests  of  his  own  and  purchased  the  stock  as  an  investment,  having 
no  intention  of  taking  an  active  part  in  the  affairs  of  the  company. 
Although  dissatisfied  with  the  operations  of  the  company,  they  felt 
that  by^ force  of  circumstances  they  were  compelled,  in  the  manage¬ 
ment  of  the  company,  to  rely  upon  the  judgment  and  integrity  of 
Wofford,  who  had  made  a  success  of  the  Birmingham  business. 

At  some  time  subsequent  to  1921,  Wofford  delivered  to  each  of  the 
Chattanooga  stockholders  8  per  cent  preferred  stock  of  the  peti¬ 
tioner  in  exchange,  par  for  par,  for  the  stock  of  the  Tennessee 

corporation.  .  _T_  ..  ....  ~ 

The  petitioner  claimed  to  be  affiliated  with  the  TV  offord  Oil  Co. 

of  Tennessee  for  the  years  1920  and  1921,  and  filed  returns  accord¬ 
ingly.  The  Commissioner  has  denied  that  the  corporations  v.  ere 
affiliated  and  determined  deficiencies  in  income  and  profits  tax  of 
,528.02  for  1920  and  $7,729.22  for  1921. 


OPINION. 

Phillips:  Section  240(b)  of  the  Revenue  Acts  of  1918  and  1921 
provides : 

For  the  purpose  of  this  section  two  or  more  domestic  corporations  shall  be 
deemed  to  be  affiliated  (1)  if  one  corporation  owns  directly  or  controls  through 
closely  affiliated  interests  or  by  a  nominee  or  nominees  substantially  all  the. 
stock  of  the  other  or  others,  or  (2)  if  substantially  all  the  stock  of  two  or  more 
corporations  is  owned  or  controlled  by  the  same  interests. 

In  this  proceeding  we  find  that  Wofford,  who  directed  the  busi¬ 
ness  policies  of  both  companies,  owned  75  per  cent  of  the  stock  of 
one  company,  which  in  turn  owned  62  per  cent  of  the  stock  of  the 
second  company.  It  becomes  necessary  for  us  to  determine  whether, 
under  the  circumstances  shown  by  the  proof,  62  per  cent  constitutes 
substantially  all  of  the  stock  and,  if  not,  whether  a  sufficient  amount 
of  the  stock  not  owned  by  petitioner  was  controlled  by  it,  or  owned 
or  controlled  by  closely  affiliated  interests. 

In  determining  whether  interests  are  closely  affiliated,  it  is  proper 
that  we  should  look  to  the  relationship  which  exists  between  the 
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various  interests.  As  between  the  petitioner  and  the  stockholders 
of  the  Tennessee  corporation  there  appears  to  be  nothing  which  would 
lead  one  to  believe  their  interests  were  closely  allied.  It  is  true 
that  each  was  dealing  in  the  same  product  and  that  each  purchased 
this  product  from  the  same  source.  Each,  however,  dealt  independ¬ 
ently  of  the  other;  each  had  its  own  independent  income  and  was 
an  entirely  separate  and  distinct  business  enterprise.  There  was  no 
such  community  of  business  enterprise,  no  such  interweaving  of  the 
corporate  interests  of  the  petitioner  and  the  Tennessee  corporation 
as  would  indicate  any  affiliation  of  interests  between  the  petitioner 
and  the  minority  stockholders  of  the  Tennessee  corporation. 

We  come  now  to  consider  whether  Wofford  controlled  substantially 
all  the  stock  of  the  two  corporations.  Assuming  that  he  did  control 
the  stock  of  the  petitioner  (and  of  this  we  have  some  doubt),  and 
thereby  controlled  62  per  cent  of  the  stock  of  the  Tennessee  corpora¬ 
tion,  we  see  no  evidence  of  any  control  of  the  remaining  38  per  cent. 
Each  of  these  stockholders  appears  to  have  been  of  substantial  means, 
under  no  financial  or  other  obligation  to  Wofford,  with  a  business  of 
his  own  and  the  ability  and  desire  to  look  after  his  own  interests. 
Although  they  acquiesced  in  the  management  by  Wofford,  they  were 
not  satisfied  and  expressed  their  dissatisfaction.  There  were  no  for¬ 
mal  stockholders’  meetings,  but  at  the  only  informal  meeting  of 
which  we  have  any  evidence  most  of  the  stockholders  appear  to  have 
manifested  sufficient  interest  to  attend  in  person.  The  attitude  of 
the  stockholders  may  be  summarized  in  the  testimony  given  b}^  one  of 
them  in  answer  to  the  question  whether  the  Chattanooga  stockholders 
were  perfectly  satisfied  with  the  way  things  were  run : 

No,  sir,  they  were  not  satisfied ;  we  did  not  know  much  about  it  but  we  were 
not  satisfied  with  the  way  things  were  run,  but  we  could  not  do  anything  about 
it. 

Such  an  attitude  of  mind  may  indicate  a  feeling  of  helplessness  to 
remedy  a  situation,  but  surely  it  does  not  indicate  &ny  control  of  the 
stock  by  Wofford. 

•  The  deficiencies  are  redetermined  to  be 

$6,528.02  for  1920  and  $7,729.22  for  1921. 

Order  will  be  entered  accordingly . 


Foster  &  Glassell,  Ltd.,  Petitioner,  v.  Commissioner  of  Inter¬ 
nal  Revenue,  Respondent. 

Docket  No.  9232.  Decided  October  20,  1926. 

The  March  1,  1913,  fair  market  value  of  property  determined. 

Pike  Hall ,  Esq.,  for  the  petitioner. 

M.  N.  Fisher,  Esq.,  for  the  respondent. 
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Proceeding  for  the  redetermination  of  a  deficiency  in  income  and 
profits  tax  for  the  fiscal  year  ended  February  29,  1920,  in  the  amount 
of  $2,985.01,  of  which  only  $2,934.17  is  in  controversy.  The  only 
point  in  issue  is  the  March  1,  1913,  fair  market  value  of  property 
sold  on  May  9,  1919. 

FINDINGS  OF  FACT. 


The  petitioner  is  a  Louisiana  corporation  with  its  place  of  busi¬ 
ness  at  Shreveport.  On  May  9,  1919,  it  sold  lots  9  to  15,  inclusive,  in 
the  Batture  section  of  Shreveport,  with  improvements  thereon,  for 
$42,000.  These  lots  were  acquired  by  the  petitioner  in  1901  at  a  cost 
of  $10,500  and  improvements  consisting  of  a  warehouse  building 
were  placed  thereon  in  1906.  The  book  balance  as  shown  by  the  peti¬ 
tioner’s  books  of  its  property  on  March  1,  1913,  was  $39,900.59. 
The  petitioner  claimed  that  it  realized  a  taxable  profit  of  $229.17  on 
the  sale  of  its  property  in  1919,  as  follows : 


Fair  market  value,  March  1,  1913 _ $42,  000.  00 

Cost  of  additions  December,  1915 _  3,  ioo.  47 


45, 106.  47 

Less  depreciation  sustained  March  1,  1913,  to  May  6,  1919  (2  y2  per 


cent  on  improvements) _  4.335.64 

Depreciated  value  date  of  sale _  41 ;  770.  83 

Sale  price -  42,000.00 

Taxable  net  income  reported _  229. 17 


The  Commissioner,  in  the  audit  of  the  petitioner’s  return  for  the 
fiscal  year  ended  February  29,  1920,  has  computed  the  taxable  profit 
upon  this  transaction  as  follows: 


Cost,  March  1,  1913,  book  balance _ $39^  900.  59 

Additions,  December,  1915,  cost _  3;  106.  47 


Total  cost  to  May  6,  1919 _  43,  007.  06 

Less  depreciation  from  1906  (when  acquired,  corporation  organized 
1906)  to  May  6,  1919,  as  computed  by  Revenue  Agent  Landwehr, 
in  his  invested  capital  computation,  report  dated  April  23,  1920__  8,  074.  87 


34,  932. 19 

Sale  price -  42,  000.  00 

Taxable  profit _  7  997 

Previously  reported1  on  return  filed _ _  009  17 


Increase  in  taxable  net  income, 
letter _ 


Commissioner’s  deficiency 


6,  838.  64 


4  he  deficiency  appealed  from  in  this  proceeding  arises  from  the 
addition  to  gross  income  of  the  above  amount  of  $6,838.64. 

The  petitioner  based  its  1913  value  of  $42,000  upon  a  comparison 
made  by  it  of  a  sale  on  January  1,  1913,  of  a  warehouse  building 
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located  in  the  next  block,  at  a  price  of  $20,000.  The  property  re 
f erred  to  was  located  on  Commerce  Street,  in  Shreveport,  which  is 
the  principal  street  in  the  wholesale  district.  It  is  also  nearer  Texas 
Street  which  is  the  principal  retail  business  street  of  the  ^ty,  than 
the  property  owned  by  the  petitioner.  It  had  a  frontage  of  80  fee 
on  Commerce  Street.  The  petitioner’s  property  had  a  pontage  of 
175  feet  on  Bossier  Street,  which  street  runs  at  an  angle  from  Com 
merce  Street.  The  Commerce  Street  property  was  served  by  the 
Kansas  City  Southern  Kailway  only.  The  petitioner’s  property 
was  served  by  switching  facilities  of  the  Kansas  City  Railway  Co., 
the  St  Louis  &  Southwestern  Railway  Co.,  and  the  Te  . 

Railway  Co  competing  lines.  The  fair  market  price  or  value  of 
the  petitioner’s  property  on  March  1,  1913  was  $24,500  for  the  land 
and  $17,500  for  the  building— total  $42,000. 


OPINION. 


Smith  •  The  petitioner  claims  that  the  fair  market  value  on  March 
,  To S  of  the  property  sold  in  1919  was  $42,000.  It  originally 

is cimVo. .  »<  •  “tT  rr»« 

ft  th.  h»ri«g  .1  printed  th,  testimony  of  two 

Shreveport  qualified  to  give  expert  opinions  as  to  the  value  ot  tn 

property  in  question.  They  have  testified  that  in  their  °Pm“® 

11  ,  ^  .  i  1 ..  ,  n  March  1  1913,  was  at  least  $42,000. 

rnarket  price  or  value  on  Aiaicii  1,  tcl  , 

oTe  wRnel  testified  that  the  value  of  the  land  was  about  $10 

per  front  foot  and  that  the  value  of  the  building  was  approximate^ 

$18  000  making  a  total  fair  market  value  on  March  1,  1913,  of  te 

tween  $42,000  and  $44,000.  The  other  witness  ^tified  that  m  hj 

opinion  the  petitioner’s  property  had  a  value  at  the  basic  date  o 

$140  per  front  foot  for  the  land  and  $17,500  for  the  building. 

ha.  mt.  U.  «nP»*»t»°  of  A.  «Mj  «P«  «” 

basis  of  the  petitioner’s  books  of  account.  • 

We  are  of  the  opinion  that  the  petitioners  book s .  of  ™nt;  ( 
the  circumstances  in  this  case,  are  not  evidence  °^he  fair  ma 
m-ice  or  value  of  the  property  on  March  1,  1913.  The  only  evidenc 
before  us  as  to  the  fair  market  price  or  value  of  the  proper  y  a 
basic  date  is  the  testimony  of  the  expert  witnesses,  and  their  unchal 
Kneed  testimony  is  to  the  effect  that  the  value  was  at  least  $42,000 
SfdSon  J,  sustained  on  th.  building,  bjd  »  vuta.  « 

March  1,  1913,  «(  «1T,K»,  at  2*/.  P«  P“  “m,m  <"”°  M 

1913,  to  the  date  of  sale.  . 

Judgment  will  he  entered  on  15  days  notice 

under  Rule  50. 


MIDWEST  HOTEL  CO. 
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Appeal  of  Midwest  Hotel  Co. 

Docket  No.  2933.  Decided  October  20,  1926. 

A  stockholder  who  owned  substantially  all  the  stock  of  a  cor¬ 
poration  acquired  a  leasehold  on  real  estate  at  a  cost  of  $23,000, 
and  had  the  lease  made  to  the  corporation  as  lessee.  Held,  that 
'  such  lease  was  paid  in  to  and  became  invested  capital  of  the  cor¬ 
poration  in  the  amount  of  its  cost  to  the  stockholder  from  the  date 
so  acquired,  and  that  the  corporation  is  entitled  to  deduct  aliquot 
parts  of  such  cost  from  its  income  in  making  its  income  and  profits- 
tax  returns  during  the  term  of  the  lease. 

Edward  J .  Billon ,  C.  P.  A.,  for  the  petitioner. 

Robert  A.  Littleton ,  Esq.,  for  the  Commissioner. 

The  Commissioner  has  determined  deficiencies  in  income  and 
profits  taxes  for  the  years  1920  and  1921,  in  the  amounts  of  $342.32 
and  $72.32,  respectively.  The  controversy  arises  from  the  Commis¬ 
sioner’s  exclusion  of  the  value  of  a  certain  leasehold  from  the  invested 
capital  of  the  petitioner  for  the  taxable  years,  and  from  his  dis¬ 
allowance  of  deductions  from  gross  income  on  account  of  the  de¬ 
preciation  of  such  leasehold. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Missouri  corporation,  which  was  incorporated 
on  September  17,  1917,  with  authorized  capital  stock  in  the  amount 
of  $30,000,  divided  into  300  shares  of  the  par  value  of  $100  each,  all 
of  which  was  issued  for  certain  hotel  equipment  which,  the  parties 
agree,  had  a  value  of  $12,000,  at  the  date  of  incorporation.  From 
September  17,  1917,  until  August  12,  1918,  all  the  stock  of  the  peti¬ 
tioner  was  owned  by  John  C.  Lane  and  other  stockholders,  and  the 
hotel  operated  by  the  corporation  was  conducted  and  managed  by 
Lane,  who  was  the  owner  of  the  leasehold  on  the  ground  and  build¬ 
ings  occupied  and  used  for  hotel  purposes,  and  known  as  the  Midwest 
Hotel  Co.,  and  was  personally  responsible  to  the  owners  of  such  real 
estate  for  all  rentals  reserved  by  the  terms  of  the  lease. 

On  August  3,  1918,  Lane  entered  into  a  contract  to  acquire  and 
sell  all  the  stock  of  the  Midwest  Hotel  Co.,  and  the  leasehold  of  the 
real  estate  on  and  in  which  the  Midwest  Hotel  Co.  wras  operated,  to 
S.  J.  Staats  for  $33,000.  On  August  12,  1918,  this  contract  was 
accomplished  b}^  the  delivery  of  290  shares  of  the  stock  of  the  Mid¬ 
west  Hotel  Co.  to  Staats,  together  with  a  supplementary  agreement 
that  the  remaining  10  shares  would  be  so  delivered,  and  by  the 
delivery  of  a  sublease  of  the  real  estate  running  from  John  C.  Lane 
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to  the  Midwest  Hotel  Co.  for  a  term  extending  from  August  12,  1918, 
to  August  26,  1926.  As  a  result  of  this  transaction,  the  Midwest 
Hotel  Co.,  on  August  12,  1918,  came  into  possession  of  and  owned 
tangible  property  of  the  value  of  $33,000,  to  wit,  hotel  furniture  and 
equipment  that  was  worth  $10,000,  and  a  leasehold  on  the  real  estate 
occupied  by  the  hotel  which  had  been  acquired  from  Lane  by  Staats 
at  a  cost  of  $23,000  and  which,  at  the  direction  of  said  Staats,  had 
been  made  by  Lane  directly  to  the  Midwest  Hotel  Co. 

OPINION. 

Lansdon  :  The  Midwest  Hotel  Co.,  previously  operated  either  as  a 
partnership  or  individual  business,  was  incorporated  on  September 
17,  1917,  and,  so  far  as  the  record  of  this  proceeding  shows,  an 
interest  in  excess  of  50  per  cent  remained  in  the  hands  of  prior 
owners.  Its  statutory  invested  capital  at  the  date  of  incorporation, 
as  limited  by  section  331  of  the  Revenue  Act  of  1918,  therefore,  was 
$12,000,  which  the  parties  agree  was  the  cost  to  the  prior  owners  of 
all  the  assets  acquired  for  stock  of  the  par  value  of  $30,000. 

Prior  to  August  12,  1918,  a  sublease  on  the  property  used  by  the 
petitioner  was  acquired  by  Staats  at  a  cost  of  $23,000.  Such  lease¬ 
hold  was  paid  in  to  the  corporation  by  Staats  on  August  12,  1918, 
and,  from  that  date,  was  an  element  of  its  invested  capital. 

It  is  contended  by  the  Commissioner  that,  inasmuch  as  the  sub¬ 
lease  was  never  actually  made  to  Staats,  although  it  was  proved 
that  he  paid  $23,000  therefor,  it  was  acquired  by  the  corporation 
without  cost  and  therefore  can  not  be  taken  into  invested  capital  at 
its  cost  to  Staats  or  at  any  other  figure.  We  are  not  impressed  by 
this  argument.  Staats  bought  and  paid  for  the  lease  prior  to  August 
12,  1918.  That  the  instrument  evidencing  shell  purchase  and  owner¬ 
ship  had  not  been  executed,  we  regard  as  immaterial  and  as  affecting 
the  form  rather  than  the  substance  of  the  transaction. 

From  the  evidence  and  the  law,  we  conclude  that  the  statutory 
invested  capital  of  the  petitioner  at  August  12,  1918,  included  hotel 
equipment  originally  paid  in  for  stock  at  a  value  of  $12,000,  and  the 
leasehold  on  the  real  property  acquired  by  Staats  at  a  cost  of  $23,000, 
and  by  him  paid  in  to  the  petitioner.  We  also  find  that  the  peti¬ 
tioner  is  entitled  to  recover  the  cost  of  such  leasehold  during  the 
period  from  August  12,  1918,  to  August  26,  1926,  by  annually  deduct¬ 
ing  aliquot  parts  of  such  cost  from  its  annual  gross  income.  Ay  peal 
of  Steinbach  Co .,  3  B.  T.  A.  348. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 


CHARLES  COLIP. 
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Appeal  of  Charles  Colip. 

Docket  No.  6276.  Decided  October  20,  1926. 

1.  The  provisions  of  Title  XII  Revenue  Act  of  1924  allowing  a 
credit  or  refund  of  25  per  cent  of  the  tax  shown  by  1923  returns 
did  not  reduce  the  rates  of  1923  within  the  meaning  of  section 
207  (b). 

2.  The  25  per  cent  reduction  provided  by  Title  XII  Revenue  Act 
of  1924  is  applicable  literally  to  the  tax  payable  in  1924  shown 
on  returns  for  1923,  and  does  not  reduce  the  1924  tax  payable  in 
1925  of  an  individual  partner  whose  1924  taxable  income  is  made 
up  in  part  of  a  share  of  partnership  income  for  a  fiscal  year  begin¬ 
ning  in  1923. 

3.  In  taxing  a  partner’s  income  for  a  calendar  year,  such  income 
may  properly  include  his  distributive  share  of  the  partnership 
income  for  a  fiscal  year  part  of  which  is  in  the  prior  calendar 
year,  even  although  some  part  of  such  partnership  income  be 
attributable  to  earnings  of  the  prior  calendar  year. 

Arnold  R.  Baar ,  Esq .,  for  the  petitioner. 

F.  0.  Graves ,  Esq.,  for  the  Commissioner. 

Deficiency  of  $277.89  individual  income  tax  for  1924,  of  which 
$125.69  is  in  controversy.  The  issue  is  whether  the  Commissioner 
properly  disallowed  the  application  of  25  per  cent  reduction  to  that 
portion  of  petitioner’s  income  returned  for  1924  as  came  from  the 
proportionate  1923  earnings  of  his  partnership,  which  had  a  fiscal 
year. 

FINDINGS  OF  FACT. 

Petitioner  was  a  member  of  a  partnership.  The  partnership  kept 
its  books  and  made  its  partnership  return  for  the  fiscal  year  ending 
January  31,  1924.  In  his  return  for  the  calendar  year  1924,  peti¬ 
tioner  reported  $8,206.70  as  income  from  the  partnership.  Eleven- 
twelfths  is  $7,522.61,  and  this  amount  is  attributed  to  1923.  The 
Commissioner  computed  the  tax  by  applying  the  1923  schedule  to 
$7,522.61  without  making  any  allowance  by  credit  or  refund  of  25 
per  cent  under  section  1200  of  the  Revenue  Act  of  1924,  and,  thus 
computed,  the  1923  tax  is  $506.75. 

OPINION. 

Sternhagen  :  This  case  is  one  of  several,  all  presented  together 
upon  agreed  facts.  [See  pp.  127-133,  infra.]  The  dispute  is  founded 
in  the  Commissioner’s  application  of  the  25  per  cent  reduction  pre¬ 
scribed  by  Title  XII  of  the  Revnue  Act  of  1924.  In  each  case  the 
individual  petitioner  in  1925  made  his  return  for  the  calendar  year 
1924.  In  this  return,  pursuant  to  section  218  and  section  207  (b), 
17153—26 - 5 
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Revenue  Act  of  1924,  he  included  as  1924  income  his  distributive  share 
of  partnership  net  income  for  its  fiscal  year  ending  in  1924,  part  of 
which  in  each  case  was  in  1923.  Upon  the  basis  of  such  return  he 
paid  his  tax  in  1925.  In  computing  his  tax  he  ascertained  (the  math¬ 
ematics  not  being  in  dispute)  the  proportionate  tax  at  1923  rates 
upon  1923  income  and  reduced  this  by  25  per  cent  before  including 
it  as  part  of  the  composite  1924  tax  prescribed  by  section  20T  (b). 
The  Commissioner  determined  that  the  25  per  cent  reduction  of  the 
1924  Act  had  no  application  to  taxes  paid  in  1925  under  returns  filed 
in  1925  of  statutory  income  of  1924,  and  by  recomputing  the  tax 
without  such  reduction  he  found  the  deficiency  in  question. 

The  Commissioner  relies  upon  the  letter  of  the  statute  which  he 
says  clearly  expresses  the  deliberate  intention  of  Congress  and  leaves 
no  room  for  construction.  The  petitioner  says  he  is  thus  deprived  of 
a  reduction  in  the  tax  on  1923  income  which  was  plainly  intended  to 
be  bestowed  on  all,  and  this  he  says  can  be  found  in  the  language  of 
the  statute  itself. 

By  section  218  of  the  Revenue  Act  of  1924  (which  is  substantially 
similar  to  section  218  of  the  Revenue  Act  of  1921)  a  partner  is  tax¬ 
able  individually  upon  his  distributive  share  of  partnership  income 
for  the  fiscal  year  ending  within  his  own  taxable  period ;  and  by  sec¬ 
tion  207  (b)  the  tax  upon  such  income  is  a  composite  tax  of  the  rates 
of  the  earlier  statute  applicable  proportionately  to  the  income  of  the 
earlier  year  and  the  rates  of  the  later  statute  applicable  proportion¬ 
ately  to  the  income  of  the  later  year.  This  statutory  plan  arises  from 
the  difficulties  inherent  in  the  nature  of  a  partnership  as  an  aggrega¬ 
tion  of  individuals  rather  than  a  legal  entity,  and  the  legislative 
intent  to  tax  the  individual  upon  his  share  and  not  the  partnership 
upon  the  whole.  While  it  may  be,  as  counsel  for  the  petitioner 
suggests,  that  a  strict  regard  for  all  the  legal  attributes  of  part¬ 
nerships  would  lead  to  the  conclusion  that  the  income  of  a  partner 
for  his  taxable  period  includes  his  exact  share  of  partnership  income 
within  that  period,  we  have  no  doubt  that,  recognizing  the  utter 
confusion  and  impracticability  involved  in  that  notion,  Congress 
may  adopt  a  more  workable  plan.  Its  broad  power  of  reasonable 
classification  in  order  to  levy  a  fair  and  equitable  tax  capable  of 
ready  computation  by  the  taxpayer  and  efficient  administration  by  the 
Government  breaks  through  the  underbrush  of  meticulous  legal  re¬ 
finements.  If  each  partner’s  share  for  his  own  taxable  period  were 
to  be  included  in  his  income,  it  is  conceivable  that  in  a  large  firm 
the  books  would  need  to  be  ruled  down  from  month  to  month  in 
order  that  any  partner  could  ascertain  his  personal  income  for  his 
own  fiscal  or  calendar  year.  To  recognize  the  confusion  of  this  and 
substitute  the  simpler  plan  of  regarding  the  individual’s  share  of  the 
firm’s  fiscal  income  as  his  own  for  the  year  when  the  firm’s  annual 
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income  is  ascertained  and  taxing  this  at  the  composite  rate  of  both 
years,  is  so  clearly  reasonable  that  the  technical  legal  argument 
must  fall  before  it. 

Section  207  (b)  prescribes  the  composite  tax  in  the  following 
language : 

If  a  fiscal  year  of  a  partnership  begins  in  one  calendar  year  and  ends  in 
another  calendar  year,  and  the  law  applicable  to  the  second  calendar  year  is 
different  from  the  law  applicable  to  the  first  calendar  year,  then  (1)  the  rates 
for  the  calendar  year  during  which  such  fiscal  year  begins  shall  apply  to  an 
amount  of  each  partner’s  share  of  such  partnership  net  income  (determined 
under  the  law  applicable  to  such  calendar  year)  equal  to  the  proportion  which 
the  part  of  such  fiscal  year  falling  within  such  calendar  year  bears  to  the 
full  fiscal  year,  and  (2)  the  rates  for  the  calendar  year  during  which  guch 
fiscal  year  ends  shall  apply  to  an  amount  of  each  partner’s  share  of  such  part¬ 
nership  net  income  (determined  under  the  law  applicable  to  such  calendar 
year)  equal  to  the  proportion  which  the  part  of  such  fiscal  year  falling  within 
such  calendar  year  bears  to  the  full  fiscal  year.  In  such  cases  the  part  of  such 
income  subject  to  the  rates  in  effect  for  the  most  recent  calendar  year  shall 
be  added  to  the  other  income  of  the  taxpayer  subject  to  such  rates  and  the 
resulting  amount  shall  be  placed  in  the  lower  brackets  of  the  rate  schedule 
applicable  to  such  year,  and  the  part  of  such  income  subject  to  the  rates  in 
effect  for  the  next  preceding  calendar  year  shall  be  placed  in  the  next  higher 
brackets  of  the  rate  schedule  applicable  to  such  year. 

In  the  ordinary  case  this  is  clear — the  statutory  schedule  of  the 
earlier  Act  is  applied  to  the  proportion  of  the  income  attributable  to 
the  earlier  year  and  the  later  schedule  to  the  later  proportionate  in¬ 
come  and  the  two  added  together  constitute  the  tax  on  the  whole.  It 
is  not  said  that  the  income  shall  be  regarded  as  of  two  years  or  that 
the  tax  is  a  tax  to  any  extent  for  the  earlier  year.  See  Appeal  of 
Schilling,  3  B.  T.  A.  936.  The  income  is  all  income  of  the  later  year, 
the  tax  upon  which  is,  in  recognition  of  the  source  of  the  income, 
measured  pro  tanto  by  the  schedule  of  both  years. 

With  this  general  plan  embodied  in  the  proposed  revenue  bill  of 
1924,  Congress  was  brought  to  a  consideration  of  the  surplus  in  the 
Treasury  and  the  proposal  to  reduce  the  tax  on  1923  income.  Our 
attention  is  called  to  some  of  the  statements  made  on  the  floor  of  the 
House  indicating  that  Representative  Garner  wanted  the  rates  of 
1923  changed  before  the  1923  returns  were  filed  and  that,  in  explain¬ 
ing  the  plan  of  the  Ways  and  Means  Committee  bill  as  finally 
adopted,  Representative  Green  said: 

Of  course,  this  flat  reduction  of  25%  is  not  scientific,  but  it  is  something 
that  everyone  can  understand.  Even  the  man  who  runs  may  read  this  pro¬ 
vision  and  know  exactly  what  it  means.  He  knows  he  is  going  to  get  one 
fourth  off  his  taxes  for  this  year.  *  *  * 

It  would  be  absolutely  impossible  at  this  time  when  the  bill  cannot  be  passed 
until  after  a  number  of  parties  have  already  paid  their  taxes  and  already 
made  up  their  returns ;  and  to  put  in  force  the  system  which  is  provided  in 
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the  bill  would  produce  utter  chaos.  There  is  only  one  way  of  getting  at  it, 
and  that  is  the  way  suggested  in  the  bill,  by  making  a  simple,  flat  reduction 
all  the  way  through.  *  *  * 

The  reports  both  of  the  Senate  Finance  Committee  and  of  the 
House  Ways  and  Means  Committee  contained  the  following  identical 
language : 

The  bill  provides  for  two  forms  of  tax  reduction : 

(1)  Temporary  and  immediate  relief  to  taxpayers  by  a  25  per  cent  reduction 
of  the  income  tax  payable  in  the  year  1924  on  1923  taxable  income.  The  esti¬ 
mated  reduction  resulting  from  this  provision  is  as  follows : 

Fiscal  year  1924 _ $128,  010,  000 

Fiscal  year  1925 - .  104,  740,  000 

Total  reduction -  232,  750,  000 

(2)  Permanent  relief  by  the  revision  of  the  revenue  act  of  1921  through  the 

reduction  of  certain  taxes  and  the  repeal  of  others.  *  *  * 

Upon  this  background,  Congress  enacted  Title  XII  with  the  head¬ 
ing  “Reduction  of  Income  Tax  Payable  in  1924.”  Section  1200  (a) 
is  as  follows : 

Any  taxpayer  making  return,  for  the  calendar  year  1923,  of  the  taxes 
imposed  by  Parts  I  and  II  of  Title  II  of  the  Revenue  Act  of  1921  shall  be 
entitled  to  an  allowance  by  credit  or  refund  of  25  per  centum  of  the  amount 
shown  as  the  tax  upon  his  return. 

The  letter  of  the  statute  is  quite  precise.  It  provides  to  a  taxpayer 
making  a  return  for  1923  an  allowance  by  credit  or  refund  of  part  of 
the  tax  shown  thereon — not  a  retroactive  reduction  by  way  of  recom¬ 
putation  of  the  1923  tax,  but  a  credit  or  refund  of  part  of  the  tax 
assessed  or  collected  upon  1923  returns  under  the  1921  Act.  The  tax 
imposed  by  the  earlier  Act  remains  unaffected  in  all  the  details  of 
its  computation.  An  amended  return,  for  example,  hied  in  1925 
for  1923,  would  contain  all  the  data  and  arrive  at  the  same  tax  which 
was  originally  required  before  the  1924  Act  was  passed.  It  would 
be  governed  by  the  1921  Act  except  as  amended  by  the  1924  Act. 
But  Title  XII  of  the  1924  Act  does  not  amend  the  1921  Act.  It 
provides  for  the  first  time  for  the  credit  or  refund  of  25  per  cent  of 
the  “  amount  shown  as  the  tax.” 

The  petitioner  urges  that  the  effect  of  this  is  to  reduce  the  rates  of 

1923  and  thus  that,  in  making  his  1924  return,  he  complied  literally 
with  the  requirements  of  section  207  (b).  We  think  that  the  lan¬ 
guage  of  Title  XII  is  too  clear  to  permit  of  this  construction,  and  also 
that  the  plan  of  the  reduction  is  contrary  to  it.  The  retroactive 
modification  of  the  1923  tax  by  substituting  the  reduced  rates  of  the 

1924  schedule  was  considered  and  rejected  by  Congress.  Instead  an 

“  unscientific — simple  flat  reduction  ”  to  the  taxpayer  of  “  one-fourth 
off  his  taxes  for  this  year,”  which  “the  man  who  runs  may 
read  *  *  *  and  know  exactly  what  it  means,”  was  adopted  so  as 
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to  prevent  “utter  chaos.”  In  the  face  of  this  purpose  it  can  not  be 
said  that  the  reduction  was  in  the  rates,  even  although  the  word 
rates  may  in  some  circumstances  be  construed  to  mean  something  other 
than  the  percentages  of  the  schedule,  as  in  the  several  cases  cited  by 
petitioner. 

But  it  is  said  that  the  Commissioner’s  view  singles  out  these  tax¬ 
payers  from  the  general  taxpa}fing  public  and  deprives  them  of  a 
reduction  in  tax  on  1923  income  when  in  all  reason  the  reduction  was 
intended  for  all.  If  such  discrimination  were  the  effect  of  the 
statute  we  could  not  disturb  it,  for  as  the  imposition  of  taxes  them¬ 
selves  need  not  be  wholly  free  from  inequality  no  more  need  a 
distribution  of  national  surplus  through  a  credit  or  refund  be  scien¬ 
tifically  uniform.  But  there  is  no  inequality  here  except  accidentally. 
The  basis  of  distribution  is  the  tax  shown  by  the  return  for  1923. 
All  similarly  situated  were  similarly  entitled.  If  the  1923  return 
showed  net  income  attributable  to  the  accumulation  of  years,  such 
as  a  gain  by  sale  of  capital  assets,  or  if  it  contained  the  share  of  part¬ 
nership  profits  for  a  fiscal  year  beginning  in  1922,  or  if  it  showed  a 
net  loss  and  hence  no  tax  and  no  reduction,  the  clear  provisions  of 
Title  XII  were  nevertheless  applicable.  We  can  not  stretch  a  “  re¬ 
duction  of  income  tax  payable  in  1924”  to  cover  taxes  payable  in 
1925  in  order  to  produce  an  alledged  uniformity  which  Congress 
deliberately  rejected. 

Judgment  will  be  entered  for  the  Commissioner. 


Appeal  of  Isaac  Brooks. 

Docket  No.  6278.  Decided  October  20,  1926. 

Arnold  R.  Boar ,  Esq.,  for  the  petitioner. 

F.  O.  Graves ,  Esq.,  for  the  Commissioner. 

Deficiency  of  $217.68  income  tax  for  the  calendar  year  1924. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  individual  residing  at  South  Bend,  Ind.  He 
was  a  member  of  a  partnership  which  kept  its  books  and  made  its 
partnership  return  on  the  basis  of  a  fiscal  year  beginning  February 
1,  1923,  and  ending  January  31,  1924. 

The  petitioner  filed  an  individual  income-tax  feturn  for  the  calen¬ 
dar  year  1924,  including  therein  the  amount  of  $11,888.18,  which 
was  his  distributive  share  of  the  partnership  income  for  its  fiscal 
year.  Ten  thousand  eight  hundred  and  ninety-seven  dollars  and  fifty 
cents  of  this  amount  was  his  portion  of  the  partnership  income  at¬ 
tributable  to  the  year  1923. 
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In  computing  the  tax  the  Commissioner  applied  the  rates  imposed 
by  the  Revenue  Act  of  1921  to  $10,897.50  without  making  an  allow¬ 
ance  of  25  per  cent  under  section  1200  of  the  Revenue  Act  of  1924. 

OPINION. 

Sternhagen:  The  decision  of  the  question  involved  in  this  pro¬ 
ceeding  is  governed  by  Appeal  of  Charles  Colip ,  5  B.  T.  A.  123. 

Judgment  will  be  entered  for  the  Commissioner. 

\  __________ 

Appeal  of  M.  J.  Brooks. 

Docket  No.  6279.  Decided  October  20,  1926. 

Arnold  R.  Baar ,  Esq.,  for  the  petitioner. 

F.  O.  Graves ,  Esq.,  for  the  Commissioner. 

Deficiency  of  $311.41  income  tax  for  the  calendar  year  1924. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  individual  residing  at  South  Bend,  Ind.  He 
was  a  member  of  a  partnership  which  kept  its  books  and  made  its 
partnership  return  on  the  basis  of  a  fiscal  year  beginning  February 
1,  1923,.  and  ending  January  31,  1924. 

The  petitioner  filed  an  individual  income-tax  return  for  the  cal¬ 
endar  year  1924,  including  therein  the  amount  of  $11,888.18,  which 
was  his  distributive  share  of  the  partnership  income  for  its  fiscal 
year.  Ten  thousand  eight  hundred  and  ninety-seven  dollars  and  fifty 
cents  of  this  amount  was  his  portion  of  the  partnership  income  at¬ 
tributable  to  the  year  1923. 

In  computing  the  tax  the  Commissioner  applied  the  rates  im¬ 
posed  by  the  Revenue  Act  of  1921  to  $10,897.50  without  making  an 
allowance  of  25  per  cent  under  section  1200  of  the  Revenue  Act  of 
1924. 

OPINION. 

Sternhagen:  The  decision  of  the  question  involved  in  this  pro¬ 
ceeding  is  governed  by  Appeal  of  Charles  Colip,  5  B.  T.  A.  123. 

Judgment  will  be  entered  for  the  C ommissioner. 

Appeal  of  Morris  Shapero. 

Docket  No.  6277.  Decided  October  20,  1926. 

Armold  R.  Baar,  Esq.,  for  the  petitioner. 

F.  O.  Graves,  Esq.,  for  the  Commissioner. 

Deficiency  of  $211.55  income  tax  for  the  calendar  year  1924. 
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FINDINGS  OF  FACT. 

The  petitioner  is  an  individual  residing  at  South  Bend,  Ind.  He 
was  a  member  of  a  partnership  which  kept  its  books  and  made  its 
partnership  return  on  the  basis  of  a  fiscal  year  beginning  February  1, 
1923,  and  ending  January  31,  1924. 

The  petitioner  filed  an  individual  income-tax  return  for  the 
calendar  year  1924,  including  therein  the  amount  of  $11,888.18, 
which  was  his  distributive  share  of  the  partnership  income  for  its 
fiscal  year.  Ten  thousand  eight  hundred  and  ninety-seven  dollars  and 
fifty  cents  of  this  amount  was  his  portion  of  the  partnership  income 
attributable  to  the  year  1923. 

In  computing  the  tax  the  Commissioner  applied  the  rates  imposed 
by  the  Revenue  Act  of  1921  to  $10,897.50  without  making  an  allow¬ 
ance  of  25  per  cent  under  section  1200  of  the  Revenue  Act  of  1924. 

OPINION. 

Sternhagen:  The  decision  of  the  question  involved  in  this  pro¬ 
ceeding  is  governed  by  Appeal  of  Charles  Colip ,  5  B.  T.  A.  123. 

Judgment  will  he  entered  for  the  Commissioner. 


Appeal  of  H.  D.  Hoffman. 

Docket  No.  6351.  Decided  October  20,  1926. 

Arnold  R.  Baar ,  Esq.,  for  the  petitioner. 

B.  G.  Simpich ,  Esq.,  for  the  Commissioner. 

Deficiency  of  $165.36  income  tax  for  the  calendar  year  1924. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  individual  residing  at  Monroe,  Mich.  He  was 
a  member  of  a  partnership  which  kept  its  books  and  made  its  part¬ 
nership  return  on  the  basis  of  a  fiscal  year  beginning  May  1,  1923, 
and  ending  April  30,  1924. 

The  petitioner  filed  an  individual  income-tax  return  for  the  cal¬ 
endar  year  1924,  including  therein  the  amount  of  $5,378.32,  which 
was  his  distributive  share  of  the  partnership  income  for  its  fiscal 
year.  Three  thousand  five  hundred  and  seven  dollars  and  sixty  cents 
of  this  amount  was  his  portion  of  the  partnership  income  attribut¬ 
able  to  the  year  1923. 

In  computing  the  tax  the  Commissioner  applied  the  rates  imposed 
by  the  Revenue  Act  of  1921  to  $3,507.60  without  making  an  allow¬ 
ance  of  25  per  cent  under  section  1200  of  the  Revenue  Act  of  1924. 
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OPINION. 

Sternhagen:  The  decision  of  the  question  involved  in  this  pro¬ 
ceeding  is  governed  by  Appeal  of  Charles  Colip ,  5  B,  T,  A.  123. 

Judgment  will  ~be  entered  for  the  Commissioner , 


Appeal  of  Boyez  Dansard. 

Docket  No.  6318.  Decided  October  20,  1926. 

Arnold  R.  Baar ,  Esq.,  for  the  petitioner. 

B.  G.  Simpich,  Esq.,  for  the  Commissioner. 

Deficiency  of  $19.73  income  tax  for  the  calendar  year  1924. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  individual  residing  at  Monroe,  Mich.  He 
was  a  member  of  a  partnership  which  kept  its  books  and  made  its 
partnership  return  on  the  basis  of  a  fiscal  year  beginning  May  1, 
1923,  and  ending  April  30,  1924. 

The  petitioner  filed  an  individual  income-tax  return  for  the  cal¬ 
endar  year  1924,  including  therein  the  amount  of  $1,344.58,  which 
was  his  distributive  share  of  the  partnership  income  for  its  fiscal 
year.  Eight  hundred  and  seventy-six  dollars  and  ninety  cents  of  this 
amount  was  his  portion  of  the  partnership  income  attributable  to 
the  year  1923. 

In  computing  the  tax  the  Commissioner  applied  the  rates  imposed 
by  the  Revenue  Act  of  1921  to  $876.90  without  making  an  allowance 
of  25  per  cent  under  section  1200  of  the  Revenue  Act  of  1924. 

OPINION. 

Sternhagen  :  The  decision  of  the  question  involved  in  this  pro¬ 
ceeding  is  governed  by  Appeal  of  Charles  Colip,  5  B.  T.  A.  123. 

Judgment  will  be  entered  for  the  C ommissioner. 


Appeal  of  Charles  B.  Rose. 

Docket  No.  10270.  Decided  October  20,  1926. 

Arnold  R.  Baar,  Esq.,  for  the  petitioner. 

B.  G.  Simpich,  Esq.,  for  the  Commissioner. 

Deficiency  of  $60.17  income  tax  for  the  calendar  year  1924. 
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FINDINGS  OF  FACT. 

The  petitioner  is  an  individual  residing  at  Monroe,  Mich.  He  was 
a  member  of  a  partnership  which  kept  its  books  and  made  its  part¬ 
nership  return  on  the  basis  of  a  fiscal  year  beginning  May  1,  1923, 
and  fending  April  30,  1924. 

The  petitioner  filed  an  individual  income-tax  return  for  the  cal¬ 
endar  year  1924,  including  therein  the  amount  of  $2,689.16,  which 
was  his  distributive  share  of  the  partnership  income  for  its  fiscal 
year.  One  thousand  seven  hundred  and  fifty-three  dollars  and 
eighty  cents  of  this  amount  was  his  portion  of  the  partnership  in¬ 
come  attributable  to  the  year  1923. 

In  computing  the  tax  the  Commissioner  applied  the  rates  imposed 
by  the  Revenue  Act  of  1921  to  $1,753.80  without  making  an  allow¬ 
ance  of  25  per  cent  under  section  1200  of  the  Revenue  Act  of  1924. 

OPINION. 

Steknhagen:  The  decision  of  the  question  involved  in  this  pro¬ 
ceeding  is  governed  by  Appeal  of  Charles  Colip ,  5  B.  T.  A.  123. 

Judgment  will  be  entered  for  the  C ommissioner. 


Appeal  of  Willis  Baldwin. 

Docket  No.  6317.  Decided  October  20,  1926. 

Arnold  R.  Baar ,  Esq.,  for  the  petitioner. 

B.  G.  Simpich ,  Esq.,  for  the  Commissioner. 

Deficiency  of  $148.03  income  tax  for  the  calendar  year  1924. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  individual  residing  at  Monroe,  Mich.  He 
was  a  member  of  a  partnership  which  kept  its  books  and  made  its 
partnership  return  on  the  basis  of  a  fiscal  year  beginning  May  1,  1923, 
and  ending  April  30,  1924. 

The  petitioner  filed  an  individual  income-tax  return  for  the  cal¬ 
endar  year  1924,  including  therein  the  amount  of  $5,378.32,  which 
was  his  distributive  share  of  the  partnership  income  for  the  fiscal 
year.  Three  thousand  five  hundred  and  seven  dollars  and  sixty  cents 
of  this  amount  was  his  portion  of  the  partnership  income  attribut¬ 
able  to  the  year  1923.  1 

In  computing  the  tax  the  Commissioner  applied  the  rates  imposed 
by  the  Revenue  Act  of  1921  to  $3,507.60  without  making  an  allow¬ 
ance  of  25  per  cent  under  section  1200  of  the  Revenue  Act  of  1924. 
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OPINION. 

Sternhagen  :  The  decision  of  the  question  involved  in  this  pro¬ 
ceeding  is  governed  by  Appeal  of  Charles  Colip ,  5  B.  T.  A.  123. 

Judgment  will  be  entered  for  the  C ommissioner. 


Appeal  of  Thornton  Dixon. 

Docket  No.  6319.  Decided  October  20,  1926. 

Arnold  R.  Baar ,  Esq.,  for  the  petitioner. 

B.  G.  Simpich ,  Esq.,  for  the  Commissioner. 

Deficiency  of  $183.77  income  tax  for  the  calendar  year  1924. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  individual  residing  at  Monroe,  Mich.  He 
was  a  member  of  a  partnership  which  kept  its  books  and  made  its 
partnership  return  on  the  basis  of  a  fiscal  year  beginning  May  1, 
1923,  and  ending  April  30,  1924. 

The  petitioner  filed  an  individual  income-tax  return  for  the  cal¬ 
endar  year  1924,  including  therein  the  amount  of  $5,378.32,  which 
was  his  distributive  share  of  the  partnership  income  for  its  fiscal 
year.  Three  thousand  five  hundred  and  seven  dollars  and  sixty  cents 
of  this  amount  was  his  portion  of  the  partnership  income  attribut¬ 
able  to  the  year  1923. 

In  computing  the  tax  the  Commissioner  applied  the  rates  imposed 
by  the  Revenue  Act  of  1921  to  $3,507.60  without  making  an  allow¬ 
ance  of  25  per  cent  under  section  1200  of  the  Revenue  Act  of  1924. 

opinion. 

Sternhagen  :  The  decision  of  the  question  involved  in  this  pro¬ 
ceeding  is  governed  by  Appeal  of  Charles  Colip,  5  B.  T.  A.  123. 

Judgment  will  be  entered  for  the  Commissioner^ 


Appeal  of  Zalmon  G.  Simmons. 

Docket  No.  10412.  Decided  October  20,  1926. 

Daniel  Burke,  Esq.,  for  the  petitioner. 

F.  O.  Graves,  Esq.,  for  the  Commissioner. 

Deficiency  of  $56,129.95  income  tax  for  the  calendar  year  1924. 
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FINDINGS  OF  FACT. 

The  petitioner  resides  in  Greenwich,  Conn.  He  was  a  member  of 
the  partnership  known  as  Z.  G.  Simmons  from  April  1,  1923,  the  date 
of  its  formation. 

The  petitioner  filed  an  individual  income-tax  return  for  the  calen¬ 
dar  year  1924,  including  therein  the  amount  of  $387,930.29,  which 
was  the  portion  of  his  distributive  share  of  the  partnership  income 
attributable  to  the  year  1923.  The  fiscal  period  of  the  partnership 
was  from  April  1,  1923,  to  March  31,  1924. 

In  computing  the  tax  the  Commissioner  applied  the  rates  imposed 
by  the  Revenue  Act  of  1921  to  $387,930.29  without  making  an  allow¬ 
ance  of  25  per  cent  under  section  1200  of  the  Revenue  Act  of  1924. 

opinion. 

Sterniiagen:  The  decision  of  the  question  involved  in  this  pro¬ 
ceeding  is  governed  by  Ay  peal  of  Charles  Colip ,  5  B.  T.  A.  123. 

Judgment  will  be  entered  for  the  Commissioner .. 


Appeal  of  Charles  L.  Woody. 

Docket  No.  9585.  Decided  October  20,  1926. 

Raymond  M.  White ,  Esq.,  for  the  petitioner. 

D.  D.  Shepard ,  Esq.,  for  the  Commissioner. 

Deficiency  of  $630.38  income  tax  for  the  calendar  year  1924. 

FINDINGS  OF  FACT.' 

The  petitioner  is  an  individual  residing  in  Brooklyn,  N.  Y.  He* 
was  a  member  of  the  partnership  of  Merrill,  Rogers,  Gifford  &. 
Woody  from  May  1,  1923,  the  date  of  its  formation. 

The  petitioner  filed  an  individual  income-tax  return  for  the  calen¬ 
dar  year  1924,  including  therein  the  amount  of  $24,000,  which  was 
his  distributive  share  of  the  partnership  income  for  its  fiscal  year 
of  May  1,  1923,  to  April  30,  1924.  Sixteen  thousand  dollars  of  this 
amount  was  his  portion  of  the  partnership  income  attributable  to  the 
year  1923. 

In  computing  the  tax  the  Commissioner  applied  the  rates  imposed 
by  the  Revenue  Act  of  1921  to  $16,000  without  making  an  allowance 
of  25  per  cent  under  section  1200  of  the  Revenue  Act  of  1924. 


134 


5  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(133) 


OPINION. 

Sterniiagen:  The  decision  of  the  question  involved  in  this  pro¬ 
ceeding  is  governed  by  Appeal  of  Charles  Colip ,  5  B.  T.  A.  123. 

Judgment  will  be  entered  for  the  Commissioner. 


-Appeal  of  Leah  Brunt,  Administratrix,  Estate  of  Theodore  S. 

Brunt. 

Docket  No.  2869.  Decided  October  21,  1926. 

1.  In  view  of  the  political  nature  of  the  power  of  Congress,  the 
•absence  of  any  reference  to  Federal  tax  in  respect  of  mineral  rights 
in  the  Allotment  Act  of  1906,  and  the  express  and  inclusive  terms 
>of  the  Revenue  Act  of  1918,  held,  that  a  member  of  the  Osage 
Indian  tribe  is  subject  to  income  tax  on  royalties  and  proceeds 
from  mineral  rights  of  the  tribe. 

2.  As  Congress  has  plenary  power  over  Indian  affairs,  the  ques¬ 
tion  whether  Indians  shall  or  shall  not  be  taxed  is  a  matter  of 
legislative  discretion,  and  when  clearly  exercised  by  statute  may 
not  be  limited  by  construction. 

3.  The  general  rule  of  treating  the  Indians  fairly  and  construing 
general  legislation  liberally  in  their  favor  does  not  require  the  con¬ 
struction  of  the  plain  language  of  the  statute  so  as  to  exempt  the 
Indians  from  tax.  This  is  especially  so  in  view  of  The  Cherokee 
Tobacco,  11  Wall.  616,  where  the  court  upheld  a  Federal  tax  upon 
Indians. 

4.  The  limitation  upon  the  power  of  the  States  to  tax  the  Indian 
or  otherwise  interfere  with  the  constitutional  power  of  Congress 
over  Indian  affairs  is  no  measure  of  the  power  of  Congress  and  no 
criterion  of  its  exercise. 

T.  J.  Leahy ,  Esq .,  for  the  petitioner. 

Ellis  W.  Manning ,  Esq .,  for  the  Commissioner. 

The  question  is  whether  income  received  by  a  member  of  the 
Osage  tribe  of  Indians,  derived  from  the  oil  and  gas  rights  of  the 
tribe,  is  taxable.  It  is  stipulated  that  if  the  income  in  question  is 
held  to  be  taxable  there  is  for  1919  an  overpayment  of  $43.37  and 
for  1920  a  deficiency  of  $150.39. 

FINDINGS  OF  FACT. 

Leah  Brunt  is  the  administratrix  of  the  estate  of  Theodore  S. 
Brunt,  who  during  his  lifetime  was  an  enrolled  member  of  the  Osage 
tribe  of  Indians  and  sustained  tribal  relations  with  said  tribe  in 
Oklahoma.  During  1920  there  was  distributed  to  him  $5,000  as  his 
pro  rata  share  of  the  proceeds  from  the  sale  of  oil  leases  by  the 
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Osage  tribe  of  Indians,  and  $4,900  as  his  pro  rata  share  of  royalties 
from  oil  and  gas  leases  theretofore  made  by  said  tribe  under  regu¬ 
lations  approved  by  the  Secretary  of  the  Interior.  These  amounts 
were  paid  to  the  decedent  through  the  Osage  Indian  Agency  at. 
Pawhuska,  Okla. 

,  OPINION. 

Sternhagen  :  The  question  presented  affects  all  restricted  Indians, 
of  the  Osage  tribe.  It  applies  particularly  to  the  years  1919  and 
1920,  and  therefore  its  decision  is  not  affected  by  the  fact  that 
citizenship  has  since  been  conferred  upon  the  Osages.  The  facts  are 
stipulated  by  the  parties  but  they  do  not  disclose  the  exact  status  of 
the  decedent,  except  his  enrollment  as  a  member  of  the  Osage  tribe. 
Whether  he  was  certified  as  competent  by  the  Secretary  of  the  In¬ 
terior  under  the  Allotment  Act  of  1906,  does  not  appear,  but  from 
the  briefs  we  assume  that  no  such  certificate  had  been  issued.  If  this 
assumption  is  erroneous  our  decision  is  nevertheless  the  same,  as  will 
appear. 

The  theory  upon  which  the  Commissioner  asserts  the  tax  in  ques¬ 
tion  is  in  short  compass,  being  simply  that  since  by  the  Revenue  Act 
of  1918,  sections  210  and  211,  a  tax  is  imposed  “  upon  the  net  income 
of  every  individual,”  there  being  no  exception  expressly  applicable 
either  to  the  Indian  as  a  subject  of  the  tax  or  to  the  income  in  ques¬ 
tion  as  an  item  of  gross  income  “  from  whatever  source  derived,”  the 
tax  here  is  expressly  imposed.  The  petitoner  argues  that  the  Osage 
tribe  is  a  political  entity  not  within  the  taxable  class  enumerated  in 
the  statute ;  that  its  property  is  held  in  trust  by  the  Government  for 
the  tribe,  the  income  not  being  subject  to  tax  against  the  tribe  or 
upon  distribution  against  the  members  of  the  tribe,  and  that  the 
Sixteenth  Amendment  does  not  authorize  the  tax.  Bringing  these 
two  opposing  arguments  together,  it  will  be  seen  that  they  require  an 
exhaustive  examination  into  the  nature  and  scope  of  the  relation  be¬ 
tween  the  United  States  and  the  Indian,  with  full  regard  for  the  his¬ 
tory  of  that  relation,  in  order  that  the  decision  reached  may  not 
bring  about  an  inconsistency  between  the  policy  of  Congress  in  In¬ 
dian  affairs  and  its  policy  in  tax  legislation.  This  is  not  to  say 
that  our  decision  may  be  founded  upon  our  conception  of  legisla¬ 
tive  policy  rather  than  upon  the  clear  intendment  of  the  taxing 
statute,  but  only  that,  when  we  are  called  upon  to  construe  the  Rev¬ 
enue  Act  we  may  not  so  far  disregard  other  existing  legislation  as 
to  bring  about  a  conflict  so  that  a  clearly  evinced  purpose  of  Con¬ 
gress  may  be  obstructed.  See  New  York ,  Ontario  &  Western  By. 
Co .,  1  B.  T.  A.  1172. 
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The  history  of  Indian  affairs  need  not  be  elaborately  dealt  with 
here.1  The  Supreme  Court  outlined  it  generally  in  Matter  of  Heff , 
197  U.  S.  488,  as  follows : 

In  the  early  dealings  of  the  Government  with  the  Indian  tribes  the  latter 
were  recognized  as  possessing  some  of  the  attributes  of  nations,  with  which  the 
former  made  treaties,  and  the  policy  of  the  Government  was,  sometimes  by 
treaties  and  sometimes  by  the  use  of  force,  to  put  a  stop  to  the  wanderings  of 
these  tribes  and  locate  them  on  some  definite  territory  or  reservation,  there 
establishing  for  them  a  communal  or  tribal  life.  While  this  policy  was  in 
force,  and  this  location  of  wandering  tribes  was  being  accomplished,  much  of 
the  legislation  of  Congress  ran  in  the  direction  of  the  isolation  of  the  Indians, 
preventing  general  intercourse  between  them  and  their  white  neighbors  in 
order  that  they  might  not  be  defrauded  or  wronged  through  the  superior  cun¬ 
ning  and  skill  of  those  neighbors.  The  practice  of  dealing  with  the  Indian 
tribes  as  separate  nations  was  changed  by  a  proviso  inserted  in  the  Indian 
appropriation  act  of  March  3,  1871  (16  Stat.  566;  carried  into  section  2079 
Rev.  Stat.),  which  reads:  “No  Indian  nation  or  tribe  within  the  territory  of 
the  United  States  shall  be  acknowledged  or  recognized  as  an  independent  nation, 
tribe,  or  power  with  whom  the  United  States  may  contract  by  treaty.”  From 
that  time  on  the  Indian  tribes  and  the  individual  members  thereof  have  been 
subjected  to  the  direct  legislation  of  Congress  which,  for  some  time  thereafter, 
continued  the  policy  of  locating  the  tribes  on  separate  reservations  and  per¬ 
petuating  the  communal  or  tribal  life. 

*  *  *  *  *  *  * 

Of  late  years  a  new  policy  has  found  expression  in  the  legislation  of  Con¬ 
gress — a  policy  which  looks  to  the  breaking  up  of  tribal  relations,  the  establish¬ 
ing  of  the  separate  Indians  in  individual  homes,  free  from  national  guardian¬ 
ship  and  charged  with  all  the  rights  and  obligations  of  citizens  of  the  United 
States. 

This  decision  was  overruled  in  United  States  v.  Nice ,  241  U.  S. 
591,  in  which  the  power  of  Congress  to  regulate  the  sale  of  liquor 
to  Indian  allottees  was  upheld. 

As  to  the  status  of  the  Indian  and  the  tribe,  see  Elk  v.  Wilkins 
(1884),  112  U.  S.  94,  in  which  it  is  said: 

The  Indian  tribes,  being  within  the  territorial  limits  of  the  United  States, 
were  not,  strictly  speaking,  foreign  States ;  but  they  were  alien  nations,  dis¬ 
tinct  political  communities,  with  whom  the  United  States  might  and  habitually 
did  deal,  as  they  thought  fit,  either  through  treaties  made  by  the  President  and 
Senate,  or  through  acts  of  Congress  in  the  ordinary  forms  of  legislation.  The 
members  of  those  tribes  owed  immediate  allegiance  to  their  several  tribes,  and 
were  not  part  of  the  people  of  the  United  States.  They  were  in  a  dependent 
condition,  a  state  of  pupilage,  resembling  that  of  a  ward  to  his  guardian. 

The  court  said  in  United  States  v.  Kagama  (1886),  118  U.  S.  375: 

They  were,  and  always  have  been,  regarded  as  having  a  semi-independent 
position  when  they  preserved  their  tribal  relations ;  not  as  States,  not  as 

1  See  Eighteenth  Annual  Report,  Bur.  Am.  Ethnology,  G.  P.  O.  1899,  p.  640,  et  seq.; 
The  Indian  in  Relation  to  the  White  Population  of  the  United  States,  by  Fayette  Avery 
McKenzie  (1908),  Lib.  Cong.,  Class  E  77,  Book  M  15;  The  American  Indian  and  Govern¬ 
ment  Indian  Administration,  by  Edgar  B.  Merritt,  Asst.  Indian  Commissioner,  Office  of 
[Indian  Affairs,  Bulletin  12  (reprint,  1926). 
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nations,  not  as  possessed  of  the  full  attributes  of  sovereignty,  but  as  a  separate 
people,  with  the  power  of  regulating  their  internal  and  social  relations,  and 
thus  far  not  brought  under  the  laws  of  the  Union  or  of  the  State  within  whose 
limits  they  resided. 

And  in  Choate  v.  Trapp  (1912),  224  U.  S.  665: 

The.  Tribes  have  been  regarded  as  dependent  nations,  and  treaties  with  them 
have  been  looked  upon  not  as  contracts,  but  as  public  laws  which  could  be 
abrogated  at  the  will  of  the  United  States. 

See  also  Roff  v.  Burney ,  168  U.  S.  218. 

Prior  to  allotment  the  Indians’  title  to  land  in  the  reservations 
was  restricted  to  that  of  occupancy  alone,  the  United  States  retain¬ 
ing  the  fee.  Jones  v.  Meehan ,  175  U.  S.  1.  See  also  Cherokee  Nation 
v.  Hitchcock ,  187  U.  S.  294.  The  right  in  the  timber  was  not  com¬ 
plete,  as  it  did  not  include  the  right  to  cut  for  commercial  sale. 
United  States  v.  Cook ,  19  Wall.  591;  Beecher  v.  Wetherby ,  95  U.  S. 
517.  After  allotment  with  an  express  provision  for  tax  exemption 
of  the  land,  the  right  to  the  exemption  from  state  tax  was  as  good 
as  the  title  to  the  allotted  land  itself.  Choate  v.  Trapp ,  224  U.  S. 
665,  so  held,  and  the  court  said : 

The  patent  and  the  legislation  of  Congress  must  be  construed  together,  and 
when  so  construed  they  show  that  Congress,  in  consideration  of  the  Indians’ 
relinquishment  of  all  claim  to  the  common  property,  and  for  other  satisfactory 
reasons,  made  a  grant  of  land  which  should  be  non-taxable  for  a  limited  period. 
The  patent  issued  in  pursuance  of  those  statutes  gave  the  Indian  as  good  a 
title  to  the  exemption  as  it  did  to  the  land  itself.  Under  the  provisions  of 
the  Fifth  Amendment  there  was  no  more  power  to  deprive1  him  of  the  exemption 
than  of  any  other  right  in  the  property.  No  statute  would  have  been  valid 
which  reduced  his  fee  to  a  life  estate,  or  attempted  to  take  from  him  ten  acres, 
or  fifty  acres,  or  the  timber  growing  on  the  land.  After  he  accepted  the  patent 
the  Indian  could  not  be  heard,  either  at  law  or  in  equity,  to  assert  any  claim 
to  the  common  property.  If  he  is  bound,  so  is  the  tribe  and  the  Government 
when  the  patent  was  issued. 

*  *****  * 

The  provision  that  “  all  land  shall  be  non-taxable  ”  naturally  indicates  that 
the  exemption  is  attached  to  the  land — only  an  artificial  rule  can  make  it  a 
personal  privilege.  But  if  there  is  any  conflict  between  the  natural  meaning 
and  the  technical  construction, — if  there  were  room  for  doubt,  or  if  there  were 
any  question  as  to  whether  this  was  a  personal  privilege  and  repealable,  or  an 
incident  attached  to  the  land  itself  for  a  limited  period,  that  doubt,  under  this 
rule,  must  be  resolved  in  favor  of  the  patentee. 

******* 

There  have  been  comparatively  few  cases  which  discuss  the  legislative  power 
over  private  property  held  by  the  Indians.  But  those  few  all  recognize  that 
he  is  not  excepted  from  the  protection  guaranteed  by  the  Constitution.  His 
private  rights  are  secured  and  enforced  to  the  same  extent  and  in  the  same 
way  as  other  residents  or  citizens  of  the  United  States.  In  re  Heff,  197  U.  S. 
488,  504 ;  Cherokee  Nation  v.  Hitchcock ,  187  U.  S.  294,  307 ;  Smith  v.  Ooodell, 
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20  Johns.  (N.  Y.)  188;  Lowry  v.  Weaver ,  4  McLean,  82;  Whirlwind  v.  Von  dev 
Ahe ,  67  Mo.  App.  628;  Taylor  v.  Drew,  21  Arkansas,  485,  487.  His  right  of 
private  property  is  not  subject  to  impairment  by  legislative  action,  even  while- 
he  is,  as  a  member  of  a  tribe  and  subject  to  the  guardianship  of  the  United 
States  as  to  his  political  and  personal  status. 

The  Indian  was  a  person  irrespective  of  citizenship.  United? 
States  ex  rel.  Standing  Bear  v.  Crook ,  5  Dill.  453;  25  Fed.  Cas.  695, 
Case  No.  14,891.  Birth  within  the  territorial  limits  of  the  United 
States  was  not  alone  sufficient  to  confer  citizenship,  even  under  the* 
Fourteenth  Amendment,  and  even  although  the  Indian  was  separated 
from  his  tribe.  Elk  v.  Wilkins ,  112  U.  S.  94.  On  the  other  hand,  a. 
United  States  citizen  did  not  lose  his  citizenship  because  he  became* 
by  adoption  a  member  of  an  Indian  tribe.  Roff  v.  Burney ,  168  U.  S'- 
218.  His  responsibility  under  the  criminal  law  was  not  less  by  rea¬ 
son  of  the  restriction  upon  his  power  of  alienation  of  his  allotted' 
land.  Matter  of  Heff ,  197  U.  S.  488.  The  restriction  of  the  power 
of  alienation  is  not  inconsistent  with  citizenship,  Tiger  v.  Western 
Investment  Co .,  221  U.  S.  286;  and  citizenship  is  not  in  itself  am 
obstacle  to  the  exercise  by  Congress  of  its  power  to  enact  laws  for 
the  benefit  and  protection  of  tribal  Indians  as  a  dependent  people. 
Cherokee  Nation  v.  Hitchcock ,  187  IT.  S.  294;  United  States  v. 
Sandoval ,  231  U.  S.  28. 

The  history  of  the  Osage  reservation  is  outlined  in  Thomas  v.  Gayr 
169  U.  S.  264,  as  follows: 

It  is,  indeed,  true  that  the  lands  in  question,  constituting  the  reservations  of' 
the  Osage  and  Kansas  Indians,  are  portions  of  lands  previously  granted  by 
patent  of  the  United  States,  in  pursuance  of  the  treaty  of  May  6,  1828,  7  Stat. 
311,  and  of  the  treaty  of  December  29,  1835,  7  Stat.  478,  to  the  Cherokee  Nation: 
of  Indians,  and  that  it  was  provided,  in  those  treaties,  that  the  lands  so- 
granted  should  not,  without  the  consent  of  the  Indians,  at  any  future  time  be- 
“  included  within  the  territorial  limits  or  jurisdiction  of  any  State  or  Terri¬ 
tory.” 

In  the  subsequent  treaty  with  the  Cherokees  of  July  19,  1866,  14  Stat.  799. 
804,  it  was  stipulated  that  the  United  States  might  “  settle  friendly  Indians 
in  any  part  of  the  Cherokee  country  west  of  the  96th  degree,  to  be  taken  in  a. 
compact  form,  in  quantity  not  exceeding  160  acres  for  each  member  of  each, 
of  said  tribes  thus  to  be  settled,  the  boundaries  of  each  of  said  districts  to  be- 
distinctly  marked,  and  the  land  conveyed  in  fee  simple  to  each  of  said  tribes, 

*  *  *  said  land  to  be  paid  for  to  the  Cherokee  Nation,  at  such  price  as 

may  be  agreed  upon  between  the  said  parties  in  interest,  subject  to  the  approval 
of  the  President.” 

On  the  26th  of  June,  1866,  a  treaty  was  made  with  the  Osage  Indians,  14 
Stat.  687,  wherein  it  wTas  provided  that  a  large  part  of  the  reservation  then 
occupied  by  that  tribe  in  Kansas  was  sold  outright  to  the  Government  for  a 
certain  sum  of  money,  and  by  article  16  of  said  treaty  it  was  provided  that 
“  If  said  Indians  should  agree  to  remove  from  the  State  of  Kansas  and  settle* 
on  land  to  be  provided  for  them  by  the  United  States  in  the  Indian  Territory,, 
on  such  terms  as  may  be  agreed  upon  between  the  United  States  and  the  Indian  > 
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tribes  now  residing  in  said  Territory,  or  any  of  them,  then  the  diminished 
reservation  shall  be  disposed  of  by  the  United  States  in  the  same  manner  and 
for  the  same  purposes  as  hereinbefore  provided  in  relation  to  said  trust  lands, 
except  that  fifty  per  cent  of  the  proceeds  of  the  sale  of  said  diminished  reserve 
may  be  used  by  the  United  States  in  the  purchase  of  lands  for  a  suitable  home 
for  said  Indians  in  said  Indian  Territory.” 

On  July  15,  1S70,  16  Stat.  335,  Congress  passed  an  act,  providing,  in  sub¬ 
stance  that  whenever  the  Osages  should  agree  thereto,  in  such  manner  as  the 
President  should  prescribe,  said  Indians  should  be  removed  from  their  said 
diminished  reservation  in  the  State  of  Kansas  to  the  lands  to  be  provided  for 
them  in  the  Indian  Territory,  “  to  consist  of  a  tract  of  land  in  compact  form, 
equal  in  quantity  to  160  acres  for  each  member  of  the  tribe,  to  be  paid  for  out 
of  the  proceeds  of  the  sales  of  their  lands  in  the  State  of  Kansas and  subse¬ 
quently  the  Osages  were  established  upon  their  present  reservation,  and  the 
Cherokees  were  paid  therefor  the  sum  of  $1,650,600;  and  by  an  act  approved 
Jqne  5,  1872,  17  Stat.  228,  Congress  confirmed  this  reservation  in  said  Cherokee 
country. 

*  *****  ❖ 

In  1883,  sufficient  money  having  been  realized  from  the  sales  to  pay  for  said 
lands,  a  deed  was  duly  executed  by  the  Cherokees  conveying  all  their  rights  and 
title  in  and  to  the  United  States  for  the  use  of  the  said  Osage  and  Kansas 
Indians,  which  deed  is  recorded  in  volume  6  of  the  Indian  Deeds  in  the  office 
of  the  Commissioner  of  Indian  Affairs  in  the  Department  of  the  Interior. 

H*  H*  H* 

*  *  *  The  United  States  have,  by  the  act  of  May  2,  1890,  26  Stat.  81, 

creating  the  Territory  of  Oklahoma,  included  these  Osage  and  Kansas  Indian 
lands  within  the  geographical  limits  of  said  Territory. 

It  is  well  settled  that  Congress  has  plenary  power  over  Indian 
affairs  derived  from  the  constitutional  authority  to  regulate  com¬ 
merce  with  the  Indian  tribes.  Const.,  Art.  I,  section  8,  cl.  3. 

The  power  of  the  General  Government  over  these  remnants  of  a  race  once 
powerful,  now  weak  and  diminished  in  numbers,  is  necessary  to  their  pro¬ 
tection,  as  well  as  to  the  safety  of  those  among  whom  they  dwell.  It  must 
exist  in  that  government  because  it  never  has  existed  anywhere  else,  because 
the  theatre  of  its  exercise  is  within  the  geographical  limits  of  the  United 
States,  because  it  has  never  been  denied,  and  because  it  alone  can  enforce  its 
laws  on  all  the  tribes.  ( United  States  v.  Kagama ,  118  U.  S.  375.) 

The  unlimited  power  of  Congress  to  deal  with  the  Indians,  their  property 
and  commercial  transactions,  so  long  as  they  keep  up  their  tribal  organiza¬ 
tions,  may  be  conceded;  *  *  *  (Thomas  v.  Gay,  169  U.  S.  264.) 

Congress  may  restrict  the  Indians’  use  of  the  land  by  prohibiting 
the  cutting  and  selling  of  all  but  dead  and  down  timber  and  directing 
to  some  extent  the  use  of  the  proceeds.  Pine  River  Logging  Co.  v. 
United  States,  186  U.  S.  279. 

In  Lone  Wolf  v.  Hitchcock ,  187  U.  S.  553,  the  court  said : 

Plenary  authority  over  the  tribal  relations  of  the  Indians  has  been  exercised 
by  Congress  from  the  beginning,  and  the  power  has  always  been  deemed  a 
political  one,  not  subject  to  be  controlled  by  the  judicial  department  of  the 
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government.  Until  the  year  1S71  the  policy  was  pursued  of  dealing  with  the 
Indian  tribes  by  means  of  treaties,  and,  of  course,  a  moral  obligation  rested 
upon  Congress  to  act  in  good  faith  in  performing  the  stipulations  entered  into 
on  its  behalf.  But,  as  with  treaties  made  with  foreign  nations,  Chinese  Ex¬ 
clusion  Case,  130  U.  S.  581,  600,  the  legislative  power  might  pass  laws  in 
conflict  with  treaties  made  with  the  Indians.  Thomas  v.  Gay,  169  U.  S.  264, 
270;  Ward  v.  Race  Ilorse,  163  U.  S.  504,  511;  Spalding  v.  Chandler,  160  U.  S. 
394,  405 ;  Missouri,  Kansas  &  Texas  Ry.  Co.  v.  Roberts,  152  U.  S.  114,  117 ; 
The  Cherokee  Tobacco,  11  Wall.  616. 

The  power  exists  to  abrogate  the  provisions  of  an  Indian  treaty,  though 
presumably  such  power  will  be  exercised  only  when  circumstances  arise  which 
will  not  only  justify  the  government  in  disregarding  the  stipulations  of  the 
treaty,  but  may  demand,  in  the  interest  of  the  country  and  the  Indians  them¬ 
selves,  that  it  should  do  so.  When,  therefore,  treaties  were  entered  into  be¬ 
tween  the  United  States  and  a  tribe  of  Indians  it  was  never  doubted  that  the 
power  to  abrogate  existed  in  Congress,  and  that  in  a  contingency  such  powder 
might  be  availed  of  from  considerations  of  governmental  policy,  particularly 
if  consistent  with  perfect  good  faith  towards  the  Indians.  *  *  * 

*  *  *  We  must  presume  that  Congress  acted  in  perfect  good  faith  in  the 

dealings  with  the  Indians  of  wdiich  complaint  is  made,  and  that  the  legislative 
branch  of  the  government  exercised  its  best  judgment  in  the  premises.  In 
any  event,  as  Congress  possessed  full  power  in  the  Tiatter,  the  judiciary  cannot 
question  or  inquire  into  the  motives  which  prompted  the  enactment  of  this 
legislation.  If  injury  was  occasioned,  which  we  do  not  wish  to  be  understood 
as  implying,  by  the  use  made  by  Congress  of  its  power,  relief  must  be  sought 
by  an  appeal  to  that  body  for  redress  and  not  to  the  courts.  *  *  * 

See  also  Gritts  v.  Fisher  (1912),  224  U.  S.  640.  .  | 

It  is  thoroughly  established  that  Congress  has  plenary  authority  over  the 
Indians  and  all  their  tribal  relations,  and  full  power  to  legislate  concerning 
their  tribal  property.  The  guardianship  arises  from  their  condition  of  tutelage 
or  dependency ;  and  it  rests  with  Congress  to  determine  when  the  relationship 
shall  cease ;  the  mere  grant  of  rights  of  citizenship  not  being  sufficient  to 
terminate  it.  *  *  *  (IF inton  v.  Amos,  255  U.  S.  373,  391.) 

In  the  exercise  of  this  plenary  power  Congress  alone  is  the  judge 
of  the  wisdom  and  expediency  of  legislation.  The  policy  to  be  pur¬ 
sued  is  not  a  judicial  question,  and  just  as  Congress  has  changed 
or  modified  the  Indian  policy  in  the  past,  so  it  may  in  the  future; 
and  manifestly  it  is  to  be  left  free  to  do  so.  Benefits  to  be  bestowed 
or  restrictions  or  hardships  to  be  imposed  upon  the  Indians  are  mat¬ 
ters  of  legislative  concern,  and  when  the  language  used  is  clear  it  is 
final.  This  exercise  of  authority  has  taken  many  forms  and  has 
been  considered  in  many  cases  before  the  Supreme  Court  and  has 
always  been  upheld  irrespective  of  its  particular  effect. 

It  is  to  be  presumed  that  in  this  matter  the  United  States  would  be  governed 
by  such  considerations  of  justice  as  would  control  a  Christian  people  in  their 
treatment  of  an  ignorant  and  dependent  race.  Be  that  as  it  may,  the  pro¬ 
priety  or  justice  of  their  action  towards  the  Indians  with  respect  to  their 
lands  is  a  question  of  governmental  policy,  *  *  *.  ( Beecher  v.  Wetherby, 

95  U.  S.  517.) 
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But  if  the  words  used  in  the  treaty  of  1866,  reasonably  interpreted,  import 
beyond  question  an  absolute,  unconditional  cession  of  the  lands  in  question 
to  the  United  States  free  from  any  trust,  then  the  court  cannot  amend  the 
treaty  or  refuse  to  carry  out  the  intent  of  the  parties,  as  gathered  from  the 
words  used,  merely  because  one  party  to  it  held  the  relation  of  an  inferior 
and  was  politically  dependent  upon  the  other,  or  because  in  the  judgment  of 
the'  court  the  Indians  may  have  been  overreached.  To  hold  otherwise  would 
be  practically  to  recognize  an  authority  in  the  courts  not  only  to  reform  or 
correct  treaties,  but  to  determine  questions  of  mere  policy  in  the  treatment  of 
the  Indians  which  it  is  the  function  alone  of  the  legislative  branch  of  the 
Government  to  determine. 

It  is  said  in  the  present  case  that  the  interpretation  of  the  treaty  in  ac¬ 
cordance  with  the  views  of  the  United  States  would  put  the  Government  in 
the  attitude  of  having  acquired  lands  from  the  Indians  at  a  price  far  below 
their  real  value.  Even  if  this  were  true  it  would  not  authorize  the  court  in 
determining  the  legal  rights  of  the  parties  to  proceed  otherwise  than  according 
to  the  established  principles  of  interpretation,  and  out  of  a  supposed  wrong  to 
one  party  evolve  a  construction  not  consistent  with  the  clear  import  of  the 
words  of  the  treaty.  If  the  treaty  of  1866,  according  to  its  tenor  and  obvious 
import,  did  injustice  to  the  Choctaws  and  Chickasaws,  the  remedy  is  with  the 
political  department  of  the  Government.  As  there  is  no  ground  to  contend 
in  this  case  that  that  treaty,  if  interpreted  according  to  the  views  of  the 
Government,  was  one  beyond  the  power  of  the  parties  to  make,  it  is  clear  that 
even  if  the  United  States  did  not  deal  generously  with  the  Choctaws  and 
Chickasaws  in  respect  of  the  lands  in  dispute — and  we  do  not  mean  to  say  that 
there  is  any  ground  whatever  for  so  contending — the  wrong  done  must  be 
repaired  by  Congress,  and  cannot  be  remedied  by  the  courts  without  usurping 
authority  that  does  not  belong  to  them.  ( United  States  v.  Choctaw  dc.  Nations, 
179  U.  S.  495.) 

It  is  said  that  the  State  has  conferred  upon  these  Indians  the  right  of 
suffrage  and  other  rights  that  ordinarily  belong  only  to  cit  zens,  and  that  they 
ought,  therefore  to  share  the  burdens  of  government  like  other  people  who 
enjoy  such  rights.  These  are  considerations  to  be  addressed  to  Congress. 
It  is  for  the  legislative  branch  of  the  Government  to  say  when  these  Indians 
shall  cease  to  be  dependent  and  assume  the  responsibilities  attaching  to 
citizenship.  That  is  a  political  question,  which  the  courts  may  not  determine. 
We  can  only  deal  with  the  case  as  it  exists  under  the  legislation  of  Congress. 
( United  States  v.  Rickert,  188  U.  S.  432.) 

Of  the  power  of  the  Government  to  carry  out  this  policy  there  can  be  no 
doubt.  It  is  under  no  constitutional  obligation  to  perpetually  continue  the 
relationship  of  guardian  and  ward.  It  may  at  any  time  abandon  its  guardian¬ 
ship  and  leave  the  ward  to  assume  and  be  subject  to  all  the  privileges  and 
burdens  of  one  sui  juris.  And  it  is  for  Congress  to  determine  when  and  how 
that  relationship  of  guardianship  shall  be  abandoned.  It  is  not  within  the 
power  of  the  courts  to  overrule  the  judgment  of  Congress.  It  is  true  there  may 
be  a  presumption  that  no  radical  departure  is  intended,  and  courts  may  wisely 
insist  that  the  purpose  of  Congress  be  made  clear  by  its  legislation,  but  when 
that  purpose  is  made  clear  the  question  is  at  an  end.  ( Matter  of  II off,  197 
U.  S.  488.) 

Taking  these  decisions  together,  it  may  be  taken  as  the  settled  doctrine 
of  this  court  that  Congress,  in  pursuance  of  the  long-established  policy  of  the 
Government,  has  a  right  to  determine  for  itself  when  the  guardianship  which 
has  been  maintained  over  the  Indian  shall  cease.  It  is  for  that  body,  and  not 


142 


5  U.  S.  BOARD  OP  TAX  APPEALS  REPORTS. 


(134) 


for  the  courts,  to  determine  when  the  true  interests  of  the  Indian  require  his 
release  from  such  condition  of  tutelage.  ( Tiger  v.  Western  Investment  Co., 
221  U.  S.  286,  315,  followed  in  United  States  v.  Sandoval,  231  U.  S.  28.) 

In  the  more  recent  case  of  United  States  v.  First  National  Bank , 
234  U.  S.  245,  the  court  held  that  a  statute  which  clearly  emancipated 
all  mixed-blood  Indians  from  a  restriction  upon  their  right  to  convey 
land  could  not  be  construed  to  apply  only  to  Indians  of  more  than 
half  white  blood  because  of  an  alleged  hardship  upon  Indians  of  less 
than  half  white  blood. 

If  the  effect  of  the  legislation  has  been  disastrous  to  the  Indians,  that  fact 
will  not  justify  the  courts  in  departing  from  the  terms  of  the  act  as  written. 
If  the  true  construction  has  been  followed  with  harsh  consequences,  it  cannot 
influence  the  courts  in  administering  the  law.  The  responsibility  for  the 
justice  or  wisdom  of  legislation  rests  with  the  Congress,  and  it  is  the  province 
of  the  courts  to  enforce,  not  to  make,  the  laws.  St.  Louis,  Iron  Mt.  &  S.  Ry. 
Co.  v.  Taylor,  210  U.  S.  281,  294 ;  Texas  Cement  Co.  v.  McCord ,  233  U.  S. 
157,  163. 

**•«<*** 

*  *  *  The  conviction  is  very  strong  that  if  Congress  intended  to  remove 

restrictions  only  from  those  who  had  half  white  blood  or  more,  it  would  have 
inserted  in  the  act  the  words  necessary  to  make  that  intention  clear,  that  is, 
we  deem  this  a  case  for  the  application  of  the  often  expressed  consideration, 
aiding  interpretation,  that  if  a  given  construction  was  intended  it  would  have 
been  easy  for  the  legislative  body  to  have  expressed  it  in  apt  terms.  Farring¬ 
ton  v.  Tennessee,  95  U.  S.  679,  689 ;  Bank  v.  Mattlieivs,  98  U.  S.  621,  627 ; 
Tompkins  v.  Little  Rock  <&  Ft.  S.  R.  Co.,  125  U.  S.  109,  127 ;  United  States  v. 
Lexington  Mill  Co.,  232  U.  S.  399,  410.  l 

Congress  was  very  familiar  with  the  situation,  the  subject  having  been 
before  it  in  many  debates  and  discussions  concerning  Indian  affairs.  This 
was  a  reservation  inhabited  by  Indians  of  full  blood  and  others  of  all  degrees 
of  mixed  blood,  some  with  a  preponderance  of  white  blood,  others  with  less 
and  many  with  very  little.  If  Congress,  having  competency  in  mind  and  that 
alone,  had  intended  to  emancipate  from  the  prevailing  restriction  on  alienation 
only  those  who  were  half  white  or  more,  by  a  few  simple  words  is  could  have 
effected  that  purpose.  We  cannot  believe  that  such  was  the  congressional 
intent,  and  we  are  clearly  of  opinion  that  the  courts  may  not  supply  the 
words  which  Congress  omitted.  Nor  can  such  course  be  induced  by  any 
consideration  of  public  policy  or  the  desire  to  promote  justice,  if  such  would 
be  its  effect,  in  dealing  with  dependent  people. 

See  La  Motte  v.  United  States ,  254  U.  S.  570. 

The  Osage  Allotment  Act  of  June  28,  1906,  34  Stat.  539,  provides 
for  the  allotment  of  all  the  Osage  lands.  It  provides,  in  section  1,  the 
Indians  who  may  be  considered  as  properly  enrolled  and  therefore 
entitled  under  the  Act.  Section  2  provides  “  that  all  lands  belonging 
to  the  Osage  tribe  of  Indians  in  Oklahoma  Territory,  except  as  herein 
provided,  shall  be  divided  among  the  members  of  said  tribe,  giving 
to  each  his  or  her  fair  share  thereof  in  acres,  as  follows.”  It  is  then 
provided  in  detail  that  each  Indian  may  make  his  first  selection  of 
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160  acres  and  the  method  and  manner  of  selection.  He  may  then 
make  in  the  same  manner  a  second  and  third  selection.  The  remain¬ 
ing  lands  are  then  to  be  divided  equally  among  the  members  of 
the  tribe. 

Seventh.  That  the  Secretary  of  the  Interior,  in  his  discretion,  at  the  re¬ 
quest  and  upon  the  petition  of  any  adult  member  of  the  tribe,  may  issue  to 
such  member  a  certificate  of  competency,  authorizing  him  to  sell  and  convey 
any  of  the  lands  deeded  him  by  reason  of  this  Act,  except  his  homestead, 
which  shall  remain  inalienable  and  nontaxable  for  a  period  of  twenty-five 
years,  or  during  the  life  of  the  homestead  allottee,  if  upon  investigation,  con¬ 
sideration,  and  examination  of  the  request  he  shall  find  any  such  member 
fully  competent  and  capable  of  transacting  his  or  her  own  business  and  caring 
for  his  or  her  own  individual  affairs :  Provided,  That  upon  the  issuance  of 
such  certificate  of  competency  the  lands  of  such  member  (except  his  or  her 
homestead)  shall  become  subject  to  taxation,  and  such  member,  except  as 
herein  provided,  shall  have  the  right  to  manage,  control,  and  dispose  of  his 
or  her  lands  the  same  as  any  citizen  of  the  United  States :  Provided,  That  the 
surplus  lands  shall  be  nontaxable  for  the  period  of  three  years  from  the  ap¬ 
proval  of  this  Act,  except  where  certificates  of  competency  are  issued  or  in 
case  of  the  death  of  the  allottee,  unless  otherwise  provided  by  Congress :  And 
provided  further,  That  nothing  herein  shall  authorize  the  sale  of  the  oil,  gas, 
coal,  or  other  minerals  covered  by  said  lands,  said  minerals  being  reserved 
to  the  use  of  the  tribe  for  a  period  of  twenty-five  years,  and  the  royalty  to  be 
paid  to  said  tribe  as  hereinafter  provided :  And  provided  further,  That  the 
oil,  gas,  coal,  and  other  minerals  upon  said  allotted  lands  shall  become  the 
property  of  the  individual  owner  of  said  land  at  the  expiration  of  said  twenty- 
five  years,  unless  otherwise  provided  for  by  Act  of  Congress. 

Sec.  3.  That  the  oil,  gas,  coal,  or  other  minerals  covered  by  the  lands  for  the 
selection  and  division  of  which  provision  is  herein  made  are  hereby  reserved 
to  the  Osage  tribe  for  a  period  of  twenty-five  years  from  and  after  the  eighth 
day  of  April,  nineteen  hundred  and  six ;  and  leases  for  all  oil,  gas,  and  other 
minerals,  covered  by  selections  and  division  of  land  herein  provided  for,  may 
be  made  by  the  Osage  tribe  of  Indians  through  its  tribal  council,  and  with  the 
approval  of  the  Secretary  of  the  Interior,  and  under  such  rules  and  regulations 
as  he  may  prescribe :  Provided,  That  the  royalties  to  be  paid  to  the  Osage  tribe 
under  any  mineral  lease  so  made  shall  be  detemined  by  the  President  of  the 
United  States :  And  provided  further,  That  no  mining  of  or  prospecting  for 
any  of  said  mineral  or  minerals  shall  be  permitted  on  the  homestead  selections 
herein  provided  for  without  the  written  consent  of  the  Secretary  of  the 
Interior :  Provided,  however,  That  nothing  herein  contained  shall  be  con¬ 
strued  as  affecting  any  valid  existing  lease  or  contract. 

Section  4  provides  that  all  funds  belonging  to  the  tribe  shall  be 
held  in  trust  by  the  United  States  for  25  years,  except  that  certain 
funds  are  to  be  credited  to  the  individual  Indians  at  once  on  a  pro 
rata  division  and  the  interest  paid  to  the  individuals  quarterly. 

Second.  That  the  royalty  received  from  oil,  gas,  coal,  and  other  mineral 
leases  upon  the  lands  for  which  selection  and  division  are  herein  provided, 
and  all  moneys  received  from  the  sale  of  town  lots,  together  with  the  buildings 
thereon,  and  all  moneys  received  from  the  sale  of  the  three  reservations  of  one 
hundred  and  sixty  acres  each  heretofore  reserved  for  dwelling  purposes,  and 
all  moneys  received  from  grazing  lands,  shall  be  placed  in  the  Treasury  of 
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the  United  States  to  the  credit  of  the  members  of  the  Osage  tribe  of  Indians 
as  other  moneys  of  said  tribe  are  to  be  deposited  under  the  provisions  of  this 
Act,  and  the  same  shall  be  distributed  to  the  individual  members  of  said  Osage 
tribe  according  to  the  roll  provided  for  herein,  in  the  manner  and  at  the  sam-* 
time  that  payments  are  made  of  interest  on  other  moneys  held  in  trust  for  the 
Osages  by  the  United  States,  except  as  herein  provided. 

Sec.  5.  That  at  the  expiration  of  the  period  of  twenty-five  years  from  and 
after  the  first  day  of  January,  nineteen  hundred  and  seven,  the  lands,  mineral 
interests,  and  moneys,  herein  provided  for  and  held  in  trust  by  the  United 
States  shall  be  the  absolute  property  of  the  individual  members  of  the  Osage 
tribe,  according  to  the  roll  herein  provided  for,  or  their  heirs,  as  herein  pro¬ 
vided,  and  deeds  to  said  lands  shall  be  issued  to  said  members,  or  to  their 
heirs,  as  herein  provided,  and  said  moneys  shall  be  distributed  to  said  members, 
or  to  their  heirs,  as  herein  provided,  and  said  members  shall  have  f-ull  control 
of  said  lands,  moneys,  and  mineral  interests,  except  as  hereinbefore  provided. 

Sec.  7.  That  the  lands  herein  provided  for  are  set  aside  for  the  sole  use 
and  benefit  of  the  individual  members  of  the  tribe  entitled  thereto,  or  to  their 
heirs,  as  herein  provided ;  and  said  members,  or  their  heirs,  shall  have  the 
right  to  use  and  to  lease  said  lands  for  farming,  grazing,  or  any  other  purpose 
not  otherwise  specifically  provided  for  herein,  and  said  members  shall  have 
full  control  of  the  same,  including  the  proceeds  thereof :  Provided ,  That  parents 
of  minor  members  of  the  tribe  shall  have  the  control  and  use  of  said  minors’ 
lands,  together  with  the  proceeds  of  the  same,  until  said  minors  arrive  at  their 
majority :  And  provided  further,  That  all  leases  given  on  said  lands  for  the 
benefit  of  the  individual  members  of  the  tribe  entitled  thereto,  or  for  their 
heirs,  shall  be  subject  only  to  the  approval  of  the  Secretary  of  the  Interior. 

The  provisions  especially  germane  to  the  present  decision  are  that 
the  mineral  rights  were  treated  as  separate  from  the  land,  for  they 
are  referred  to  as  “  covered  by  said  land,”  and  were  reserved  from 
allotment  irrespective  of  whether  they  were  beneath  the  homestead 
or  the  surplus  lands;  the  homestead  lands  were  nontaxable  for  25 
years  and  the  surplus  lands  for  three  years ;  the  mineral  rights  under 
all  lands  were  inalienable  for  25  years,  after  which  they  go  to  the 
allottee ;  mineral  leases  may  be  made  with  the  approval  of  the  Secre¬ 
tary  of  the  Interior  at  royalties  determined  by  the  President;  the 
royalties  and  proceeds  from  sale  are  to  be  distributed  quarterly  to 
the  individual  members  of  the  tribe.  Nothing  is  said  as  to  tax  in 
respect  of  mineral  rights  or  royalties  therefrom. 

This  Act  of  1906  was  effective  during  the  taxable  years  here  in 
question,  and  it  is  of  no  direct  concern  that  section  3  wTas  substan¬ 
tially  amended  by  the  Act  of  March  3,  1921,  41  Stat.  1249,  in  which 
all  members  of  the  Osage  tribe  were  declared  to  be  citizens.  The 
difference  between  surface  rights  and  mineral  rights  is  still  recog¬ 
nized,  and  a  gross  production  tax  by  the  State  is  expressly  authorized. 

Reasoning  directly  from  these  outstanding  premises,  namely,  the 

power  of  Congress  and  its  unfettered  political  nature,  the  Allotment 

Act  and  its  freedom  froln  anv  reference  to  income  or  other  tax  in 

«/ 

respect  of  mineral  rights,  and  the  Revenue  Act  of  1918  and  its 
unambiguous  levy  upon  the  net  income  of  all  individuals  with  no 
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exception  of  or  exemption  to  Indians,  the  conclusion  is  mandatory 
that  the  Commissioner  correctly  imposed  the  tax,  unless  there  be 
other  considerations  so  overwhelming  as  to  outweigh  the  force  of 
those  just  mentioned. 

The  point  is  raised  that  it  is  a  recognized  doctrine  of  the  courts  in 
adjudicating  questions  relating  to  Indians  that  their  place  in  our 
national  affairs  is  so  different  fro*m  that  of  other  persons  within  our 
borders  that  they  are  sui  generis ,  and  hence  that  no  general  legisla¬ 
tion  will  apply  to  them,  special  legislation  being  always  necessary  to 
reach  them.  The  argument  seems  to  be  narrowed  to  the  view  that 
the  policy  of  the  nation  toward  this  weaker  people  requires  special 
legislation  to  impose  burdens  upon  them.  See  34  Ops.  Atty.  Gen. 
275  (March  15,  1924)  ;  34  Ops.  Atty.  Gen.  439  (March  20,  1925) ; 
Colonial  Trust  Co.  v.  Lewellyn ,  12  Fed.  (2d)  481. 

It  has  been  said  that  statutes  and  treaties  when  open  to  construction 
are  to  be  construed  liberally  for  the  Indians.  Elk  v.  Wilkins ,  112 
U.  S.  94.  But  a  full  examination  of  the  cases  in  which  such  ex¬ 
pressions  are  used  discloses  only  that  the  general  purpose  of  Congress 
to  treat  the  Indians  fairly  has  been  given  heed  in  construing  a  par¬ 
ticular  instrument.  This  does  not  mean  that  the  individual  Indian 
or  the  particular  tribe  is  always,  in  litigation  with  the  Government 
or  another,  to  be  favored  according  to  his  own  notion  of  fairness. 
And  surely  it  does  not  go  so  far  as  to  impty  that  the  plain  “meaning 
of  words  in  a  general  Federal  statute  is  to  be  restrictively  inter¬ 
preted  when  in  another  case  there  would  be  no  room  for  construc¬ 
tion.  United  States  v.  Choctorw  &c.  Nations ,  179  U.  S.  495.  Fur¬ 
thermore,  there  is  the  stronger  rule  already  adverted  to  that  Con¬ 
gress  is  the  sole  judge  of  the  wisdom  of  legislation  and  Indian  policy. 
It  is  quite  conceivable  that  Congress  deliberately  taxed  the  Indian 
because  it  believed  this  to  be  a  salutary  measure  and  that  it  would 
accelerate  his  progress  toward  taking  his  proper  place  in  our  national 
life.  This  is  not  a  far  cry  from  the  change  from  a  policy  of  segre¬ 
gation  to  one  of  amalgamation,  or  from  a  policy  of  having  the  Secre¬ 
tary  of  the  Interior  certify  competency  to  one  of  the  coTnplete 
bestowal  of  citizenship. 

However  may  be  the  interpretation  of  treaties  and  other  statutes, 
we  are  bound  as  to  the  applicability  of  Federal  tax  statutes  by  an 
authoritative  decision  of  the  Supreme  Court.  The  Cherokee  To¬ 
bacco,  11  Wall.  616,  involved,  “  first,  the  question  of  the  intention  of 
Congress,  and,  second,  assuming  the  intention  to  exist,  the  question 
of  its  power,  to  tax  certain  tobacco  in  the  territory  of  the  Cherokee 
nation,  in  the  face  of  a  prior  treaty  between  that  nation  and  the 
United  States,  that  such  tobacco  should  be  exempt  from  taxation.” 

The  Act  of  July  20,  1868,  15  Stat.  167,  imposed  taxes  on  the  manu¬ 
facture  and  sale  of  distilled  spirits,  fermented  liquors,  tobacco,  snuff 
and  cigars,  and  made  no  exemption  as  to  Indians  or  Indian  territory. 


146 


5  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(134) 


The  word  “  person  ”  was  defined  in  section  104  to  include  all  natural 
persons,  and  firms,  partnerships,  associations,  companies  and  cor¬ 
porations,  and  by  section  107  the  Act  was  to  extend  to  production 
anywhere  within  the  United  States,  whether  within  a  collection  dis¬ 
trict  or  not.  Two  Cherokee  Indians  defended  their  property  against 
a  forfeiture  for  failure  to  pay  the  tobacco  tax,  on  the  ground  that 
the  tax  did  not  apply  within  the  Cherokee  reservation.  The  court, 
in  sustaining  the  forfeiture  and  holding  the  tax  valid  and  appli¬ 
cable,  said : 

The  language  of  the  section  is  as  clear  and  explicit  as  could  be  employed. 
It  embraces  indisputably  the  Indian  territories.  Congress  not  having  thought 
proper  to  exclude  them,  it  is  not  for  this  court  to  make  the  exception.  If  the 
exemption  had  been  intended  it  would  doubtless  have  been  expressed.  There 
being  no  ambiguity,  there  is  no  room  for  construction.  It  would  be  out  of 
place.  The  section  must  be  held  to  mean  what  the  language  imports.  When 
a  statute  is  clear  and  imperative,  reasoning  a&  inconvenienti  is  of  no  avail. 
It  is  the  duty  of  courts  to  execute  it. 

Furthermore,  the  court  recognized  a  clear  repugnancy  between  the 
statute  and  the  earlier  Cherokee  treaty  and  held  that  the  statute 
superseded  the  treaty. 

Treaties  with  Indian  nations  within  the  jurisdiction  of  the  United  States, 
whatever  considerations  of  humanity  and  good  faith  may  be  involved  and 
require  their  faithful  observance,  cannot  be  more  obligatory  [than  treaties  with 
foreign  nations].  They  have  no  higher  sanctity;  and  no  greater  inviolability 
or  immunity  from  legislative  invasion  can  be  claimed  for  them.  The  conse¬ 
quences  in  all  such  cases  give  rise  to  questions  which  must  be  met  by  the 
political  department  of  the  government.  They  are  beyond  the  sphere  of  judi¬ 
cial  cognizance.  In  the  case  under  consideration  the  act  of  Congress  must 
prevail  as  if  the  treaty  were  not  an  element  to  be  considered.  If  a  wrong  has 
been  done  the  power  of  redress  is  with  Congress,  not  with  the  judiciary,  and 
that  body,  upon  being  applied  to,  it  is  to  be  presumed,  will  promptly  give  the 
proper  relief. 

Does  the  section  thus  construed  deserve  the  severe  strictures  which  have 
been  applied  to  it?  As  before  remarked,  it  extends  the  revenue  laws  over 
the  Indian  territories  only  as  to  liquors  and  tobacco.  In  all  other  respects  the 
Indians  in  those  territories  are  exempt.  As  regards  those  articles  only  the 
same  duties  are  exacted  as  from  our  own  citizens.  The  burden  must  rest 
somewhere.  Revenue  is  indispensable  to  meet  the  public  necessities.  Is  it 
unreasonable  that  this  small  portion  of  it  shall  rest  upon  these  Indians?  The 
frauds  that  might  otherwise  be  perpetrated  there  by  others,  under  the  guise 
of  Indian  names  and  simulated  Indian  ownership,  is  also  a  consideration  not 
to  be  overlooked. 

By  way  of  adding  significance  to  the  prevailing  opinion,  it  is 
noted  that  the  dissenting  opinion  of  Justices  Bradley  and  Davis  is 
based  substantially  upon  the  view  that  the  tax  statute,  being  general, 
should  not  impair  the  treaty.  This  decision  of  the  court  was  deliv¬ 
ered  in  December,  1870.  Fourteen  years  later,  on  September  29, 
1884,  the  Attorney  General  advised  that  the  decision  still  required 
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the  collection  of  internal  taxes  in  Indian  Territory.  18  Ops.  Atty. 
Gen.  66. 

Of  the  many  cases  in  which  the  Indian  has  been  considered,  this  is 
the  only  decision  of  the  Supreme  Court  involving  his  tax  liability  to 
the  Federal  Government.  This  unqualifiedly  sustained  the  liability. 
We  s£e  no  distinction,  such  as  is  sought  to  be  drawn,  between  that 
case,  because  it  in  some  measure  referred  to  a  territorial  exemption, 
and  this,  because  it  involves  a  personal  or  tribal  status.  There,  as 
here,  the  basis  of  the  contention  was  the  freedom  of  the  Indian  from 
tax,  and  the  court  held  a  general  statute  to  be  effective  to  tax  him. 
The  similarity  of  the  argument  seems  to  us  to  be  clear  and  the 
decision  therefore  controlling. 

There  have  been  several  occasions  when  the  validity  of  legislation 
by  the  States  in  respect  of  the  Indians  has  been  considered  by  the 
court,  and  these  cases  are  invoked  as  indicating  the  persistent  plan 
of  exempting  the  Indian  from  tax.  See  34  Ops.  Atty.  Gen.  275 
(March  15,  1924)  ;  34  Ops.  Atty.  Gen.  439  (March  30,  1925)  ;  Colonial 
Trust  Co.  v.  Lewellyn ,  12  Fed.  (2d)  481.  It  seems  to  us  that  they 
are  beside  the  point.  They  are  all  authority  for  the  proposition  that, 
since  the  power  of  Congress  in  respect  of  the  Indians  is  all-embracing 
under  the  Commerce  Clause  of  the  Constitution  and  Congress  must 
be  left  free  to  determine  the  Indian  policy,  any  State  legislation  which 
to  the  slightest  degree  encroaches  upon  Federal  regulation,  whether 
by  taxation  or  otherwise,  is  unconstitutional.  United  States  v. 
Kagama ,  118  U.  S.  375;  Matter  of  Heff ,  197  U.  S.  488;  United  States 
v.  Rickert ,  188  U.  S.  432 ;  Indian  Territory  Illuminating  Oil  v.  Okla¬ 
homa ,  240  U.  S.  522;  Gillespie  v.  Oklahoma ,  257  U.  S.  501.  Ob¬ 
viously,  the  restraint  upon  the  States  so  as  not  to  encroach  upon  the 
Federal  domain  is  no  measure  of  the  power  of  Congress  and  no 
criterion  of  its  exercise.  In  the  Act  of  March  3,  1921,  supra ,  Congress 
expressly  authorized  the  State  of  Oklahoma  to  impose  a  gross  pro¬ 
duction  tax,  and,  if  this  be  valid,  can  it  be  said  that  Congress  has  not 
at  least  authority  equal  to  that  which  at  its  pleasure  it  grants  to  the 
State  ? 

We  come  then  to  the  argument  that  the  income  of  the  tribe  is  not 
taxable  and  that  it  is  not  subject  to  tax  upon  distribution  to  the  in¬ 
dividual  members  for  so  to  tax  it  Avould  be  to  apply  the  Sixteenth 
Amendment  to  new  subjects.  The  taxability  of  the  tribe  is  not 
before  us  and  hence  we  do  not  consider  it.  We  are  concerned  only 
with  the  tax  upon  the  individual  member  when  the  income  comes  to 
his  hand,  and  we  have  no  doubt  that  it  is  taxable  and  reached  bv  this 
statute.  It  is  to  him  the  fruit  of  his  interest  in  the  mineral  rights 
reserved  to  the  members  of  the  tribe  and  is  distributed  to  him  quar¬ 
terly.  It  is  not  unlike  the  distributable  income  from  an  ordinary 
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trust,  taxable  under  section  219  to  the  individual  beneficiary.  See 
I.  T.  1834,  II-2,  C.  13.  62.  To  say  that  the  Sixteenth  Amendment  is 
thus  applied  to  new  subjects  is  to  assume  that  such  income  has  not 
heretofore  been  taxable,  an  assumption  which  is  inconsistent  with 
what  has  heretofore  been  said.  Since,  as  in  The  Cherokee  Tobacco , 
11  Wall.  616,  the  Indian  has  been  subject  to  tax,  so  his  income  may 
be  the  basis  of  tax  as  is  the  income  of  all  others,  the  Sixteenth 
Amendment  relieving  it  from  apportionment. 

It  is  suggested  that,  since  the  Allotment  Act  of  1906  provides  that 
the  homestead  land  shall  be  nontaxable  for  25  years  (by  the  Act  of 
1921  extended  to  1946)  and  the  surplus  lands  for  three  years,  this 
carries  with  it  an  exemption  of  income  from  mineral  rights,  the 
theory  being  that  a  tax  upon  the  income  is  a  tax  upon  the  source, 
a  theory  said  to  be  supported  by  Pollock  v.  Farmers’  Loan  &  Trust 
Co .,  157  U.  S.  429.  As  we  have  already  said,  the  Allotment  Act 
provides  for  the  temporary  exemption  of  surface  lands  and  indicates 
clearly  that  surface  lands  are  regarded  differently  from  subsurface 
rights,  as  to  which  no  exemption  is  provided,  but  as  to  which  the 
State  may  not  legislate  by  taxation  or  otherwise  so  as  to  interfere 
with  Federal  regulation.  Hence,  the  specific  exemption  of  the  sur¬ 
face  land,  even  if  it  were  sufficient  to  include  an  exemption  of  the 
income  therefrom,  must  fall  short  of  application  to  the  subsurface 
rights.  This  makes  it  unnecessary  to  consider  whether,  in  the  light 
of  subsequent  decisions  like  Brushaber  v.  Union  Pacific  R.  R.  Co., 
240  U.  S.  1;  Stanton  v.  Baltic  Mining  Co.,  241  U.  S.  103;  Peck  <& 
Co.  v.  Thorne,  247  U.  S.  165;  and  other  cases,  the  Pollock  case  compels 
an  exemption  of  the  source  to  extend  to  the  income. 

Having  thus  considered  the  several  arguments  advanced  in  dero¬ 
gation  of  the  view  that  the  plain  language  of  the  Revenue  Act 
imposes  the  tax,  we  are  brought  to  the  conclusion  that  they  are 
insufficient  to  warrant  this  Board  in  construing  the  Act  as  implying 
the  exemption.  Congress  has  had  full  knowledge  of  the  questions 
of  policy  affecting  Indians  and  that  the  existence  of  valuable  mineral 
rights  under  their  land  requires  consideration.  Since  The  Cherokee 
Tobacco  decision  it  presumably  has  been  aware  that  as  to  internal 
taxes  an  express  exception  is  needed,  and  yet,  notwithstanding  the 
numerous  exemptions  provided  by  section  231  of  the  Revenue  Act, 
no  such  exception  is  made  for  the  Indian.  Neither  the  Commis¬ 
sioner  nor  this  Board  is  authorized  to  supply  it. 

Judgment  will  be  entered  for  the  Commissioner. 

Morris,  dissenting:  I  dissent  from  the  Board’s  opinion  for  the 
reasons  hereinafter  given.  My  opinion  is  based  on  the  assumption 
that  during  the  taxable  years  in  question  the  United  States  had 
not  entirely  emancipated  the  Osages  from  guardianship.  A  develop¬ 
ment  of  the  reasons  underlying  my  conclusion  necessitates  a  short 
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review  of  various  treaties  and  court  decisions  bearing  on  the  rela¬ 
tionship  between  the  United  States  and  the  Indians. 

In  1803  the  United  States  acquired  the  land  occupied  by  the  Osage 
Indians  through  the  Louisiana  Purchase.  Shortly  thereafter,  in 
1808,  a  treaty  was  entered  into  with  the  Osages  defining  the  boun  - 
ary  line  between  the  two  nations  and  receiving,  on  the  part  of  the 
United  States,  the  Osage  Indians  under  its  protection.  In  1815 
another  treaty  was  entered  into  for  the  purpose  of  reestablishing 
peace  and  friendship  between  the  United  States  and  the  Osages.  n 
1818  a  further  treaty,  under  which  the  Osages  ceded  certain  land 
to  the  United  States,  again  defined  the  boundary  between  the  land 
owned  by  each.  In  1825  another  treaty  was  entered  into  “  m  order 
to  more  effectually  extend  to  the  said  tribes  that  protection  of  the 
government  so  much  desired  by  them.”  In  1839  and  18G5  additional 
treaties  were  made,  in  the  latter  of  which  the  Osages  acknowledged 
their  dependency  on  .the  Government  of  the  United  States  and  in¬ 
voked  its  protection  and  care. 

Shortly  after  the  Civil  War,  Congress  considered  the  Indian 
problem,  and  in  the  Act  of  March  3,  1871,  16  Stat.  566;  Rev.  Stats., 
section  2079,  provided: 

No  Indian  nation  or  tribe  within  the  territory  of  the  United  States  shall 
be  acknowledged  or  recognized  as  an  independent  nation,  tribe,  or  power  with 
whom  the  United  States  may  contract  by  treaty;  but  no  obligation  of  any 
treaty  lawfully  made  and  ratified  with  any  such  Indian  nation  or  tribe  prior 
to  March  third,  eighteen  hundred  and  seventy-one,  shall  be  hereby  invalidated 

or  impaired. 

Since  that  date  no  treaty  has  been  made  between  the  United  States 
and  Indian  tribes,  but  many  agreements  have  been  negotiated  with 
such  tribes  which  have  been  subsequently  enacted  into  law  after 

submission  to  the  tribes  for  their  approval. 

Just  how  the  question  of  the  sale  of  the  600  square  miles  consti¬ 
tuting,  after  the  treaty  of  1865,  its  reservation  in  Kansas  was  sub¬ 
mitted  to  the  Osage  tribe,  does  not  appear  in  the  statutes.  The  Act 
of  July  15,  1870,  16  Stat,  335,  contains  in  section  12  a  provision— 

That  whenever  the  Great  and  Little  Osage  Indians  shall  agiee  thereto,  in 
such  manner  as  the  President  shall  prescribe,  it  shall  be  the  duty  of  the  Presi¬ 
dent  to  remove  said  Indians  from  the  State  of  Kansas  to  lands  provided  or  to 
be  provided  for  them  for  a  permanent  home  in  the  Indian  Territory,  to  con¬ 
sist  of  a  tract  of  land  in  compact  form  *  *  *  to  be  paid  for  out  of  the 

proceeds  of  the  sales  of  their  lands  in  the  State  oi.  Kansas. 

The  Deficiency  Act  of  March  3,  1873,  17  Stat.  530,  538,  contains 
this  provision: 

Indian  Bureau— That  the  Secretary  of  the  Treasury  is  hereby  authorized 
and  directed  to  transfer  from  the  proceeds  of  sale  of  the  Osage  Indian  lands 
in  Kansas,  made  in  accordance  with  the  twelfth  section  of  the  Act  of  Congiess 
approved  July  15,  1870,  the  sum  of  one  million  six  hundred  and  fifty  thousand 
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six  hundred  dollars,  or  so  much  thereof  as  may  be  necessary,  to  pay  for  lands 
purchased  by  the  Osages  from  the  Cherokees,  and  to  place  the  same  on  the  books 
of  his  Department  to  the  cerdit  of  the  Cherokee  Indians. 

Pursuant  to  said  Act,  the  United  States,  in  1883,  purchased  in 
trust  for  the  use  and  benefit  of  the  Osages,  out  of  funds  derived  from 
the  sale  of  their  lands  in  Kansas,  certain  tracts  in  what  was  then 
known  as  Indian  Territory,  from  which  lands  the  tribe  now  receives 
its  mineral  rights. 

The  treaties  and  acts  which  have  been  referred  to  herein,  although 
not  covering  all  the  treaties  between  1803  and  1865,  establish  the 
dependence  of  the  Osage  tribe  upon  the  United  States  and  the  ac¬ 
ceptance  by  the  latter  of  that  guardianship  as  well  as  the  trust 
relation  which  existed  between  the  two.  That  relation  is  even  more 
clearly  defined  in  various  court  decisions  affecting  the  Indians.  In 
Cherokee  Nation  v.  Georgia ,  5  Pet.  1,  Mr.  Chief  Justice  Marshall 
said : 

They  look  to  our  government  for  protection ;  rely  upon  its  kindness  and 
its  power ;  appeal  to  it  for  relief  to  their  wants ;  and  address  the  president 
as  their  great  father.  They  and  their  country  are  considered  by  foreign 
nations,  as  well  as  by  ourselves,  as  being  so  completely  under  the  sovereignty 
and  dominion  of  the  United  States,  that  any  attempt  to  acquire  their  lands,  or 
to  form  a  political  connection  with  them,  would  be  considered  by  all  as  an  in¬ 
vasion  of  our  territory  and  an  act  of  hostility. 

In  La  Motte  v.  United  States ,  254  U.  S.  570,  575,  the  court,  in  refer¬ 
ring  to  the  Osages,  said : 

The  Osages  have  not  been  fully  emancipated,  but  are  still  wards  of  the 
United  States.  The  restrictions  on  the  disposal  and  leasing  of  their  allotments 
constitute  an  important  part  of  the  plan  whereby  they  are  being  conducted  from 
a  state  of  tribal  dependence  to  one  of  individual  independence  and  responsibility ; 
and  outsiders,  such  as  the  defendants,  are  bound  to  respect  the  restrictions 
quite  as  much  as  are  the  allottees  and  their  heirs.  Authority  to  enforce  them, 
like  the  power  to  impose  them,  is  an  incident  of  the  guardianship  of  the 
United  States. 

See  also  United  States  v.  Kagama ,  118  U.  S.  375;  United  States  v. 
Rickert ,  188  U.  S.  432;  United  States  v.  Sandoval ,  231  U.  S.  28; 
1  Vinton  v.  Amos ,  255  U.  S.  373. 

This  historical  background  now  brings  me  to  the  act  under  which 
the  decedent  received  the  payments  which  are  here  in  controversy; 
namely,  the  Act  of  June  28,  1906,  34  Stat.  539,  the  important  pro¬ 
visions  of  which  are  set  forth  in  the  majority  opinion.  It  will  be 
noted  that  of  the  three  selections,  one  designated  a  homestead  was 
made  inalienable  and  nontaxable  for  25  years  or  until  otherwise  pro¬ 
vided  by  Congress ;  the  others  were  known  as  “  surplus  lands  ”  and 
were  made  inalienable  for  25  years  and  nontaxable  for  three  years, 
except  that  power  was  vested  with  the  Secretary  of  the  Interior  to 
issue  to  any  adult  member,  upon  his  petition,  a  certificate  of  com¬ 
petency  authorizing  him  to  sell  all  his  surplus  lands,  upon  the  issue 


(134) 


LEAH  BRUNT,  ADMINISTRATRIX. 


151 


of  which  all  of  his  surplus  lands  became  taxable  immediately.  All 
minerals  were  reserved  to  the  tribe  for  25  years  from  and  after 
April  8,  1906,  which  reservation  has  been  subsequently  extended  to 
April  7,  1946.  Act  of  March  3,  1921,  41  Stat.  1249.  There  are  no 
provisions  in  the  Act  concerning  the  taxation  of  the  reserved  min¬ 
eral' interest  or  of  the  income  therefrom  upon  distribution  of  the 
same  to  the  members  of  the  tribe,  as  provided  for  therein. 

I  agree  that  Congress  may  tax  the  income  of  the  Indians.  The 
courts  have  held  that  the  authority  of  Congress  over  Indian  tribes 
and  their  reservations  is  complete.  In  Lone  Wolf  v.  Ilitclicoch ,  187 
U.  S.  553,  565,  the  court  said: 

Plenary  authority  over  the  tribal  relations  of  the  Indians  has  been  exercised 
by  Congress  from  the  beginning,  and  the  power  has  always  been  deemed  a 
political  one,  not  subject  to  be  controlled  by  the  judicial  department  of  the 
•  government. 

The  same  question  was  raised  in  the  United  States  District  Court 
for  the  Western  District  of  Pennsylvania,  in  the  recent  case  of  the 
Colonial  Trust  Co.  v.  Lewellyn ,  12  Fed.  (2d)  481,  in  which  the  court 
said : 

The  question  of  the  limitation  of  the  power  of  Congress  to  levy  such  a 
tax,  if  it  definitely  attempted  to  legislate  for  that  purpose,  is  not  involved 
in  this  controversy.  Over  taxation  Congress  has  almost  unlimited  power, 
and  I  am  not  prepared  to  say  that  under  such  power  it  could  not  levy  a  tax 
upon  the  lands  of  its  ward,  or  the  proceeds  derived  from  those  lands. 

The  Board  has  construed  the  language  of  section  210  of  the  Reve¬ 
nue  Act  of  1918,  wherein  a  tax  is  imposed  upon  the  net  income  of 
every  individual  as  being  applicable  to  the  decedent.  It  would  seem 
that  the  words  “  every  individual  ”  are  all-inclusive.  Considering 
the  provisions  of  the  statute,  however,  in  connection  with  the  rela¬ 
tion  between  the  United  States  and  the  Osage  Indians,  and  the  court 
decisions  affecting  the  Indians,  it  is  my  opinion  that  the  income  in 
question  is  not  taxable  thereunder.  As  already  pointed  out,  the 
attitude  of  the  Government  toward  the  Indians  has  been  that  of 
protector  or  guardian  and  ward.  The  Attorney  General  commented 
on  the  growth  of  that  relation  in  his  opinion  of  March  20,  1925, 
34  Ops.  Atty.  Gen.  439,  on  the  question  of  the  taxability  of  the  in¬ 
come  of  Quapaw  Indians,  derived  from  their  restricted  lands,  in 
the  following  language: 

Our  policy  toward  the  Indian  is  one  that  has  been  gradually  and  carefully 
developed  from  the  very  beginning  of  our  government,  and  is  recorded  in  treaties, 
statutes  and  numerous  court  decisions  as  well  as  in  departmental  rules  and 
regulations  not  inconsistent  therewith.  It  results  from  the  evolutionary  proc¬ 
ess  growing  out  of  the  relations  between  the  Indian  and  an  altruistic  nation 
acquiring,  as  a  matter  of  necessity,  the  domain  of  an  uncivilized  and  untutored 
people.  See  The  Kansas  Indians ,  5  Wall.  737,  752,  et  seq.  As  the  Indian’s 
land  was  needed  for  the  expansion  of  our  nation,  it  was  obtained  from  him 
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by  negotiation — or,  in  the  case  of  extreme  necessity,  by  the  use  of  force.  Be¬ 
cause  the  Indians  could  not  adjust  themselves  to  our  mode  of  living,  they 
were  made  the  objects  of  our  solicitude  as  a  weak  and  helpless  people.  As 
we  crowded  them  back  into  the  wilderness,  they  were  concerned  about,  and 
stipulated  into  their  treaties  provisions  to  secure  to  them,  a  permanent  home 
which  should  be  free  from  interference  by  any  one.  During  such  negotiations 
there  was  always  taken  into  account  the  fact  that  the  Indian  was  the  original 
proprietor  of  the  soil.  And  when  at  the  solicitation  of  our  Government  he 
withdrew  to  more  remote  regions,  there  was  usually  attached  the  condition 
that  in  his  new  location  he  should  be  free  from  the  dominating  influence  of  the 
white  man.  It  was  not  the  Indian’s  policy,  in  removing  barriers,  to  give  the 
white  man  unconditioned  admittance. 

Based  upon  that  policy  and  the  responsibility  of  protecting  the 
interests  of  the  Indians,  there  has  developed  a  line  of  decisions 
construing  liberally  both  the  treaties  and  statutes  affecting  them. 
Choctaw  Nation  v.  United  States ,  119  U.  S.  1;  United  States  v. 
Choctaw ,  etc.,  Nations ,  179  U.  S.  494;  Seufert  Bros.  Co.  v.  United 
States ,  249  U.  S.  194;  Starr  v.  Long  Jim ,  227  U.  S.  613 ;  United  States 
v.  Payne ,  264  U.  S.  446;  Cherokee  Intermamage  Cases ,  203  U.  S.  76; 
United  States  v.  Celestine ,  215  U.  S.  278;  Choate  v.  Trapp ,  224  U.  S. 
665.  In  the  last  named  case,  at  page  675,  the  court  reiterated  the 
rule  of  construction  which  has  been  announced  as  to  the  treaties  and 
agreements  with  these  people,  and  applied  it  to  legislation,  using  the 
following  language: 

The  construction,  instead  of  being  strict,  is  liberal ;  doubtful  expressions, 
instead  of  being  resolved  in  favor  of  the  United  States,  are  to  be  resolved 
in  favor  of  a  weak  and  defenseless  people,  who  are  wards  of  the  nation,  and 
depend  wholly  upon  its  protection  and  good  faith.  This  rule  of  construction 
has  been  recognized,  without  exception,  for  more  than  a  hundred  years  and 
has  been  applied  in  tax  cases. 

*  *  *  In  view  of  the  universality  of  this  rule,  Congress  is  conclusively 

presumed  to  have  intended  that  the  legislation  under  which  these  allotments 
were  made  to  the  Indians  should  be  liberally  construced  in  their  favor  in 
determining  the  rights  granted  to  the  Choctaws  and  Chickasaws. 

Not  only  have  the  courts  favored  them  through  a  liberal  construc¬ 
tion  of  treaties  and  acts  directly  pertaining  to  them,  but  they  have 
also  held  that,  concerning  Indian  reservations,  Indian  lands  and 
Indian  affairs  generally,  Congress  habitually  acts  only  by  legislation 
expressly  and  specifically  applicable  thereto.  Missouri  Kansas  & 
Texas  Ry.  Co.  v.  Roberts ,  152  U.  S.  114,  119.  This  is  true  historically 
and  the  fact  is  one  of  necessity  because  Indians,  and  especially  tribal 
Indians,  remain  a  people  apart,  for  whom  it  is  impracticable  to  legis¬ 
late  in  terms  common  to  them  and  the  whites.  Ex  parte  Crow  Dog , 
109  U.  S.  556,  571.  It  is  well  established  that  general  acts  of  Congress 
do  not  apply  to  Indians  unless  so  worded  that  they  clearly  manifest 
an  intention  to  include  them  in  their  operation.  Elk  v.  Wilkins,  112 
U.  S.  94.  The  Revenue  Act  in  question  is  general  legislation  and 
there  is  no  reference  therein  to  Indians.  The  Allotment  Act  of  190Q 
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carried  certain  definite  provisions  respecting  the  taxation  of  the 
property  divided,  and,  had  Congress  intended  by  the  Revenue  Act 
of  1918  to  change  the  provisions  of  that  Act,  it  seems  clear  to  me 
that  it  would  have  done  so  in  express  terms.  Even  those  provisions 
indicate  an  intention  not  to  tax  the  income  received  by  the  individual 
Indian  from  the  tribal  property.  The  only  provisions  made  in  said 
Act  with  reference  to  the  taxability  of  segregated  property  were 
those  as  to  the  homestead  allotment  after  25  years  and  the  surplus 
allotment  after  three  years.  No  provision  was  made  for  the  taxing  of 
the  tribal  property  or  the  income  therefrom.  Under  the  well  estab¬ 
lished  rule  of  law  that  the  inclusion  of  certain  things  for  a  certain 
purpose  excludes  all  other  things  for  the  same  purpose,  it  seems 
clear  that  Congress  did  not  intend  at  that  time  that  the  income 
from  the  tribal  resources  should  be  taxed. 

The  argument  that  the  words  “  every  individual include  the 
Indians  was  considered  by  the  Attorney  General  in  his  opinion  on 
the  Quapaw  Indians,  34  Ops.  Atty.  Gen.  439.  With  reference  there¬ 
to,  he  said: 

At  any  rate,  I  am  unable,  by  implication,  to  impute  to  Congress  under  the 
broad  language  of  our  Internal  Revenue  Acts  an  intent  to  impose  a  tax  for 
the  benefit  of  the  Federal  Government  on  income  derived  from  the  restricted 
property  of  these  wards  of  the  nation ;  property  the  management  and  control 
of  which  rests  largely  in  the  hands  of  officers  of  the  Government  charged  by 
law  with  the  responsibility  and  duty  of  protecting  the  interests  and  welfare 
of  this  dependent  people.  In  other  words,  it  is  not  lightly  to  be  assumed 
that  Congress  intended  to  tax  the  ward  for  the  benefit  of  the  guardian. 

This  language  is  equal!}7,  and  for  a  still  stronger  reason,  applicable 
to  the  Osages.  The  Quapaws  hold  their  lands,  including  minerals, 
individually.  The  minerals  under  the  Osage  reservation  belong  to 
the  tribe.  The  Quapawrs  hold  their  land  in  fee;  the  United  States 
holds  the  minerals  of  the  Osage  reservation  in  trust  for  the  tribe. 
The  Quapaw  lands  were  largely  under  the  control  of  the  individual 
allottees.  The  Osage  minerals  are  almost  entirely  under  the  control 
of  the  Secretary  of  the  Interior.  In  addition  to  this,  up  to  and 
during  the  year  here  involved,  the  United  States  held  the  homestead 
allotments  of  all  the  Osage  allottees  in  trust  for  a  period  of  25  years 
after  January  1,  1907.  The  several  acts  with  regard  to  these  two 
tribes  indicate  Congress  considered  the  Quapaws  much  better  qual¬ 
ified  to  manage  their  own  individual  business  affairs  than  the  Osages. 

The  majority  feel  that  they  are  bound  by  the  decision  of  the 

Supreme  Court  in  The  Cherokee  Tobacco ,  11  Wall.  616.  I  am  of 
the  opinion  that  that  case  is  clearly  distinguishable  and  not  deter¬ 
minative  of  the  issue  here  involved.  The  tenth  article  of  the  treaty 
of  1866  with  the  Cherokees,  14  Stat.  799,  reads : 

Every  Cherokee  and  freed  person  resident  in  the  Cherokee  nation  shall  have 
the  right  to  sell  any  products  of  his  farm,  including  his  or  her  livestock,  or 


154 


5  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(134) 


any  merchandise  or  manufactured  products,  and  to  ship  and  drive  the  same  to 
market  without  restraint,  paying  any  tax  thereon  which  is  now  or  may  be 
levied  by  the  United  States  on  the  quantity  sold  outside  the  Indian  territory. 

Section  107  of  the  Act  of  July  20,  1868,  15  Stat.  167,  reads  as 
follows : 

That,  the  internal  revenue  laws  imposing  taxes  on  distilled  spirits,  fermented 
liquors,  tobacco,  snuff,  and  cigars,  shall  be  held  and  construed  to  extend  to  such 
articles  produced  anywhere  within  the  exterior  boundaries  of  the  United  States, 
whether  the  same  shall  be  within  a  collection  district  or  not. 

Soon  after  the  passage  of  the  Act  of  1868,  Elias  C.  Boudinot  and 
Stand  Wattie,  two  Cherokee  Indians,  established  on  the  Cherokee 
Indian  Reservation  in  Indian  Territory  a  plant  for  the  manufacture 
of  tobacco,  bought  large  quantities  of  tobacco,  sugar  and  licorice, 
and  opened  up  a  brisk  trade  within  the  Cherokee  Nation  without 
paying  the  tax  prescribed  by  section  107.  They  also  shipped  some 
tobacco  to  Arkansas  on  which  they  paid  the  tax.  The  United  States 
seized  the  plant  with  all  its  fixtures  and  the  raw  and  manufactured 
materials.  Boudinot  and  Wattie  intervened  in  the  suit,  alleging  that 
they  were  the  sole  owners  of  the  plant  and  materials,  that  the  plant 
was  not  within  any  collection  district,  that  they  had  complied  fully 
with  article  10  of  the  treaty,  that  section  107  of  the  Act  of  July  20, 
1868,  was  not  intended  to  apply  to  tobacco  manufactured  on  the 
Cherokee  Indian  Reservation,  and  that  if  it  was  so  intended  it  was 
to  that  extent  unconstitutional.  The  decision  was  that  the  Indians 
before  the  court  in  that  case  were  properly  taxed. 

It  will  be  noted,  however,  that  the  tax  therein  considered  was 
more  in  the  nature  of  an  excise  tax  for  the  control  of  the  manufacture 
of  spirits  and  tobacco,  the  regulation  of  which  presented  difficulties 
apart  from  the  tax  question  involved,  which  materially  influenced 
the  court’s  decision  as  is  evidenced  from  the  following  language  of 
the  opinion: 

Nowhere  would  frauds  to  an  enormous  extent  as  to  these  articles  be  more 
likely  to  be  perpetrated  if  this  provision  were  withdrawn.  Crowds,  it  is  be¬ 
lieved,  would  be  lured  thither  by  the  prospect  of  illicit  gain.  This  considera¬ 
tion  doubtless  had  great  weight  with  those  by  whom  the  law  was  framed.  *  *  * 
******** 

*  *  *  Tpe  frauds  that  might  otherwise  be  perpetrated  there  by  others, 

under  the  guise  of  Indian  names  and  simulated  Indian  ownership,  is  also  a 
consideration  not  to  be  overlooked. 

We  are  glad  to  know  that  there  is  no  ground  for  any  imputation  upon  the 
integrity  or  good  faith  of  the  claimants  who  prosecuted  this  writ  of  error. 
In  a  case  not  free  from  doubt  and  difficulty  they  acted  under  a  misapprehension 
of  their  legal  rights. 

That  case  involved  the  protection  of  the  Government  against  fraud 
and  incidentally  the  demoralizing  influence  which  would  be  exercised 
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among  the  Indians  by  persons  who  would  flock  to  the  Cherokee  Res- 
I  ervation  if  the  decision  had  been  otherwise. 

This  proceeding  deals  with  the  income  distributed  quarterly  to  the 
i  individual  Indians  from  property  held  in  trust  by  the  United  States 
'  for  the  benefit  of  the  tribe.  In  all  the  cases  dealing  with  the  taxation 
of  Indian  property  in  which  the  property  has  not  been  specifically 
reserved  from  taxation,  the  question  of  the  right  of  the  State  to  tax 
has  depended  on  whether  such  property  was  held  in  trust  for  the 
!  Indian  by  the  United  States.  When  the  fee  to  the  property  was 
vested  in  the  sovereign  for  the  benefit  of  the  Indian,  it  wTas  neces¬ 
sarily  free  from  taxation  unless  by  consent  of  the  trustee.  The 
Kansas  Indians ,  5  Wall.  737;  United  States  v.  Rickert ,  supra / 
United  States  v.  Thurston  County ,  143  Fed.  287;  United  States  v. 
Pearson ,  231  Fed.  270.  The  Supreme  Court  has  protected  the  In¬ 
dians  from  State  taxation  b}^  reason  of  the  guardianship  of  the 
Government  over  them,  and  on  the  theory  that  this  Federal  agency 
would  be  entirely  defeated  by  State  taxation  thereof.  It  would  in¬ 
deed  be  an  anomalous  situation  to  protect  the  income  of  the  Indians 
from  trust  funds  from  State  taxation  and  take  it  for  purposes  of 
the  Federal  Government.  As  said  by  the  Attorney  General,  in  his 
opinion  dated  March  15,  1924,  34  Ops.  Att}^.  Gen.  275,  285,  on  the 
taxability  of  income  from  restricted  lands  of  the  members  of  the 
Five  Civilized  Tribes: 

Is  it  consistent  for  it  [the  Federal  Government]  to  guard  this  income  from 
the  State  taxing  power  and  surrender  it  to  congressional  authority?  Would 
such  procedure  be  consistent  with  its  policy  toward  the  Indian  as  protector 
md  conservator? 

In  Colonial  Trust  Co.  v.  Lewellyn ,  supra ,  the  last  pronouncement 
3f  any  Federal  court  on  a  similar  question,  in  which  it  was  held  that 
the  income  of  the  decedent  from  a  certain  lease  for  oil  and  gas  pur¬ 
poses  from  the  Osage  tribe  of  Indians  under  lands  located  in  Osage 
County,  Oklahoma,  was  not  subject  to  the  Federal  income  tax,  the 
:ourt  said : 

It  is  clear  that,  if  the  government  levied  a  tax  which  the  Indians  were  either 
mable  or  unwilling  to  pay,  involuntary  sale  of  the  property  would  result.  It 
jvould  seem  that  to  incumber  the  lands  of  its  ward  by  the  lien  or  burden  of 
taxes  would  be  wholly  inconsistent  with  its  trust  to  protect  the  property  of 
che  tribe  from  all  forms  of  alienation  and  incumbrance.  Under  the  character 
3f  the  trust  existing  between  the  government  and  the  Osage  Tribe,  it  would 
seem  impossible  for  the  former  to  subject  the  lands  of  the  latter,  to  taxation 
without  a  clear  violation  of  the  trust  which  it  owes  to  its  comparatively 
lefenseless  wards. 

A  more  cogent  reason,  however,  why  The  Cherokee  Tobacco  is  not 
:ontrolling  of  the  issue  herein  involved  is  the  wording  of  the 
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section  under  which  the  case  arose.  I  he  tax  was  imposed  on 
certain  commodities  produced  “  anywhere  within  the  .exterior 
boundaries  of  the  United  States,”  and  in  order  to  make  the 
geographical  designation  more  specific  the  words  whether  the  same 
shall  be  within  a  collection  district  or  not,”  were  added.  There  is 
no  doubt  that  the  language  was  all-inclusive  and  as  specific  as  it 
could  be  without  a  detailed  enumeration  of  the  territories  intended. 
There  were  few  areas  within  the  exterior  boundaries  of  the  U  mted 
States  which  were  not  within  a  collection  district,  among  which  were 
the  Indian  territories.  The  court  held  “the  language  of  the  sec¬ 
tion  is  as  clear  and  explicit  as  could  be  employed.  It  embraces  in¬ 
disputably  the  Indian  territories.”  In  my  opinion,  the  minority 
view  of  the  court  in  that  case  is  not  based  on  the  proposition  that 
general  legislation  does  not  apply  to  the  Indians,  but  that  a  special  i 
exemption  granted  them  can  not  be  repealed  by  a  subsequent  general 
law,  and  particularly,  when  such  exemption  is  granted  by  a  treaty,  j 
must  the  exempt  jurisdiction  be  expressly  mentioned  in  order  to  be 

affected. 

According  to  the  foregoing  views  the  judgment  should  be  for  the 
petitioner. 

Green,  Lansdon,  Milliken,  Phillips,  and  Smith  concur  in  this 
dissent. 

Marquette  and  Van  Fossan  not  participating. 


Citizens  National  Bank,  Petitioner,  v.  Commissioner  of  Inter¬ 
nal  Revenue,  Respondent. 

Docket  No.  6148.  Decided  October  21,  1926. 

A  reserve  for  bad  debts  set  up  in  1921  held  to  be  a  legal  deduction 
from  gross  income. 

IF.  0.  Rainey ,  C .  P.  A.,  for  the  petitioner. 

W.  Frank  Gibbs ,  Esq .,  for  the  respondent. 

Proceeding  for  the  redetermination  of  a  deficiency  in  income  and 
profits  tax  for  the  period  January  1  to  February  28,  1921,  in  the 
amount  of  $4,351.29,  arising  from  the  disallowance  of  a  deduction 
from  gross  income  of  a  reserve  set  up  to  meet  net  losses  in  the 
amount  of  $41,441.73. 

FINDINGS  OF  FACT. 

The  petitioner  was  incorporated  in  1918  under  the  United  States 
banking  laws  and  carried  on  banking  operations  until  February  28, 
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1921,  when  it  was  merged  with  the  Ouachita  National  Bank,  located 
at  Monroe,  La.  The  business  was  taken  over  on  the  basis  of  its  net 
worth  on  February  28,  1921,  determined  as  follows : 

Capital  stock _ $250,  000.  00 

Paid  in  surplus _  50,  000.  00 

Undivided  profits -  30,  095.  07 

Total _  330,095.07 

Plus  net  book  income  from  Jan.  1,  1921,  to  Feb.  28, 

1921 _ T _  16,  453.  28 

346,  548.  35 

Less  reserve  for  losses _  41,  441.  73 

Net  worth,  Feb.  28,  1921 _  305, 106.  62 

The  petitioner  began  operations  during  the  World  War.  Due  to  a 
business  depression  in  1920  and  1921,  it  became  apparent  to  the 
bank’s  officers  and  the  stockholders  conversant  with  its  affairs  that 
a  considerable  amount  of  its  accounts  receivable  would  probably 
never  be  collected.  The  petitioner  entered  upon  its  books  a  reserve 
of  $41,441.73  to  take  care  of  worthless  accounts  and  other  losses 
which  it  believed  would  be  sustained.  The  Ouachita  National  Bank, 
located  in  the  same  city,  offered  to  take  over  the  assets  and  liabilities 
of  the  bank  and  to  issue  to  its  stockholders  $300,000  of  its  own 
stock  in  exchange  for  their  shares  of  stock  in  the  petitioner  bank. 
The  offer  was  accepted.  The  Ouachita  National  Bank  took  over  the 
assets  after  having  made  provision  for  a  reserve  of  $41,441.73  to 
cover  doubtful  accounts  receivable.  The  actual  losses  sustained  upon 
these  accounts  receivable  by  the  Ouachita  National  Bank  were  in 
excess  of  the  amount  of  $41,441.73. 

The  petitioner  was  delinquent  in  filing  its  income-tax  return  for 
the  two-month  period  ended  February  28,  1921.  Upon  an  audit  of 
such  return  the  Commissioner  disallowed  the  deduction  of  any 
amount  representing  the  bad  debts  claimed  to  have  been  covered  by 
the  reserve  of  $41,441.73,  and  computed  a  net  income  of  $18,183.18. 

OPINION. 

Smith:  Section  234(a)  (5)  of  the  Revenue  Act  of  1921  permits  a 
corporation  to  deduct  from  gross  income  in  its  tax  return : 

Debts  ascertained  to  be  worthless  and  charged  off  within  the  taxable  year 
(or  in  the  discretion  of  the  Commissioner,  a  reasonable  addition  to  a  reserve 
for  bad  debts)  ;  and  when  satisfied  that  a  debt  is  recoverable  only  in  part, 
the  Commissioner  may  allow  such  debt  to  be  charged  off  in  part. 

It  was  very  evident  to  the  stockholders  of  the  petitioner  bank  on 
February  28,  1921,  that  it  would  not  be  able  to  recover  the  full 
amount  of  its  accounts  receivable.  The  reason  for  winding  up  the 
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affairs  of  the  bank  were  that  it  was  realized  that  losses  must  be  sus¬ 
tained  by  it  which  would  probably  compel  it  to  be  dissolved.  AYe 
are  satisfied  from  the  evidence  adduced  that  the  petitioner  had  ascer¬ 
tained  that  accounts  receivable  in  an  amount  in  excess  of  $18,183.18, — 
the  net  income  determined  by  the  Commissioner  for  the  two-month 
period  ended  February  28,  1921, — were  worthless  and  included  in  a 
reserve  for  bad  debts. 

Judgment  will  be  entered  for  the  petitioner . 


Individual  Towel  &  Cabinet  Service  Co.,  Petitioner,  v.  Commis¬ 
sioner  of  Internal  Revenue,  Respondent. 

Docket  Nos.  1231,  12586.  Decided  October  21,  1926. 

In  191.1  an  individual  invented  a  device  and  made  application 
for  United  States  letters  patent  thereon.  On  April  9,  1912,  a 
patent  covering  the  design  of  the  invention  was  issued,  leaving 
applications  for  patents  covering  the  principle  and  certain  mech¬ 
anisms  pending.  The  use  of  the  device  in  the  Easiness  of  the 
partnership  which  owned  it  prior  to  the  sale  thereof  to  the  peti¬ 
tioner  showed  a  saving  of  $7,500  per  annum.  On  October  29, 

1912,  the  patent  and  applications  were  paid  in  to  the  petitioner 
for  $74,970.09  par  value  of  stock.  Held,  that  the  patent  and 
patent  applications  were  property  and  had  an  actual  cash  value 
at  the  time  paid  in  and  on  March  1,  1913,  of  $74,970.09,  and 
should  have  been  included  in  invested  capital  for  the  years  1917 
to  1921,  inclusive,  at  that  value,  subject  to  the  limitations  pre¬ 
scribed  by  law.  Held,  further,  that  when  the  corporation  on 
March  23,  1917,  sold  certain  of  its  rights  under  the  patent  ac¬ 
quired  for  stock  and  the  patents  issued  upon  applications  so 
acquired,  for  $17,790.81,  and  retained  a  license  thereunder,  it  was 
thereafter  entitled  to  an  annual  deduction  for  exhaustion  of  the 
license  on  the  basis  of  the  life  of  the  principal  patent  granted 
October  19,  1915,  of  a  pro  rata  portion  of  the  remaining  unex¬ 
hausted  value  of  its  capital  investment  of  $50,870.52. 

William  T.  Church ,  Esq.,  and  Egbert  Robertson  Esq.,  for  the 
petitioner. 

Arthur  II.  Fast,  Esq.,  for  the  respondent. 

The  proceeding  Docket  No.  1231  involves  deficiencies  for  the  years 
1917,  1918,  1919  and  1920,  in  the  amounts  of  $10,94-9.36,  $2,735.46, 
$2,579.81,  and  $310.84,  respectively.  The  proceeding  Docket  No. 
12586  involves  a  deficiency  for  the  year  1921  in  the  amount  of 
$1,690.12.  The  issues  in  each  proceeding  are  the  same  and  are  as 
follows : 

(1)  The  actual  cash  value  on  October  29,  1912,  of  a  patent  and 
applications  for  patents  acquired  for  stock  for  the  purpose  of  in¬ 
vested  capital. 
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(2)  The  fair  market  value  on  March  1,  1913,  of  the  patent  and 
applications  for  the  purpose  of  the  deduction  for  exhaustion,  wear 
and  tear  during  the  taxable  years. 

(3)  Whether  the  surplus  for  the  taxable  years  was  correctly  re¬ 
duced  by  the  Commissioner  on  account  of  the  tax  due  within  the 
year  upon  the  income  for  the  preceding  year. 

FINDINGS  OF  FACT. 

Petitioner  is  an  Illinois  corporation  with  principal  office  at 
Chicago.  Jacques  Bousso  has  been  engaged  since  1903  in  the  busi¬ 
ness  of  operating  wardrobe  and  washroom  concessions  in  checkrooms, 
restaurants,  hotels,  theatres,  excursion  boats  and  like  places.  Since 
1907,  Sam  Wolf  has  been  engaged  in  a  like  business,  in  partnership 
with  Bousso,  under  the  firm  name  of  Bousso  &  Wolf.  In  1911  the 
partnership  was  supplying  approximately  8,000  hand  towels  a  day 
under  its  concession  contracts  in  about  30  public  washrooms  in 
Chicago.  By  reason  of  the  nature  of  this  business,  the  loss  of  towels 
from  misuse  or  pilferage  amounted  to  at  least  10  per  cent  daily,  or 
approximately  700  towels  a  day,  constituting  a  money  loss  in  excess 
of  $21  a  day,  or  $7,500  a  year. 

The  problem  of  overcoming  the  loss  of  towels  was  frequentty 
discussed  between  Bousso  and  Wolf  from  the  beginning  of  their 
association  in  1907.  In  the  summer  of  1911,  Bousso  devised  a  plan 
to  prevent  this  loss,  which  was  substantially  the  idea  embodied  in  the 
invention  hereinafter  mentioned.  In  December,  1911,  Wolf  per¬ 
fected  a  device  on  to  which  a  large  supply  of  towels  could  be  locked 
and  at  the  same  time  be  fully  serviceable  to  the  public.  The  arrange¬ 
ment  of  the  device  was  such  that  a  supply  of  clean  towels  lay  on  a 
shelf  approximately  five  feet  from  the  floor,  with  a  small  rod  to 
which  the  towels  were  fastened,  leading  to  a  container  on  the  floor, 
into  wdiich  the  towels,  after  being  used,  would  automatically  drop. 
The  shelf  for  the  clean  towels,  the  rod  and  the  container  for  soiled 
towels  were  part  of  a  cabinet  which  the  inventor  proposed  to  place 
at  a  convenient  point  in  washrooms  where  towels  were  supplied. 
Bousso  immediately  submitted  his  plan  to  his  attorney  for  the  mak¬ 
ing  of  an  application  for  United  States  letters  patent.  At  the  same 
time  he  caused  a  model  of  the  cabinet  to  be  made  and  installed  it  in 
one  of  the  washroom  concessions  operated  by  the  partnership.  The 
device  was  immediately  successful  and  completely  prevented  the  loss 
of  towels.  The  partnership  thereafter  had  the  device  manufacturd 
and  installed  it  in  the  various  public  washrooms  in  which  it  held  con¬ 
cession  contracts.  In  May,  1912,  the  partnership  of  Bousso  &  Wolf 
undertook  a  separate  business  for  the  purpose  of  manufacturing  and 
marketing  the  device  under  the  trade-name  of  Individual  Towel  & 
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Cabinet  Service  Co.,  not  incorporated.  During  the  summer  of  1912, 
they  bought  linen,  machinery,  horses,  wagons  and  other  necessary 
equipment  and  engaged  in  the  manufacture  of  cabinets  and  towels 
and  sold  and  installed  them  in  a  large  number  of  business  houses, 
banks,  public  service  corporations,  saloons,  billard  halls,  restaurants 
and  other  places  in  Chicago,  New  York,  Boston,  Buffalo,  St.  Louis, 
Louisville,  Duluth,  Minneapolis,  San  Francisco,  Jacksonville,  Fla., 
Danville,  Ill.,  Marion,  Ind.,  and  elsewhere  throughout  the  United 
States. 

By  October  29,  1912,  this  branch  of  the  business  had  tangible 
assets  of  a  value  in  excess  of  $25,000.  Its  operations  had  demon¬ 
strated  the  value  of  the  device  by  its  use  by  Rousso  and  Wolf  in  more 
than  60  places  in  which  they  held  concession  contracts.  On  October 
29,  1912,  the  petitioner  corporation  Avas  organized  with  a  capital 
stock  of  the  par  value  of  $100,000.  At  the  first  meeting  of  the  direc¬ 
tors  of  the  petitioner,  Rousso  submitted  to  the  corporation  the  follow¬ 
ing  proposition : 

I  hereby  offer  to  sell  and  assign  to  your  Company  by  good  and  sufficient 
assignment  all  of  the  property  pertaining  to  the  business  now  conducted  by  me 
at  160  North  Fifth  Avenue,  Chicago,  consisting  of  a  stock  of  cabinets,  towels, 
towel  vending  devices  and  other  supplies,  machinery,  furniture  and  fixtures, 
horses  and  wagons,  and  other  personal  property  belonging  to  said  business, 
together  with  the  good  will  of  said  business  and  all  patents  and  patent  rights 
belonging  thereto  for  the  sum  of  one  hundred  thousand  dollars  ($100,000), 
and  to  accept  in  payment  therefor  the  capital  stock  of  your  company  at  the  par 
value  thereof  to  the  extent  of  said  sum,  it  being  expressly  understood  and  agreed 
that  the  value  of  said  property,  good  will  and  patent  rights  is  one  hundred 
thousand  dollars  ($100,000)  and  that  the  said  stock  shall  be  issued  to  me  or  to 
my  nominees  as  fully  paid  and  non-assessable. 

In  the  event  of  the  acceptance  of  this  offer,  I  direct  that  the  stock  shall  be 
issued  as  follows : 

To  Jacques  Rousso,  989  shares ; 

To  Sam  Wolf,  10  shares ;  and 
To  Rose  Rousso,  1  share. 

Thereupon,  the  directors  adopted  a  resolution  accepting  the  propo¬ 
sition  of  Rousso,  and  $25,029.91  par  value  of  stock  Avas  issued  for 
tangible  assets  having  an  actual  cash  value  at  that  time  of  that 
amount  (the  value  of  the  tangible  assets  is  not  in  dispute),  and 
$74,970.09  par  value  of  stock  was  issued  for  the  patent  and  patent 
applications  and  the  inA^ention  in  question. 

The  device  had  demonstrated  that  its  use  resulted  in  an  annual 
saving  to  Rousso  and  Wolf  of  at  least  $7,500,  and,  Avhen  paying  it  in  to 
the  corporation  for  stock,  they  adopted  as  its  value  the  saving  over 
a  ten  year  period,  or  $75,000.  In  arriving  at  this  value  they  did  not 
take  into  consideration  future  profits  on  royalty  contracts,  but  fig¬ 
ured  that  the  device  would  be  worth  $75,000  to  them  even  if  the 
patent  for  which  they  had  made  application  should  not  be  granted. 
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Prior  to  the  adoption  of  the  device,  the  cost  of  serving  loo^e  towels 
in  public  washrooms  in  Chicago  was  from  60  cents  to  $1.25  a 
hundred.  By  means  of  the  device,  Rousso  and  Wolf  furnished 
locked-on  towels  in  Chicago  at  35  cents  a  hundred  f  and  made  a 
profit. 

On  July  20,  1915,  patent  No.  1,147,552  was  -  granted  upon  the 
counting  mechanism  in  connection  with  the, -cabinet,  and  on  October 
19,  1915,  patent  No.  1,157,046  was  granted  upon  the  principle  of 
the  towel  cabinet  upon  the  applications  theretofore  acquired  by  the 
petitioner  for  stock.  s 

The  actual  cash  value  of  t\fe  patent  and  patent  applications  paid 
in  for  stock  on  October  k29,  1912,  and  the  fair  market  value  thereof 
on  March  1,  1913,  wa^  $74,970.09. 

Between  the  date/of  incorporation  and  March  23,  1917,  petitioner 
became  indebted  to  Rousso  and  Wolf  for  money  advanced  by  them  in 
the  sum  of  $17,790.81. 

On  March  2?,,  1917,  these  individuals  submitted  to  the  corporation 
a  proposition  Jthat  the  corporation  sell,  assign,  set  over,  deliver  and 
release  to  theyn  the  patents  theretofore  transferred  to  it  for  stock,  in 
consideration  of  the  cancellation  by  Rousso  and  Wolf  of  $17,790.81 
due  them  bTy  the  corporation,  the  corporation  to  retain  an  exclusive 
license  under  the  patent  to  manufacture  and  sell  towel  cabinets  in 
Cook  Counity,  Ill.,  and  a  nonexclusive  license  to  do  so  in  other  terri¬ 
tory  throughout  the  United  States.  This  proposition  was  accepted 
by  the  corporation. 

Thereafter,  Rousso  and  Wolf  granted  26  licenses  to  various  persons 
and  corporations  throughout  a  small  portion  of  the  United  States 
at  an  aggregate  minimum  annual  royalty  in  excess  of  $191,000. 

The  Cor nmissioner  held  that  the  patent  and  applications  for  pat¬ 
ents  had  Uo  cash  value  at  the  time  paid  in  for  stock  and  no  fair 
market  va\ue  on  March  1,  1913;  wherefore,  he  denied  petitioner  any 
invested  capital  on  account  thereof  and  refused  to  allow  it  any 
deduction  -  for  the  exhaustion  of  the  patent  granted  in  1915,  or  for 
the  exhaustion  of  the  license  agreement  retained  b}^  the  corporation 
upon  the  transfer  of  patent  to  Rousso  and  Wolf  on  March  23,  1917. 
As  a  resul  t  of  this  determination,  the  Commissioner  held  that  the 
cancellatio  n  by  Rousso  and  Wolf  of  the  indebtedness  of  $17,970.09 
was  a  forgiveness  of  indebtedness  to  the  corporation  and  constituted 
income  to  iR  for  the  taxable  year. 

OPINION. 

Littletoust  :  The  two  principal  issues  involved  concern  the  actual 
cash  value  < pn  October  29,  1912,  and  the  fair  market  value  on  March 
1,  1913,  of  the  patent  and  patent  applications  relating  to  the  towel 
cabinets  wh  ich  were  acquired  for  stock. 
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That  Hhe  applications  for  patents  covering  the  principle  of  the 
towel  cabinet  and  certain  mechanisms  for  use  in  connection  there¬ 
with  were*'  property  is  fully  supported  by  various  decisions  of  the 
courts  and  noeds  no  argument  here.  Hammond  v.  Mason  <J&  Hamlin 
Organ  Co .,  92%U.  S.  724;  Hendrie  v.  Sayles ,  98  U.  S.  546;  Gayler  v. 
Wilder ,  10  How. ‘I 77;  T)e  La  Vergne  Machine  Co.  v.  F  eat  her  stone , 
147  U.  S.  209;  In  re  Mf/ers-W olf  Mfg.  Co .,  205  Fed.  289;  Railroad 
Co.  v.  Trimble ,  10  Wall.  S07 ;  Nicolson  Pavement  Co ..  v.  Jenkins , 
14  Wall.  452 ;  Burton  v.  Burton  Stock-Car  Co.,  171  Mass.  437 ;  50  N.  E. 
1029;  Binney  v.  Annan ,  107  Mass.  $4;  Bomerby  v.  Buntin ,  118  Mass. 
279;  Lamson  v.  Martin ,  159  Mass.  557;  35  X.  E.  78. 

We  are  of  the  opinion  from  all  of  the  evidence  that  the  actual  cash 
value  of  the  patent  and  applications  for  patents  at  the  time  paid  in 
for  stock  and  on  March  1,  1913,  was  $74,970.09,  as  claimed.  A  num¬ 
ber  of  witnesses  who  had  been  engaged  in  the  business  of  supplying 
towels  in  washrooms  for  a  nulnber  of  years,  and  ‘.who  were  fully 
qualified  to  express  an  opinion  as  to  the  value  of  the  towel  cabinet 
at  the  time  it  was  acquired  by  the  petitioner,  testified  that  in  their 
opinion  the  applications  for  a  patent  thereon  were  w;orth  between 
$75,000  and  $100,000.  One  of  these  witnesses  who  had  for  some  time 
been  in  the  concession  business,  in  connection  with  which  he  was 
supplying  about  20,000  towels  a  day,  acquired  some  of  fhe  cabinets 
in  1912  and  found  that  the  use  of  the  cabinets  entirely  eliminated 
the  loss,  which  he  had  theretofore  suffered,  of  50  per  £ent  of  the 
towels  used.  Upon  the  incorporation,  this  individual  endeavored  to 
acquire  51  per  cent  of  the  stock  at  $100  a  share,  but  Rousso  and 
Wolf  declined  to  sell.  He  testified  that  his  purpose  at  that  time  was 
to  acquire  control  of  the  corporation,  that  he  would  have  been  willing 
to  purchase  the  entire  capital  stock  at  par,  and  that  he  had  more  than 
sufficient  cash  to  pay  for  the  same.  He  did  not  attempt  to  acquire 
all  of  the  stock  at  $100  a  share  for  the  reason  that  the  owners  thereof 
refused  to  sell  any  amount.  Other  witnesses  engaged  in  the  salne 
business  testified  that  they  were  interested  in  acquiring  stock  of  the 
petitioner  upon  its  organization,  at  par,  but  found  that  the  owners 
of  the  stock  would  not  sell  it. 

The  patent  and  applications  for  patents  should  therefore  have  been 
included  in  invested  capital  for  each  of  the  taxable  years  :at  a  value 
of  $74,970.09,  subject  to  the  limitations  prescribed  by  law. 

On  March  23,  1917,  the  unexhausted  cost  and  March  1,  1913,  value 
of  the  patent  and  applications,  which  became  merged  in  the  patent 
issued  October  19,  1915,  covering  the  principle  of  the  device,  was  j 
$68,661.33.  The  exhaustion  of  the  group  of  patents  upqn  the  basis 
of  the  life  of  the  principal  patent  granted  October  19, « 1915,  from 
that  date  to  March  23,  1917,  was  $6,308.76.  t 
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On  March  23,  1917,  the  petitioner  disposed  of  a  portion  of  its 
capital  asset  represented  by  these  patents  for  $17,790.81,  leaving  the 
remaining  unexhausted  value  of  the  asset,  of  $50,870.52,  represented 
by  the  patent  license  which  it  retained.  The  petitioner  was  there¬ 
fore  entitled  to  a  deduction  in  each  of  the  taxable  years  of  a  pro 
rata  portion  of  $50,870.52  for  the  exhaustion  of  the  license  over  the 
life  of  the  principal  patent  granted  October  19,  1915. 

The  Commissioner  correctly  reduced  surplus  on  account  of  the  tax 
due  within  the  taxable  years  upon  the  income  for  the  preceding  year. 
A  ppeal  of  Russel  Wheel  &  Foundry  Co .,  3  B.  T.  A.  1168. 

Judgment  will  be  entered  on  15  days ’  notice, 
under  Rule  50. 


Auditorium  Company,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  4483.  Decided  October  21,  1926. 

Deduction  allowed  for  exhaustion,  wear  and  tear  and  obsoles¬ 
cence  of  business  property. 

H.  II.  Tooley ,  C .  P.  A.,  for  the  petitioner. 

George  E.  Adams ,  Esq.,  for  the  respondent. 

The  deficiency  found  by  the  Commissioner  for  the  years  1919, 
1920  and  1921,  in  the  total  amount  of  $732.02,  results  from  the  dis¬ 
allowance  of  alleged  excessive  exhaustion,  wear  and  tear  and  obsoles¬ 
cence  of  business  property. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  California  corporation.  It  owns  and  operates 
a  combination  theatre  and  office  building,  located  at  the  intersection 
of  5th  and  Olive  Streets  in  the  City  of  Los  Angeles,  with  a  frontage 
on  the  one  of  165  feet  and  on  the  other  of  178  feet.  It  faces  a  munic¬ 
ipal  park  known  as  Pershing  Square.  This  building  was  completed 
and  occupied  for  rental  purposes  in  1917.  The  parties  agree  that 
the  cost  of  construction  was  $354,692. 

The  building  in  question  is  of  very  massive  concrete  and  steel  con¬ 
struction.  A  part  is  nine  stories  high,  but  the  roof  begins  at  the 
seventh  story  and  is  of  such  construction  that  the  office  rooms  in 
the  eighth  and  ninth  stories  are  in  the  nature  of  attics.  On  the 
5th  Street  frontage  of  165  feet  there  are  six  small  stores,  each  about 
16  feet  in  width  and  about  60  feet  deep.  The  remainder  of  this 
frontage  is  occupied  by  the  main  and  stage  entrances  of  the  Audito¬ 
rium  Theatre,  which  occupies  the  rear  two- thirds  of  the  building  and 
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is  seven  stories  in  height.  Above  the  stores  and  theatre  entrances 
on  5th  Street  there  are  a  number  of  small  halls,  on  the  second  and 
third  floors,  and  the  upper  floors  are  subdivided  into  offices.  The 
small  halls  and  some  additional  space  are  rented  by  a  church.  The 
offices  are  leased  for  the  most  part  to  physicians  and  some  of  the 
leases  extend  beyond  the  year  1931. 

The  entire  rear  two-thirds  of  the  building  is  occupied  by  the 
Auditorium  Theatre  with  its  balconies,  stage,  dressing  rooms,  exits 
and  entrances.  This  was  the  only  theatre  and  auditorium  in  this 
section  at  the  date  of  its  erection,  but  there  are  now  at  least  three 
such  buildings  of  modern  construction  in  the  immediate  vicinity. 

The  land  upon  which  the  building  stands  was  acquired  by  the  peti¬ 
tioner  in  the  year  1901  at  a  cost  of  $170,000.  At  that  time  and  at 
the  date  of  the  construction  of  the  building,  the  locality  was  outside 
the  principal  business  section  of  the  city  and  was  almost  entirely  a 
residence  district.  Since  1907  it  has  developed  into  practically  a  100 
per  cent  business  area,  and  many  of  the  best,  most  modern  and  high 
cost  office  buildings,  theatres,  hotels  and  business  structures  in  Los 
Angeles  have  been  erected  on  the  frontage  about  Pershing  Square,  or 
in  the  immediate  neighborhood.  On  account  of  the  conversion  of 
this  section  of  the  city  into  a  high-class  business  district,  there  has 
been  a  very  great  increase  in  the  value  of  the  Auditorium  site,  which 
had  a  fair  market  value  of  at  least  $500,000  at  the  beginning  of  the 
first  of  the  taxable  years  and  was  worth  substantially  more  at  the 
end  of  1921. 

The  net  income  from  the  property  of  the  petitioner,  as  computed 
for  income  and  profits-tax  purposes  for  1919,  was  $15,968.62;  for 
1920,  $19,152.11,  and  for  1921,  $24,697.95.  In  making  its  income  and 
profits-tax  returns  for  the  taxable  years  involved,  the  petitioner  each 
year  deducted  from  gross  income  the  amount  of  3  per  cent  of  the 
original  cost  of  the  building  for  exhaustion,  wear  and  tear.  Upon 
audit  of  such  return  the  Commissioner  allowed  2y2  per  cent  of  the 
cost  of  original  construction  as  an  annual  deduction  on  account  of 
depreciation  and  determined  the  deficiencies  here  involved.  The 
petitioner’s  building  was  undesirable  and  unprofitable  for  office-room  , 
purposes  during  the  taxable  years  and  its  type  of  construction  makes 
alteration  for  improvement  and  modernization  very  expensive. 

OPINION. 

Lansdon  :  The  petitioner  contends  that  it  is  entitled  to  an  annual 
deduction  from  gross  income  on  account  of  depreciation  and  economic 
obsolescence  of  its  property  at  the  rate  of  4  per  cent  on  the  original 
cost.  From  the  evidence  adduced  we  conclude  that  the  profitable  use 
and  economic  life  of  the  petitioner’s  building  can  not  be  more  than 


(163) 


BEADLESTON  &  WOERZ,  JNC. 


165 


'25  years  from  the  date  of  its  construction.  Measured  by  the  value 
of  the  land  and  the  depreciated  cost  of  the  building  during  the  tax¬ 
able  years,  the  annual  net  income  returns  a  constantly  decreasing 
percentage  of  profit  on  the  capital  value  of  the  property,  and  we  are 
of  the  opinion  that  this  petitioner  is  entitled  to  deduct  annually  4 
per  cent  of  the  cost  of  the  building  from  its  gross  income  during  each 
of  the  taxable  years  and  to  any  adjustments  of  invested  capital  that 
may  result  from  such  deduction  for  depreciation,  including  obsoles¬ 
cence.  Appeal  of  Robert  H.  McCormick ,  2  B.  T.  A.  430;  Appeal  of 
Annie  L.  Dean ,  3  B.  T.  A.  896. 

Judgment  will  be  entered  on  20  days ’  notice , 
under  Rule  50. 


Appeal  of  Beadleston  &  Woerz,  Inc. 

Docket  No.  6033.  Decided  October  21,  1926. 

1.  Taxpayer  is  not  entitled  to  deduct  from  its  gross  income  its 
reserve  for  liability  on  account  of  unreturned  bottles  and  cases  in 
making  its  income  and  profits-tax  returns  for  the  taxable  years. 

2.  Taxpayer’s  alleged  loss  on  account  of  obsoleteness  of  buildings 
resulting  from  Federal  prohibition  legislation  disallowed  for  lack 
of  evidence. 

William  J.  Hughes ,  Jr .,  Esq .,  and  Louis  Malthaner ,  Esq.,  for  the 
petitioner. 

Arthur  H.  Murray ,  Esq.,  and  James  T .  Dortch,  Esq.,  for  the  Com¬ 
missioner. 

This  appeal  is  from  the  determination  of  a  deficiency  of  $4,901.73 
for  the  year  1919,  arising  from  the  disallowance  of  depreciation  of 
$24,295.26,  claimed  on  buildings,  and  $40,689.57,  representing  one- 
half  of  the.  alleged  loss  on  bottles  used  in  the  business.  The  petition 
was  amended  at  the  hearing  and  is  now  based  on  the  Commissioner’s 
refusal  to  allow  a  deduction  of  $5,585.04  on  account  of  deposits  made 
with  the  taxpayer  by  purchasers  of  bottled  goods  to  secure  the 
return  of  the  bottles,  and  $121,712.87  for  the  complete  loss  of  a 
building  erected  for  the  storage  of  lager  beer  for  fermentation. 

FINDINGS  OF  FACT. 

1.  Prior  to  the  adoption  of  war-time  prohibition,  the  taxpayer  was 
engaged  in  the  manufacture  and  sale  of  lager  beer,  ales,  porter  and 
ice.  After  the  adoption  of  the  National  Prohibition  Amendment  it 
gave  up  the  manufacture  of  intoxicants  and  engaged  during  1919  in 
the  manufacture  and  sale  of  near  beer.  Finding  this  unprofitable, 
it  abandoned  entirelv  the  manufacture  of  drinks.  It  now  has  but 
two  employees — a  manager,  who  is  an  invalid,  and  a  bookkeeper. 
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2.  The  appeal,  as  originally  stated,  was  from  the  disallowance  of 
the  following  deductions  claimed  by  the  taxpayer  : 

Depreciation  of  building,  etc.,  at  201 — lOtli  St.,  Bor¬ 


ough  of  Manhattan _ $24,  205.  26. 

Loss  on  bottles  (inventory) _  40,680.57. 


Taxpayer,  its  amended  petition,  abandoned  both  of  these  claims 
and  submitted  a  claim  for  deductions  on  account  of  deposits  for 
return  of  bottles  and  obsolescence  of  the  fermentation  building. 

3.  The  building  in  question  was  erected  some  36  years  ago.  All 
records  as  to  its  cost  have  been  destroyed  or  lost.  It  was  built  for 
the  sole  purpose  of  storing  the  beer  manufactured  by  the  company 
during  fermentation.  It  is  a  five-story  and  basement  brick  building, 
68  feet,  8  inches,  b}^  89  feet,  4  inches,  having  concrete  floors,  sup¬ 
ported  by  very  substantial  steel  pillars.  The  height  of  the  basement 
was  about  15  feet,  that  of  the  first  story  about  25  feet,  of  the  second 
story  about  20  feet,  and  of  the  other  three  about  15  feet  each. 
Within  the  building,  some  on  each  floor,  were  23  vats  having  a 
capacity  of  from  200  to  350  barrels  each.  Some  of  these  were  of 
wood,  but  the  large  ones  were  steel  glass-lined  tanks  or  casks.  The 
building  is  lighted  electrically  and  has  only  about  a  dozen  windows. 
It  has  a  complete  refrigerating  system  for  keeping  the  beer  cool. 

4.  On  July  1,  1913,  an  appraisal  company  made  a  survey  and 
inventory  of  35  buildings  and  of  the  equipment  therein  owned  by  the 
petitioner,  and  reported  that  the  reproduction  cost  new,  of  the  fer¬ 
mentation  and  storage  building  and  its  contained  equipment  at  that 
date  was  $97,215.78  for  the  building  and  $24,497.09  for  the  equip¬ 
ment.  To  these  results  it  applied  depreciation  rates  from  the  dates 
of  construction  or  purchase  of  such  assets  to  March  1,  1913,.  and 
arrived  at  the  conclusion  that  the  sound  value  of  such  property  was 
$96,844.60  at  the  basic  date. 

Prior  to  1918  the  petitioner,  in  making  its  income  and  profits-tax 
return,  made  no  deductions  on  account  of  depreciation  of  its  plant 
and  equipment.  As  the  result  of  an  investigation  made  in  1918,  the 
petitioner  estimated  that  the  additional  useful  life  of  its  brick  build¬ 
ings  was  35  years,  and  on  that  basis  it  claimed  and  was  allowed 
depreciation  on  such  buildings,  including  the  storage  building,  at  the 
rate  of  2.6  per  cent  for  1918  and  1919. 

OPINION. 

Lansdon  :  We  are  of  the  opinion  that  the  claim  on  account  of 
reserve  for  unreturned  bottles  is  covered  by  the  Board’s  decision 
in  the  Appeal  of  LaSalle  Portlamd  Cement  Co .,  4  B.  T.  A.  438.  In 
so  far  as  can  be  ascertained  from  the  evidence  before  us,  a  price  for 
the  bottles  sufficient  to  cover  the  cost  to  the  taxpayer  was  charged  to 
and  paid  by  the  vendee.  The  taxpayer  was  to  pay  the  vendee  the 
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same  price  on  the  return  of  the  bottles.  If  so,  the  taxpayer  neither 
lost  nor  gained  by  the  bottle  transaction.  They  were  neither  more 
nor  less  than  a  commodity  purchased  and  sold  at  cost  or  near  cost, 
in  order  to  effect  the  sale  of  the  beer.  On  their  purchase  they  came 
into  taxpayer’s  inventory.  On  their  sale  they  passed  out  of  the 
inventory.  If  the  vendee  returned  them  in  good  condition,  taxpayer 
would  pay  for  them  and  they  would  again  come  into  the  inventory. 
Neither  the  amount  of  taxpayer’s  income  nor  its  capital  is  affected 
by  any  of  these  transactions  or  by  the  failure  to  complete  one  or 
more  of  them.  The  decision  of  the  Commissioner  as  to  this  claim 
is  affirmed. 

The  petitioner  asks  for  a  substantial  deduction  from  its  gross 
income  for  the  taxable  vear  on  account  of  the  obsoleteness  of  a  build- 
ing  and  equipment  used  for  the  storage  and  fermentation  of  beer. 
This  deduction  seems  to  be  claimed  on  the  theory  that  the  building 
was  abandoned  and  became  a  total  loss  in  1919,  at  which  date  it  is 
alleged  the  petitioner  ceased  the  manufacture  of  beer.  There  is  no 
competent  evidence  in  support  of  this  claim.  We  do  not  know  when 
the  building  was  constructed  or  at  what  cost.  The  only  evidence  of 
value  at  March  1,  1913,  offered  b}^  the  taxpayer  was  an  appraisal 
made  on  what  is  known  as  the  depreciated  reproductive  cost  basis. 
The  Commissioner  objected  to  the  receipt  of  this  appraisal  as  evi¬ 
dence.  As  the  man  who  made  such  appraisal  was  not  present  at  the 
hearing,  we  must  sustain  this  objection.  Lacking  evidence  of  the 
cost  of  the  building  and  equipment,  of  the  value  of  such  assets  at 
March  1,  1913,  and  in  the  taxable  year,  we  approve  the  determination 
of  the  Commissioner  on  this  point. 

Judgment  will  be  entered  on  10  days'  no¬ 
tice ,  under  Rule  dO. 


Ferry  Market,  Inc.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  3671.  Decided  October  21,  1926. 

1.  Distributive  net  earnings  of  a  vessel  jointly  owned  should  be 
included  in  the  gross  income  of  the  co-owners  in  proportion  to 
their  several  undivided  interests. 

2.  Deduction  from  gross  income  of  amounts  paid  as  bonus  or 
extra  compensation  to  employees  allowed. 

J .J$.  Kehoe ,  C.  P.  A .,  for  the  petitioner. 

George  E.  Adams ,  Esq.,  for  the  respondent. 

The  Commissioner  asserts  deficiencies  in  income  and  profits  taxes 
for  the  years  1916,  1918  and  1919,  in  the  respective  amounts  of  $58.79, 
$262.55  and  $160.31.  Only  the  deficiencies  for  the  years  1918  and 
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1919  are  in  controversy.  The  petitioner  alleges  that  the  Commis¬ 
sioner  erred  (1)  in  disallowing  certain  payments  to  employees,  as 
bonuses  or  compensation  in  addition  to  regular  salary,  as  deduc¬ 
tions  for  ordinary  and  necessary  expenses,  and  (2)  m  making  certain 
additions  to  its  gross  income  for  the  taxable  years. 


FINDINGS  OF  FACT. 


During  the  taxable  years  the  petitioner  owned  an  undivided  2/iOOths 
interest  In  the  steam  schooner,  Claremont,  which  was  operated  by 
the  Hartwood  Lumber  Company  as  managing  owner.  e  ^e 
income  from  the  operation  of  this  vessel  for  the  year  1918  was  $100,- 
279,  and  for  the  year  1919,  $120,365.41.  During  the  year  1919  the 
petitioner  owned  an  undivided  2/100ths  interest  in  the  steam 
schooner  San  Diego.  The  net  income  from  the  operation  of  this 

vessel  for  the  vear  1919  was  $117,530.30. 

The  petitioner’s  shares  of  the  net  earnings  of  the  two  vessels  in 
each  of  which  it  owned  an  undivided  2/100ths  interest  were  as 

follows : 


1918. 


1919. 

Claremont  _ *2’ °05- 58  $2'  4°7'  °° 

Claremont _  _  530.  0Q 

San  Diego -  T  11 

In  distributing  the  net  earnings  of  these  vessels  to  the  several  co¬ 
owners,  the  managing  owner  retained  certain  amounts  as  reserves 

against  the  expenses  of  future  operation.  For  the  ,  1  , 

amount  of  the  net  earnings  of  the  Claremont  distributable  to  t 
petitioner  but  retained  in  reserve  was  $805.38 ;  for  1919  the  amoun s 
of  the  net  earnings  of  the  Claremont  and  San  Dieyu  distributable  to 
the  petitioner  and  so  retained  were  $907.31  and  $850  61,  respec  ive  y. 

In  making  its  income  and  profits-tax  returns  for  the  taxable  y  ea 
the  petitioner  included  in  its  gross  income  only  the  parts  of  its  shares 
of  the  distributive  net  earnings  of  the  Claremont  and  San  Diego 
which  it  received  in  cash.  Upon  audit  of  such  returns  the  Com¬ 
missioner  added  to  gross  income  the  amounts  retained  in  reserve  f 

each  of  the  taxable  years. 

About  Christmas  time  of  each  of  the  taxable  years  the  petitioner 
made  certain  payments  to  or  on  account  of  its  employees  in  tie 
respective  amounts  of  $165  and  $140,  as  additional  compensation 

to  its  employees. 


.  opinion. 


Lansdon  :  The  petitioner  contends  that  it  should  include  m  .gross 
income  for  the  taxable  year  only  amounts  of  the  distributive  ne 
earnings  of  the  vessels  of  which  it  is  one  of  several  co-owners  that 
it  actually  received.  The  Commissioner  has  held  that  the  en  rr« 
annual  distributive  earnings  of  such  vessels  should  be  induce 
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the  gross  income  of  the  individual  co-owners,  even  though  a  part  of 
such  earnings  is  retained  by  the  managing  owner  as  a  reserve  for 
use  in  future  operations. 

We  are  of  the  opinion  that  the  managing  owner  of  a  vessel  jointly 
owned  by  several  co-owners  is  the  agent  of  such  co-owners  and  that 
net  earnings  received  by  him  must  be  regarded  as  received  by  the 
several  co-owners  in  the  proportion  of  their  interests  in  such  vessel. 
While  the  co-ownership  of  a  vessel  does  not  constitute  a  partner¬ 
ship  or  a  joint  stock  association,  it  does  result  in  the  creation  of  an 
operating  entity  that  earns  income  by  the  use  of  capital.  Such 
income  is  taxable. 

We  are  of  the  opinion  that  the  amounts  of  $165  and  $140,  respec¬ 
tively,  were  properly  deductible  as  additional  compensation.  See 
Appeal  of  Edwin  C.  Brandenburg ,  4  B.  T.  A.  108. 

Judgment  will  be  entered  on  15  dags’’  notice , 
under  Rule  50. 


Appeal  of  J.  T.  Liggett. 

Docket  No.  3489.  Decided  October  21,  1926. 

A  transfer  of  oil-producing  property  by  a  father  to  his  son  upon 
the  agreement  of  the  son  to  divide  the  proceeds  among  the  father, 
his  wife  and  his  children,  held  not  to  constitute  the  son  an  agent 
of  the  father  so  that  the  entire  proceeds  of  the  sale  are  taxable  to 
the  father,  but  to  be  a  conveyance  to  the  son  of  all  interest  of  the 
father,  except  to  the  extent  to  which  the  father  retained  an  inter¬ 
est  in  the  proceeds. 

H.  L.  Washington ,  Esq.,  for  the  petitioner. 

A.  H.  Fast ,  Esq.,  for  the  Commissioner. 

The  petitioner  appeals  from  the  Commissioner’s  determination  of 
a  deficiency  of  $9,096.24  individual  income  tax  for  1919,  alleging  that 
the  Commissioner  erroneously  included  as  income  to  the  petitioner 
nine-tenths  of  the  proceeds  from  the  sale  of  certain  oil,  gas  and 
mineral  rights  which  he  did  not  in  fact  receive. 

FINDINGS  OF  FACT. 

The  petitioner  formerly  owned  320  acres  near  Peabody,  Kans. 
By  instrument  dated  August  7,  1918,  and  recorded  June  11,  1919,  he 
transferred  to  his  son,  E.  W.  Liggett,  an  undivided  one-half  interest 
in  the  oil  and  gas  under  the  W.  %  of  the  N.  E.  %  of  section  7,  T.  23 
S.,  K.  4  E.,  Butler  County,  Kans.,  containing  80  acres  more  or  less, 
including  the  rights  under  an  oil  and  gas  lease  theretofore  made  to 
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one  Dedrich.  At  the  time  of  the  conveyance  there  was  an  oral  agree- 
ment  that  E.  W.  Liggett  would  divide  the  proceeds  among  the  peti¬ 
tioner  and  his  wife  and  eight  children.  .  .  . 

On  June  10,  1919,  E.  W.  Liggett  transferred  the  same  interest  to 

the  Guarantee  Title  &  Trust  Co.,  trustee  for  a  syndicate,  under 
an  agreement  that  the  property  so  conveyed  should  be  ^posed  of  by 
the  syndicate,  together  with  other  property  and  that  E.  W.  Liggett 
should  receive  40  per  cent  of  the  net  proceeds  realized  by  the  syndi¬ 
cate.  At  some  Subsequent  time,  not  disclosed  by  the  record.  E.  \\  . 
Liggett  received  $37,000  from  the  syndicate,  which  he  distributed 

in  accordance  with  the  oral  agreement.  . 

"in  computing  the  deficiency  the  Commissioner  included  as  income 

to  the  petitioner  $32,254.80,  as  a  gain  from  such  transaction. 

OPINION. 

Phillips  :  It  is  the  contention  of  the  Commissioner  that  the  trans¬ 
fer  by  the  petitioner  to  his  son  of  the  oil  and  gas  rights  m  the  80-acre 
tract  with  which  we  are  here  concerned  was  made  only  foi  the  pur¬ 
pose  of  enabling  the  son  to  dispose  of  this  property  as  agent  of  the 
father  He  further  contends  that,  while  an  express  trust  in  real 
r  roperty,  not  in  writing,  is  void  under  the  Kansas  statutes  and  deci¬ 
sions,  a"  constructive  or  implied  trust  arising  out  of  tiamactions 
between  principal  and  agent,  or  others  acting  m  a  fiduciary  relatio  , 
is  recognized  and  will  be  enforced;  wherefore,  he  contends  that  the 
proceeds  of  the  sale  were  received  by  the  son  as  agent  of  the  rather 
that  the  agency  will  be  recognized  by  the  law,  as  a  constructive  trust 
if  necessary  for  enforcement,  and  that  the  father  is  to  account  forth 
sale  as  his  own.  We  need  not  comment  upon  these  contentions  other 
"than  to  say  that  the  evidence  does  not  establish  any  such  agency, 
but  rathe/a  conveyance  by  the  father  of  all  his  interest,  except  as 
he  may  have  retained  an  interest  in  one-tenth  of  the  proceeds. 

Petitioner  alleges  error  only  as  to  nine-tenths  o  t  e  ga>u  ®er 
mined  by  the  Commissioner.  As  to  the  remaining  one-.enth  which 
was  paid  him  by  his  son  in  accordance  with  the  oral  agreement  no 
error  is  alleged.  The  deficiency,  if  any,  should  be  recomputed  after 
reducing  the  net  income  determined  by  the  Commissioner  by  mnc- 

tenihs  of  $  ■  Order  of  redetermination  mil  be  entered  on 

15  days'  notice ,  under  Rule  50. 
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Appeal  of  Louis  Cohen. 

Docket  No.  5398.  Decided  October  26,  1926. 

An  individual  keeping  bis  books  of  account  on  the  accrual  basis 
apd  setting  aside  on  those  books  amounts  to  be  held  by  him  in 
trust  and  to  be  paid  to  his  sons  at  a  future  date  under  the  cir¬ 
cumstances  stated  herein,  is  not  entitled  to  deduct  such  amounts 
from  gross  income  in  income-tax  returns  as  ordinary  and  necessary 
expenses. 

John  G.  Jaeger ,  Esq.,  for  the  petitioner. 

John  W.  Fisher ,  Esq.,  for  the  Commissioner. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  tax  for  the  year  1919  in  the  amount  of  $2,623.78,  arising 
Prom  the  addition  to  the  net  income  returned  of  certain  amounts  set 
apart  from  the  petitioner’s  books  of  account  to  be  paid  to  three  sons. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  resident  of  Baltimore,  Md.,  and  is  and  was  in 
1919  engaged  in  the  wholesale  wall  paper  jobbing  business  under 
the  trade  name  of  The  National  Wall  Paper  Co.  In  addition  to 
conducting  his  individual  business,  he  was  a  member  having  a  one- 
third  interest  in  the  partnership  carrying  on  business  under  the  name 
and  style  of  West  Baltimore  Wall  Paper  Co.,  of  Baltimore,  Md. ; 
a  member  of  a  like  partnership  and  having  a  like  interest  in  the 
Capital  Wall  Paper  Co.,  of  Washington,  D.  C. ;  and  a  stockholder 
laving  approximately  a  one-third  interest  in  the  Stahl  Wall  Paper 
Co.,  Inc.,  of  Richmond,  Ya.  In  the  conduct  of  his  individual  busi- 
less  the  petitioner  selected  samples  of  wall  paper  and  bound  from 
300  to  1,000  samples  in  a  sample  book.  He  made  up  for  his  trade 
four  or  five  different  book§  and  these  were  sent  to  prospective  cus¬ 
tomers.  The  taxpayer  purchased  the  paper  from  factories  and  sold 
t  to  thousands  of  different  customers,  including  the  partnerships  of 
which  he  was  a  member. 

In  1919  the  taxpayer  had  in  his  individual  employ  three  sons, 
Samuel,  age  25,  Jacob,  age  22,  and  Benjamin,  age  19.  Each  of  these 
*>ns  had  entered  his  employ  when  about  15  or  16  years  of  age.  In 
L918  and  1919,  Samuel  was  drawing  a  salary  of  $4,000,  and  Jacob  and 
Benjamin  were  drawing  weekly  salaries  of  $25  and  $20,  respectively. 
The  sons  desired  larger  compensation  or  a  right  to  participate  in  the 
)usiness.  The  taxpayer  did  not  think  that  they  should  have  larger 
salaries  to  do  with  as  they  chose,  but  in  lieu  thereof  entered  into 
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an  agreement  with  them  under  date  of  January  1,  1919,  which  reads 
as  follows : 

This  agreement,  Made  as  of  January  1st,  1919,  by  and  between  Louis  Cohen, 
of  the  first  part,  and  Jacob  Cohen,  Samuel  Cohen  and  Benjamin  Cohen,  of  the 
second  part,  all  of  Baltimore  City,  in  the  State  of  Maryland, 

\y hereas  the  said  Louis  Cohen  is  engaged  in  the  wholesale  wall  paper 
jobbing  business  in  Baltimore  and  is  holding  certain  interests  in  similar  enter¬ 
prises,  viz:  in  the  West  Baltimore  Wall  Paper  Company  of  Baltimore,  Md., 
the  Capital  Wall  Paper  Company  of  Washington,  D.  C.,  and  the  Stahl  Wall 
Paper  Company,  Inc.,  of  Richmond,  Va.,  and  whereas  the  several  parties  of  the 
second  part  are  employed  by  and  working  with  the  said  Louis  Cohen  and  are 
actively  engaged  in  promoting  the  prosperity  of  the  business  and  allied  enter¬ 
prises  conducted  by  said  Louis  Cohen,  their  father,  and  whereas  said  Louis 
Cohen,  is  desirous  to  make  the  employment  of  his  said  sons  as  attractive  as 
possible  and  to  furnish  special  incentive,  in  addition  to  the  salary  they  are  now 
receiving,  and  in  order  to  foster  their  interest  in  the  business  and  interests  held 
and  owned  by  their  said  father,  and  whereas  it  is  the  desire  of  the  said  Louis 
Cohen  that  the  inducements  and  interest  given  by  him  to  said  sons  in  consid¬ 
eration  of  their  services  and  efforts,  shall  enure  to  the  benefit  of  his  said  sons 
at  certain  times  as  hereinafter  provided, 

Now  therefore,  this  agreement  witnesseth,  that  in  consideration  of  the 
premises  and  the  promise  and  agreement  on  the  part  of  said  sons,  to  continue 
their  active  work  and  interest  for  the  continuous  welfare  and  prosperity 
of  the  business  and  interests  built  up  by  said  Louis  Cohen  from  very  small 
beginning  and  to  insure  a  continuance  of  said  business  and  allied  interests 
by  binding  said  sons  to  said  business,  the  said  Louis  Cohen,  doth  hereby 
covenant  and  agree  to  pay  unto  each  of  said  three  sons,  viz :  Jacob,  Samuel  and 
Benjamin,  twenty-five  per  cent  of  the  net  amount  received  annually  by  him 
from  his  interest  in  the  said  West  Baltimore  Wall  Paper  Company  and 
the  Stahl  Wall  Paper  Co.,  Inc.,  to  begin  with  the  earnings  for  the  year 
1919,  and  to  affect  no  prior  earnings  whatsoever. 

And  the  said  Louis  Cohen  hereby  covenants  to  open  accounts  on  his  regular 
business  ledger  for  his  said  three  sons,  and  that  the  amount  due  them  under 
the  terms  of  this  agreement  shall  be  credited  to  them  in  the  ordinary  course 
of  business  as  the  said  Louis  Cohen  receives  the  share  in  the  profits  from 
the  several  concerns  hereinbefore  mentioned,  but  shall  be  no  later  than  February 
15th  in  each  and  every  year,  and  the  said  sons  shall  have  the  right  to 
inspect  said  accounts  at  any  and  all  times,  but  neither  of  them  shall  have 
the  right  to  draw  upon  any  amount  standing  to  their  credit,  except  as 
hereinbefore  provided,  it  being  agreed  and  understood,  that  said  accounts 
shall  be  held  in  trust  by  said  Louis  Cohen  for  the  several  sons,  parties 
of  the  second  part,  hereto,  until  such  time  as  each  of  them  shall  marry,  at 
which  time,  the  amount  standing  to  the  credit  of  said  son  or  sons  shall  be 
paid  over  to  him,  together  with  interest  at  the  rate  of  3  per  cent  per  annum. 

Provided  however  that  it  is  required  of  each  son,  that  when  he  or  they 
do  marry,  that  they  marry  or  contract  marriage  with  a  party  of  the  Jewish 
faith  and  Jewish  parentage,  subject  to  the  approval  of  the  said  Louis  Cohen 
and  his  wife,  Sarah  Cohen.  This  provision  is  made  a  part  of  this  agreement, 
because  it  also  constitutes  a  part  of  the  last  will  and  testament  of  said 
Louis  Cohen  and  is  fully  agreed  to  and  understood  by  the  said  sons. 

And  provided  further,  in  the  event,  that  any  or  all  of  said  parties  of 
the  second  part,  shall  not  marry  prior  to  arriving  at  the  age  of  thirty-five 
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years,  then  and  in  that  event,  such  son  or  sons,  shall  be  entitled  to  receive 
payment  of  the  amount  standing  to  his  or  their  credit  as  hereinbefore  pro¬ 
vided. 

And  further  provided,  in  the  event  that  the  said  Louis  Cohen  shall  deem 
the  conduct,  behavior  and  endeavors  of  his  said  sons,  in  and  about  the 
business  and  allied  enterprises,  insufficient  and  unsatisfactory,  and  therefore 
on  account  of  the  lack  of  interest  and  zeal,  on  the  part  of  any  or  all  of 
said  sons,  decide  that  such  son  or  sons  is  no  longer  entitled  to  share  in  the 
profits  as  hereinbefore  provided,  then  and  in  that  event  the  question  whether 
or  not  such  son  or  sons  is  or  are  doing  his  or  their  best  to  further  the 
interest  of  the  said  business  and  allied  enterprises,  shall  be  submitted  to  a 
Board  of  Arbitration  to  consist  of  three  men,  to  be  selected  as  follows : 
one  by  said  Louis  Cohen,  one  by  such  son  or  sons,  and  the  two  so  selected  shall 
choose  an  umpire  between  themselves,  and  a  Board  of  Arbitration  elected  in 
a  similar  manner  shall  be  called,  in  the  event  that  said  Louis  Cohen  and 
his  wife  shall  object  to  the  person  selected  as  bride  by  any  one  or  all  of 
said  sons,  and  such  son  or  sons  shall  feel  aggrieved  by  said  objection,  but 
in  the  latter  event,  it  shall  be  a  condition  agreed  upon  and  accepted  by  all 
the  parties  hereto,  that  such  Board  of  Arbitration  shall  consist  solely  of 
men  of  Jewish  Faith. 

And  in  the  event,  that  such  Board  of  Arbitration  shall  determine  that 
such  son  or  sons  has  failed  in  his  or  their  performance  of  the  conditions 
and  agreements  herein  provided  for,  and  is  no  longer  entitled  to  the  profits 
and  emoluments  as  herein  specified  to  be  received  by  him  or  them,  then  and 
in  that  event  this  agreement  shall  cease  and  terminate  as  to  such  son  or  sons 
and  the  share  or  shares  to  which  he  or  they  would  have  been  entitled  in 
accordance  with  the  provisions  herein  contained,  shall  again  be  and  become  the 
sole  property  of  said  Louis  Cohen,  and  it  is  agreed  and  understood  that 
the  decision  of  said  Board  of  Arbitration  shall  be  accepted  by  all  the  parties 
hereto  and  it  is  agreed  that  such  decision,  if  necessary,  may  be  made  the 
order  or  decree  of  any  Court  of  Record  of  Baltimore  City.  And  provided 
further  that  such  decision  shall  always  date  back  to  the  last  division  or  entry 
of  profits  for  the  preceding  year,  so  that  such  son  or  sons  shall  be  excluded 
from  his  participation  in  the  profits  for  the  year  during  which  it  may  be 
decided  that  he  or  they  have  broken  their  agreement,  but  all  such  amounts 
as  may  stand  to  the  credit  of  such  son  or  sons  at  the  time  the  decision 
is  rendered  by  the  Board  of  Arbitration,  shall  be  held  by  said  Louis  Cohen 
in  trust  for  such  son  or  sons  until  the  time  arrives  when  he  or  they  shall  be 
entitled  to  receive  same  in  accordance  with  the  provisions  hereinbefore 
contained. 

The  special  inducement  and  interest  hereinbefore  provided  by  said  Louis 
Cohen,  for  his  said  sons,  is  not  made  solely  for  the  purposes  of  accelerating 
the  interest  in  his  business  by  the  said  sons,  for  pecuniary  reasons  alone, 
but  because  it  is  the  heartfelt  desire  of  said  Louis  Cohen  that  the  large 
business  and  the  name  he  has  established  in  the  wall  paper  business,  may  be 
continued  by  his  sons  as  a  monument  to  the  genius  of  the  father,  who  through 
poverty  and  adversity,  by  unfailing  zeal  and  hard  labor,  established  the 
business  and  allied  enterprises  and  made  the  name  of  Louis  Cohen  a  byword 
in  the  wall  paper  business. 

The  sons  worked  for  the  father  during  the  year  1919,  oftentimes 
working  late  at  night  and  also  on  Sundays.  Their  time  was  spent 
almost  exclusively  in  the  store  of  the  petitioner  in  Baltimore,  al- 
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though  they  worked  for  the  interests  of  the  two  partnerships  of 
which  the  petitioner  was  a  member  and  also  of  the  corporation  with 
principal  office  at  Richmond,  Ya. 

Prior  to  the  date  of  the  hearing  one  of  the  sons  had  married  and 
was  paid  at  that  time  $7,000  or  $8,000  of  the  amount  that  stood  to 
his  credit  upon  the  petitioner’s  individual  books  of  account.  He 
would  have  been  paid  the  balance  at  that  time  as  per  the  terms  of 
the  agreement  if  he  had  demanded  it. 

The  petitioner’s  books  of  account  of  individual  business  showed  the 
receipt  of  money  from  the  partnerships  and  the  allocation  thereof 
to  the  sons  and  to  the  father  as  provided  by  the  agreement.  The 
total  income  of  the  petitioner  from  the  partnerships  for  the  year 
1919  amounted  to  $15,901.83.  The  petitioner  returned  as  income  one- 
fourth  of  this  amount,  or  $3,833.68.  The  balance  was  not  returned 
as  income  of  the  petitioner  but  was  claimed  to  constitute  income  of 
his  three  sons  held  in  trust  by  the  father. 

The  three  sons  were  not  made  members  of  the  partnerships. 

OPINION. 

Smith:  In  this  proceeding  the  petitioner  contends  that  the  Com¬ 
missioner  erred  in  adding  to  the  net  income  reported  by  him 
amounts  credited  to  his  three  sons  for  the  year  1919,  under  the  agree¬ 
ment  dated  January  1,  1919.  It  appears  that  the  petitioner  origin¬ 
ally  contended  that  a  portion  of  the  partnership  profits  to  which  he 
became  entitled  constituted  no  part  of  his  income  by  reason  of  the 
agreement.  We  think  that  the  entire  amount  of  partnership  profits 
to  which  the  petitioner  became  entitled  for  the  year  1919,  as  a  result 
of  being  a  member  of  two  partnerships,  constituted  income  to  him, 
and  that  the  agreement  of  January  1,  1919,  does  not  warrant  the 
petitioner’s  failure  to  include  in  his  gross  income  any  part  of  the 
partnership  profits  so  accrued  to  him.  Appeal  of  Ormsby  McKnight 
Mitchel ,  1  B.  T.  A.  143;  Mitchell  v.  Bowers ,  9  Fed.  (2d)  414.  The 
sons  were  notYnade  members  of  the  partnerships.  We  also  think  that 
the  petitioner  wTas  required  to  include  in  his  gross  income  the  divi¬ 
dends,  if  any,  which  he  received  during  the  37ear  1919  upon  his 
shares  of  stock  in  the  Stahl  Wall  Paper  Co.,  Inc.,  of  Richmond,  Ya. 

But  it  is  the  contention  of  the  petitioner  that  if  a  proportionate 
amount  of  the  partnership  profits  set  aside  for  the  benefit  of  his  sons 
must  be  included  in  his  gross  income  he  is  entitled  to  deduct  there¬ 
from  the  amounts  placed  to  the  credit  of  his  sons  upon  his  books  of 
account  as  additional  compensation  paid  to  them  under  the  agree¬ 
ment  of  January  1,  1919;  that  the  sons  were  receiving  inadequate 
compensation  for  services  performed  and  that  the  agreement  was 
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entered  into  in  lieu  of  paying  to  them  outright  a  larger  amount  of 
money  than  they  had  received  during  the  preceding  year. 

The  taxing  statute  permits  an  individual  to  deduct  from  gross 
income  in  his  income-tax  return : 

i 

All  the  ordinary  and  necessary  expenses  paid  or  incurred  during  the  taxable 
year  in  carrying  on  any  trade  or  business,  including  a  reasonable  allowance 
for  salaries  or  other  compensation  for  personal  services  actually  rendered 
*  *  *  (Section  214(a)  (1),  Revenue  Act  of  1918.) 

This  language  is  explicit  and  unambiguous.  The  simplicity  of  the 
language  should  be  preserved  in  its  interpretation.  The  petitioner 
paid  his  sons  certain  amounts  to  compensate  them  for  their  services. 
The  amounts  that  were  actually  paid  undoubtedly  constituted  ordi¬ 
nary  and  necessary  expenses  of  doing  business.  The  father  was,  how¬ 
ever,  interested  in  the  future  welfare  of  his  sons  and  desired  that 
they  should  marry  girls  of  Jewish  parentage.  In  order  to  accom¬ 
plish  this  result,  the  agreement  of  January  1,  1919,  wTas  entered  into. 
The  agreement  was  not  solely  one  of  compensation  for  services  ren¬ 
dered.  We  think  that  amounts  set  aside  by  the  petitioner  upon  his 
books  of  account  in  fulfillment  of  the  agreement  were  not  ordinary 
and  necessary  expenses  of  the  individual  in  the  conduct  of  his 
business. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner, 

Phillips  concurs  in  the  result  only. 


W.  J.  Byrnes  &  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  4000.  Decided  October  26,  1926. 

Personal  service  classification  denied. 

H.  H.  Tooley ,  C.  P.  A .,  for  the  petitioner. 

George  E.  Adams ,  Esq.,  for  the  respondent. 

The  Commissioner  has  determined  a  deficiency  in  income  and 
profits  tax  for  the  year  1918  in  the  amount  of  $6,447.76.  The  alleged 
deficiency  arises  (1)  from  the  Commissioner’s  refusal  to  allow  the 
petitioner  classification  as  a  personal  service  corporation,  and  (2) 
from  the  disallowance  of  certain  deductions  from  gross  income  on 
account  of  donations  and  organization  expenses,  as  to  which  the 
petitioner  does  not  appeal. 
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FINDINGS  OF  FACT. 


The  petitioner  is  a  corporation  with  its  principal  office  in  San 
Francisco,  where  it  is  engaged  in  the  business  of  customs  broker. 
It  had  branch  offices  in  New  York  and  Seattle  during  the  taxable 
year.  It  was  incorporated  in  1917,  with  an  authorized  capital  stock 
in  the  amount  of  $10,000,  divided  into  100  shares  of  the  par  value  of 
$100  each.  During  the  taxable  year  W.  J.  Byrnes,  president,  and 
T.  A.  Eisfeldt,  vice  president,  each  owned  40  shares  of  stock,  and  J.  A. 
Bainbridge,  secretary,  and  N.  S.  McNulty,  treasurer,  each  owned 
10  shares  of  stock.  Each  of  these  officers  devoted  his  entire  time  to 
the  business  of  the  petitioner. 

The  petitioner  rendered  services  to  customers  engaged  in  trade 
between  foreign  countries  and  the  United  States.  During  the 
taxable  year,  for  importers,  it  cleared  shipments  through  the  custom 
houses,  computing  the  duties  and  exchange  thereon;  delivered  such 
imported  goods  locally  or  to  transportation  companies  for  transmis¬ 
sion  to  other  parts  of  the  United  States,  making  out  the  customary 
bills  of  lading  and  arranging  for  insurance  coverage,  and  in  many 
instances  advanced  money  for  the  payment  of  freight  on  such' ship¬ 
ments.  For  exporters  it  handled  shipments  of  goods  from  various 
parts  of  the  United  States,  which  it  placed  in  storage  until  it  could 
book  available  cargo  space  for  transportation  to  foreign  companies. 
In  connection  with  its  business,  it  operated  a  leased  warehouse  dur¬ 
ing  the  taxable  year  and  charged  its  customers  rent  or  hire  for  the 
use  of  space  therein. 

The  petitioner’s  balances  of  income  and  operating  expenditures 
for  the  taxable  year  are  fully  set  forth  in  the  following  statement : 

Profit  and  loss. 


Dec.  31,  1918  : 

Export  department  salaries-  $8,  421.  60 
Import  department — 

Salaries -  21,  757.  20 

Gross  income _  55,  955.  16 


Dec.  31,  1918  :  Credits. 

Export  depart¬ 
ment — 

Services- _  $2,  985.  11 
C  ommis- 

sions _ 41,  251.  14 

-  $44,  236.  25 


Import  depart¬ 
ment — 

Salaries  __  16, 138. 12 
C  ommis- 

sions _  12,  456.  02 

Surety 

bonds _  5,940.31 

-  34,  534.  45 


Interest  on  balances -  1,  244.  33 

Warehouse  fees,  etc -  4,  415.  83 

Cartage _  46.  19 

Insurance _  1,  577.  22 

United  States  Liberty 

bonds,  interest -  79.  69 
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Profit  and  loss — Continued. 


Debits. 

Dec.  31,  1918: 

Donations _  $162.  60 

Interest -  870. 16 

Office  salaries -  15,  449.  70 

Postage - —  964.  02 

Rent _ ♦ -  1,  700.  00 

Stationery  and  printing -  1,963.71 

Sundry  expenses _  5,  018.  49 

Telegrams -  2,  326. 18 

Telephone _  1,  022.  60 

New  York  branch,  office  ex¬ 
pense  _  6,  336.  69 

Seattle  branch -  592.  79 

Depreciation  —  Furniture 

and  fixtures _  410.  58 

Net  profits _ 19,-137.74 


55,  955.  16 


Credits. 

Dec.  31,  1918,  gross  income - $55,  955.  16 


55,  955. 16 


The  financial  condition  of  the  petitioner  at  the  beginning  and  end 
of  the  taxable  year  is  disclosed  by  the  following : 


Balance  sheets. 


[Schedule  C,  as  of  Jan.  1, 1918,  and  Dec.  31, 1918.] 


Jan.  1, 
1918. 

Dec.  31, 
1918. 

ASSETS. 

Cash . . __ . - . . . . . . . 

$76, 100. 77 
2, 307. 16 
1, 002. 01 

$23, 783. 97 
63, 057. 39 
7, 806.  79 
96.  69 
29.  25 
3, 695.  28 

Accounts  receivable . . . - . - . . . . 

Investments:  Liberty  bonds,  etc . . _ . . . . . - . 

Revenue  stamps _ _ _ _ _  _  _ _ _ 

Unexpired  insurance . _ . . . . . . 

Furniture  and  fixtures . _  _ . .  .  _  _ .  -  .. . 

2, 168. 94 

Total  assets . . . . . . . .  . 

81, 578.  88 

98, 469. 37 

LIABILITIES  AND  CAPITAL. 

Accounts  payable _ _ _ _ 

56, 417.  08 
15, 161.  80 

51, 049.  48 
15, 161.  80 
3, 120.  35 

Notes  payable . _ . _ . . . . . __ . .  . 

United  States  Liberty  bond  subscriptions.. . . . 

Total  liabilities . . . . .  ..  _ _ _ 

71, 578. 88 
10,000.  00 

69, 331.  63 
10, 000. 00 
19, 137. 74 

Capital  stock .  ...  _ _ _  .  ..  ... _ _  _ _ 

Surplus  (earnings  1918) . . . . .  . . 

81, 578. 88 

98, 469. 37 

OPINION. 

Lansdon  :  The  petitioner  advanced  considerable  sums  for  the  pay¬ 
ment  of  freight  on  shipments  of  goods  belonging  to  its  customers. 
Such  advances  were  generally  collected  in  a  short  time,  but  required 
the  use  of  substantial  amounts  of  capital.  Its  balance  sheets  show 
that  at  December  31,  1918,  it  had  accounts  receivable  in  the  amount 
of  $63,057.39  and  accounts  payable  in  the  amount  of  $51,049.48. 
During  the  year  it  operated  a  warehouse  for  hire  and  derived  income 
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therefrom  in  the  amount  of  $4,415.88.  These  facts  indicate  the  use 
of  capital  which,  though  borrowed,  was  a  material  income-producing 

factoi.  Judgment  will  be  entered  for  the  Com¬ 

missioner. 


Appeal  of  Thomas  County  Bank. 

Docket  No.  1456.  Decided  October  26,  1926. 

H.  L.  Washington ,  Esq.,  for  the  petitioner. 

Robert  A.  Littleton ,  Esq.,  for  the  Commissioner. 

Lansdon  :  The  Commissioner  has  found  deficiencies  in  income  and 
profits  taxes  for  the  years  1919  and  1921  in  the  respective  amounts  of 
$107.12  and  $207.91,  and  an  overassessment  for  1920  in  the  amount  of 
$207.91.  The  taxpayer  alleges  that  the  Commissioner  erred  in  dis¬ 
allowing  a  deduction,  in  the  amount  of  $1,693.15,  from  its  gross 
income  on  account  of  certain  notes  which  it  contends  were  ascer¬ 
tained  to  be  worthless  and  charged  off  during  the  year  1921.  Ap¬ 
parently  the  deficiency  for  1919  and  the  overassessment  for  1920  are 
not  in  controversy,  but  nothing  in  the  record  discloses  that  the  tax¬ 
payer  abandoned  his  contentions  for  such  years. 

It  appears  from  the  record  that  the  taxpayer  accounted  fox  a 
portion  of  its  operating  income  in  a  rental  account  and  that  at 
some  time  during  the  taxable  year  involved  in  this  appeal  it  charged 
into  such  rental  account  an  amount  which  it  alleges  repiesents  cer¬ 
tain  notes  in  its  assets  which  it  ascertained  to  be  worthless  at  the 
dates  such  entry  or  entries  were  made.  There  is  no  conclusive  evi¬ 
dence  of  the  date  at  which  the  alleged  worthlessness  of  such  note; 
was  ascertained  or  of  the  reasons  for  charging  their  amount  int< 
the  rental  account  instead  of  the  profit  and  loss  account.  We  ar< 
unable  to  make  any  findings  of  fact  sufficiently  substantial  tc 
warrant  interference  with  the  determination  from  which  thi 
appeal  was  taken. 

Judgment  will  be  entered  for  the  Com 
missioner. 


Appeal  of  Mary  A.  Fitzgerald. 

Docket  No.  810.  Decided  October  26,  1926. 

Held,  that  no  part  of  the  dividends  involved  herein  is  taxable 
at  the  rates  prescribed  for  the  year  1917. 

Herbert  Scoville,  Esq.,  for  the  petitioner. 

John  D.  Foley,  Esq.,  for  the  Commissioner. 
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Ihis  appeal  is  from  the  determination  of  a  deficiency  in  income 
tax  for  the  year  1917  in  the  amount  of  $10,431.74. 


FINDINGS  OF  FACT. 


The  petitioner  is  an  individual  residing  in  New  York  City. 

1  During  the  years  1916  and  1917  the  petitioner  Avas  the  owner  of 
3,000  shares  of  the  capital  stock  of  the  Delaware  &  Hudson  Co.  On 
i December  2<,  1916,  at  a  meeting  of  the  board  of  managers  of  that 
I  company,  the  following  resolution  was  duly  adopted  : 

Resolved,  That  a  dividend  upon  the  outstanding  $42,503,000  of  Capital  Stock 
of  this  Company,  at  the  rate  of  nine  (9)  per  cent  upon  the  par  value  thereof, 
and  amounting  in  the  aggregate  to  $3,825,270  be,  and  the  same  hereby  is, 
declared  out  of  the  surplus  of  the  Company,  but  only  in  favor  of  those  who 
shall  be  stockholders  of  record  of  the  Company  at  the  close  of  business  upon 
the  dates  below  specified,  namely : 

Two  and  one-quarter  (2%)  per  cent  upon  the  Capital  Stock  in  favor  only 
of  the  Stockholders  of  record  upon  February  26,  1917,  and  payable  upon  March 
20,  1917. 

Two  and  one-quarter  (234)  per  cent  upon  the  Capital  Stock  in  favor  only 
of  the  Stockholders  of  record  upon  May  28,  1917,  and  payable  upon  June 

20,  1917. 

Two  and  one-quarter  (2%)  per  cent  upon  the  Capital  Stock  in  favor  only 
of  the  Stockholders  of  record  upon  August  28,  1917,  and  payable  upon  Sep¬ 
tember  20,  1917. 

Two  and  one-quarter  (2 %)  per  cent  upon  the  Capital  Stock  in  favor  only 
of  the  Stockholders  of  record  upon  November  27,  1917,  and  payable  upon 
December  20,  1917. 

Resolved  further,  That  in  case  of  the  issue  of  additional  shares  of  stock 
in  exchange  for  convertible  securities  or  otherwise,  the  same  shall  be  entitled 
:o  participate  in  dividends  in  the  same  manner  as  the  present  outstanding- 
stock  of  the  Company,  to  wit: 

The  holders  of  record  upon  February  26,  1917,  of  such  additional  shares 
shall  be  entitled  to  a  dividend  of  23/4%  thereon  payable  upon  March  20,  1917. 

The  holders  of  record  upon  May  28,  1917,  of  such  additional  shares  shall  be 
entitled  to  a  dividend  of  2 thereon  payable  upon  June  20,  1917. 

The  holders  of  record  upon  August  28,  1917,  of  such  additional  shares  shall 
be  entitled  to  a  dividend  of  2 y±°/0  thereon  payable  upon  September  20,  1917. 

The  holders  of  record  upon  November  27,  1917,  of  such  additional  shares 

3hall  be  entitled  to  a  dividend  of  214%  thereon  payable  upon  December  20 

1917. 

And  that  the  several  amounts  which  may  be  necessary  to  pay  the  same  be 
md  they  are  hereby  appropriated  for  that  purpose. 

Duiing  the  year  1917  the  petitioner  was  paid  the  amount  of 
>27,000,  as  a  dividend  on  her  3,000  shares  of  the  capital  stock  of  the 
Delaware  &  Hudson  Co.,  pursuant  to  the  resolution  adopted  by  the 
board  of  managers  of  the  company  on  December  27,  1916.  In  her 
ncome-tax  return  for  the  year  1917,  she  reported  the  dividend  so 
eceived  as  having  been  paid  from  profits  or  surplus  accumulated 
brior  to  the  year  1917.  The  Commissioner,  however,  determined  that 
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$21,136.95  thereof  was  paid  out  of  earnings  or  profits  for  the  year 
1917  and  was  therefore  taxable  at  the  rates  prescribed  by  law  for 
that  year,  and  that  there  is  a  deficiency  in  tax  for  the  year  1917  in 
the  amount  of  $10,431.74. 

OPINION. 

Marquette:  We  have  heretofore  held  that  a  distribution  by  a  cor¬ 
porate  dividend  out  of  surplus  occurs  when  the  dividend  is  declared 
and  not  when  it  is  paid.  Appeal  of  A.  H.  Stange ,  1  B.  T.  A.  810; 
Appeal  of  Harmon  W.  Hendricks ,  4  B.  T.  A.  1257.  The  dividend 
herein  was  declared  December  27,  1916,  and  it  therefore  constituted 
a  distribution  of  surplus  or  profits  at  that  time,  regardless  of  the  fact 
that  payment  was  not  made  until  a  later  date;  and  no  part  of  the 
distribution  could  therefore  have  been  made  from  earnings  for  the 
year  1917.  It  follows  that  the  Commissioner  erred  in  taxing  any 
part  of  the  dividends  received  by  the  petitioner  at  the  1917  rates. 

Order  of  redetermination  will  ~be  entered  on 
15  days’  notice ,  under  Rule  50. 


Appeal  of  Maurice  J.  Curran. 

Docket  No.  793.  Decided  October  26,  1926. 

Held,  that  no  part  of  the  dividends  involved  herein  is  taxable  at 
the  rates  prescribed  for  the  year  1917. 

George  E.  Cleary ,  Esq.,  for  the  petitioner. 

Thomas  P.  Dudley ,  Jr.,  Esq.,  for  the  Commissioner. 

« 

This  appeal  is  from  the  determination  of  a  deficiency  in  income 
tax  for  the  year  1917  in  the  amount  of  $152,261.48. 

FINDINGS  OF  FACT. 

The  taxpayer  is  an  individual  residing  at  Andover,  Mass. 

On  December  12, 1916,  the  board  of  directors  of  the  Gillette  Safety 
Razor  Co.  declared  dividends  on  its  common  and  preferred  stock  by 
the  following  resolutions : 

Voted  to  declare  quarterly  dividend  of  1-3/4%  on  the  Common  Stock  of  the 
Company,  payable  January  15,  1917,  to  stockholders  of  record  at  the  close  of 
business  December  30,  1916. 

Voted  to  declare  quarterly  dividend  of  1-3/4%  on  the  Preferred  Stock  of  the 
Company,  payable  January  15,  1917,  to  stockholders  of  record  at  the  close  of 
business  December  30,  1916. 

The  taxpayer  was  the  owner  of  22,730  shares  of  the  common  stock 
and  13,330  shares  of  the  preferred  stock  of  the  Gillette  Safety  Razor 
Co.,  and  on  January  15,  1917,  he  was  paid,  pursuant  to  the  resolu¬ 
tion  of  December  12,  1916,  $39,777.50,  as  a  dividend  on  his  common 
stock  and  $23,275,  as  a  dividend  on  his  preferred  stock. 


(180) 


MAYER’S,  INC. 


181 


The  Commissioner,  upon  audit  of  the  taxpayer’s  income-tax  return 
for  the  year  1917,  determined  that  $11,173.50  of  the  dividend  on  the 
common  stock  and  all  of  the  dividend  on  the  preferred  stock  of  the 
Gillette  Safety  Razor  Co.  received  by  taxpayer  pursuant  to  the  reso¬ 
lution  of  the  board  of  directors  passed  on  December  12,  1916,  were 
distributed  from  profits  or  surplus  accumulated  during  the  year  1917 
and  were  subject  to  the  surtax  rates  prescribed  by  law  for  the  year 
1917.  The  Commissioner  also  made  other  additions  to  the  taxpayer’s 
income,  not  material  here,  and  determined  that  there  is  a  deficiency 
in  tax  for  the  year  1917  in  the  amount  of  $152,261.48. 

OPINION. 

Marquette:  The  only  issue  herein  is  whether  or  not  any  part  of 
the  dividends  declared  by  the  directors  of  the  Gillette  Safety  Razor 
Co.  on  December  12,  1916,  and  paid  to  the  taxpayer  on  January  15, 
1917,  is  taxable  at  the  rates  prescribed  by  law  for  the  year  1917.  In 
our  opinion,  the  resolution  of  the  board  of  directors  passed  on  De¬ 
cember  12,  1916,  declaring  the  dividends  in  question,  constituted  a 
distribution  to  the  stockholders  at  that  time,  regardless  of  the  fact 
that  payment  was  not  made  until  the  year  1917.  Appeal  of  A.  H . 
Stange ,  1  B.  T.  A.  810.  It  follows  that  the  distribution,  having  been 
made  in  the  year  1916,  could  not  have  been  from  earnings  for  the 
year  1917,  and  that  the  Commissioner  was  in  error  in  subjecting  any 
part  of  the  distribution  to  tax  at  the  1917  rates.  Appeal  of  Harmon 
W.  Hendricks ,  4  B.  T.  A.  1257. 

Order  of  redetermination  will  be  entered  on 
15  days ’  notice ,  under  Rule  50. 


Appeal  of  Mayer's,  Incorporated. 

Docket  No.  3774.  Decided  October  26,  1926. 

Salaries  paid  to  officers  of  the  taxpayer  held  reasonable  in 
amount  and  properly  deductible  from  gross  income. 

Paul  E .  Short),  Esq.,  for  the  petitioner. 

John  W.  Fisher,  Esq.,  for  the  Commissioner. 

This  appeal  is  from  the  determination  of  a  deficiency  in  income 
and  profits  taxes  for  the  years  1920  and  1921  in  the  amount  of 
$8,184.89.  Only  so  much  of  the  deficiency  is  in  controversy  as  arises 
from  the  disallowance  of  deductions  claimed  by  the  petitioner  on 
account  of  salaries  paid  by  it  for  those  years. 
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FINDINGS  OF  FACT. 

The  petitioner  is  a  Maryland  corporation  organized  in  May,  1917, 
with  a  capital  stock  of  $15,000,  divided  into  300  shares  of  the  par 
value  of  $50  each,  and  it  is  and  has  been  since  its  organization  en¬ 
gaged  in  operating  a  department  store  at  Baltimore,  Md.  During 
the  years  1920  and  1921,  282  shares  of  the  capital  stock  were  owned 
by  Mrs.  Fannie  Mayer;  her  sons,  J.  H.  Mayer  and  L.  H.  Mayer, 
each  owned  6  shares,  and  her  son-in-law,  A.  D.  Kaufman,  owned 
6  shares. 

During  the  years  1920  and  1921,  J.  H.  Mayer  was  president  of  the 
corporation.  He  also  acted  as  buyer  for  several  of  its  departments 
and  supervised  the  entire  business.  A.  D.  Kaufman  and  L.  H.  Mayer 
were,  respectively,  vice  president  and  secretary-treasurer  of  the  cor¬ 
poration,  and  each  of  them  also  acted  as  buyer  for  and  manager  of 
certain  departments  of  the  store.  Mrs.  Fannie  Mayer,  who  had  been 
familiar  with  the  business  for  many  years,  it  having  been  owned 
and  operated  by  her  husband  as  a  sole  proprietorship  prior  to  the 
year  1917,  was  employed  as  manager  of  and  buyer  for  the  millinery 
department,  and  she  assisted  and  counseled  in  the  management  of  the 
entire  store.  Each  of  the  persons  named  devoted  his  or  her  entire 
time  to  the  business  of  the  corporation. 

On  March  15,  1920,  at  a  special  meeting  of  the  board  of  directors 
of  the  corporation  called  for  the  purpose  of  fixing  proper  compensa¬ 
tion  for  its  officers  for  the  year  1920,  the  following  resolution  was 
adopted : 

Upon  motion  of  L.  H.  Mayer,  seconded  by  A.  D.  Kaufman,  it  was  unani¬ 
mously  agreed  that  the  compensation  of  officers  for  the  year  1920  be  as  follows : 


J.  H.  Mayer,  President _ $12,  500. 

A.  D.  Kaufman,  Vice  President _  12,  500. 

L.  H.  Mayer,  Sec’y-Treas -  12,  500 


J.  H.  Mayer,  as  president  of  the  corporation  and  acting  for  it, 
agreed  with  Mrs.  Fannie  Mayer  to  pay  her  $12,500  for  her  services  * 
to  the  corporation  during  the  year  1920. 

At  a  regular  meeting  of  the  board  of  directors  of  the  corporation 
held  on  March  1,  1921,  J.  H.  Mayer,  A.  D.  Kaufman  and  L.  H. 
Ma}^er  were  re-elected  president,  vice  president,  and  secretary- 
treasurer,  respectively,  of  the  corporation,  their  “  compensation  to 
remain  as  previous  years  basis  until  further  notice.”  J.  H.  Mayer, 
president,  acting  on  behalf  of  the  corporation,  also  contracted  with 
Mrs.  Fannie  Mayer  to  pay  her  $12,500  for  her  services  to  the  corpora¬ 
tion  during  the  year  1921. 

On  December  1,  1921,  at  a  special  meeting  of  the  board  of  directors 
called  for  the  purpose  of  adjusting  salaries,  the  following  resolution 
was  adopted : 
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Mr.  J.  H.  Mayer,  president  of  the  company,  presented  to  the  board  facts 
that  the  business  of  the  current  year  did  not  show  sufficient  profits  to  justify 
the  payment  of  salaries,  tentatively  agreed  upon  at  the  meeting  held  in  March. 

It  was  therefore  unanimously  agreed  that  the  officers  one  and  all,  waive  their 
right  to  the  bonus  previously  paid,  and  accept  such  additional  compensation  as 
the  Board  of  Directors  would  feel  justified  in  allowing. 

It  is  therefore  agreed  that  the  officers,  in  view  of  the  fact  that  they  had 
rendered  a  sufficient  service  in  a  very  trying  period  of  business  history,  should 
not  be  cut  off  entirely  from  the  bonus  paid,  but  the  sum  of  $1,000  over  the 
amount  drawn,  namely  $8,500  for  the  calendar  year  1921. 

Mrs.  Fannie  Mayer  also  agreed  that  her  salary  for  the  year  1921 
should  be  reduced  to  $8,500. 

The  books  of  the  corporation  were  kept  on  the  accrual  basis.  Dur¬ 
ing  the  year  1920,  J.  H.  Mayer,  A.  D.  Kaufman,  L.  H.  Mayer  and 
Mrs.  Fannie  Mayer  were  each  credited  with  salary  at  the  rate  of 
$625  per  month,  and  on  December  31,  1920,  each  was  also  credited 
with  salary  in  the  amount  of  $5,000.  During  the  year  1921  each  of 
the  persons  named  was  credited  with  salary  in  the  amount  of  $12,500, 
in  the  same  manner  as  for  the  year  1920.  They  did  not,  however, 
actually  withdraw  more  than  $8,500  each,  and  on  March  31,  1922, 
entries  were  made  on  the  corporation’s  books  carrying  into  effect  the 
reduction  in  salaries  agreed  upon  at  the  meeting  of  the  board  of 
directors  held  on  December  1,  1921. 

J.  H.  Mayer,  A.  D.  Kaufman,  L.  H.  Mayer  and  Mrs.  F annie  Mayer 
each  reported  in  their  respective  income-tax  returns  for  the  year 
1920  the  amount  of  $12,500,  as  having  been  received  as  compensa¬ 
tion  from  the  petitioner  corporation  during  that  year.  Each  of  the 
persons  named  reported  in  his  or  her  income-tax  return  for  the 
year  1921  the  amount  of  $8,500,  as  having  been  received  as  compensa¬ 
tion  from  the  corporation  during  that  year.  The  corporation,  in  its 
income  and  profits-tax  return  for  the  year  1920,  deducted  $50,000, 
as  salaries  or  compensation  paid  to  J.  H.  Mayer,  A.  D.  Kaufman, 
L.  H.  Mayer  and  Mrs.  Fannie  Mayer,  and,  in  its  income  and  profits- 
tax  return  for  the  year  1921,  it  deducted  $34,000,  as  salaries  or  com¬ 
pensation  paid  to  them. 

The  sales  of  the  corporation  during  the  year  1918  to  1921,  inclusive, 

were  as  follows : 


Years.  Amounts. 

1918  - $205,991.26 

1919  -  233,  297.  45 

1920  -  307,  288.  95 

1921  -  255,  221.  95 


The  petitioner,  in  its  income  and  profits-tax  return  for  the  year 
1920,  reported  its  net  income  as  $16,238.90,  and  its  invested  capital 
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as  $42,842.04.  The  Commissioner,  upon  audit  of  the  return,  dis¬ 
allowed  the  salaries  paid  to  J.  H.  Mayer,  A.  D.  Kaufman,  L.  H. 
Mayer  and  Mrs.  Fannie  Mayer,  in  excess  of  $7,500,  each,  and,  after 
making  certain  minor  adjustments  not  material  here,  determined 
that  the  petitioner’s  net  income  and  invested  capital  for  the  year 
1920  were  $36,286.62  and  $39,667.77,  respectively. 

The  petitioner,  in  its  income  and  profits-tax  return  for  the  year 
1921,  reported  its  net  income  as  $1,869.88  and  its  invested  capital  as 
$53,370.18.  The  Commissioner  disallowed  salaries  paid  to  J.  H. 
Mayer,  A.  D.  Kaufman,  L.  H.  Mayer  and  Mrs.  Fannie  Mayer,  in 
excess  of  $7,500  each,  made  certain  other  adjustments  not  in  con¬ 
troversy  here,  and  determined  that  the  petitioner’s  net  income  for 
the  year  1921  was  $6,037,  and  its  invested  capital  $46,747.42. 

OPINION. 

Marquette:  There  is  nothing  in  the  record  herein  to  warrant  the 
conclusion  that  the  salaries  paid  by  the  petitioner  to  its  officers  and 
Mrs.  Mayer  were  not  justified  by  the  condition  of  the  business  or 
that  they  were  in  reality  nothing  more  than  distribution  of  profits. 
The  salaries  were  fixed  in  the  early  part  of  each  year  and  they  were 
not  in  proportion  to  the  stockholdings  of  the  several  persons  to 
whom  they  were  paid.  Each  of  the  "persons  named  devoted  his  or 
her  entire  time  to  the  conduct  of  the  business  and  was  entitled  to 
reasonable  compensation  for  his  or  her  services.  The  salaries  paid 
for  the  year  1920  were  certainly  justified  b}^  the  volume  of  business 
and  profit  for  that  year,  since,  after  paying  these  salaries,  the  cor¬ 
poration  still  had  net  earnings  equal  to  about  40  per  cent  of  its 
invested  capital,  and,  in  view  of  the  success  achieved  in  1920,  the 
directors  were  warranted,  in  March,  1921,  in  fixing  the  same  salaries 
for  the  year  1921  as  were  paid  in  1920.  However,  there  was  a  de¬ 
pression  in  business  and  the  salaries  were  found  to  be  too  large, 
when  measured  by  the  profits  of  the  year,  and  the  officers  and  Mrs. 
Mayer  each  voluntarily  waived  or  remitted  $4,000  thereof,  although 
they  were  under  no  legal  obligation  to  do  so.  We  are  of  the  opinion 
that  the  salaries  annually  paid  by  the  corporation  for  the  years 
in  question  were  for  personal  services  actually  rendered  by  the  per¬ 
sons  to  whom  they  were  paid,  and  that  they  were  reasonable  in 
amount  and  should  be  allowed.  Appeal  of  Union  Dry  Goods  Co., 
1  B.  T.  A.  833. 

Judgment  will  be  entered  on  15  days ’  notice, 
under  Rule  50. 


GRANVILLE  COAL  CO. 
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Appeal  of  Granville  Goal  Go. 

Docket  No.  5126.  Decided  October  26,  1926. 

.  The  deduction  of  a  reserve  of  $5,000,  set  up  as  the  estimated 
cost  of  reopening  a  mine,  disallowed. 

B.  B.  Pettus ,  Esq .,  and  Wilton  H.  Wallace ,  Esq.,  for  the  petitioner. 

R .  P.  Smith ,  Esq.,  for  the  Commissioner. 

This  appeal  is  from  the  determination  of  a  deficiency  of  $2,300  in 
income  and  profits  taxes  for  the  calendar  year  1920.  The  questions 
presented  are  the  deductibility  of  a  reserve  to  cover  the  expense  of 
reopening  a  mine  and  whether  a  loss  was  sustained  by  the  petitioner 
in  1920,  and,  if  so,  the  amount  thereof. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  West  Virginia  corporation  organized  in  1918 
to  take  over  the  business  and  assets  of  a  partnership  of  the  same 
name,  which  had  been  in  existence  for  about  a  year,  and  was  engaged 
in  the  mining  of  coal  on  a  13-acre  tract,  known  as  the  Dent  Tract. 
Capital  in  the  amount  of  $19,000  was  paid  in  to  the  partnership  and, 
shortly  preceding  the  incorporation,  Bierer,  one  of  the  partners,  pur¬ 
chased  Hartley’s  one-third  interest  for  $10,000.  The  opening  en¬ 
tries  on  the  books  of  the  corporation  show  that  stock  in  the  amount 
of  $50,000  par  value  was  issued  for  the  above  assets,  which  were  set 
up  on  the  books  at  $50,000. 

In  September,  1920,  a  creep  or  squeeze  occurred  in  the  petitioner’s 
mine.  As  one  of  the  officers  of  the  company  had  hopes  of  recovering 
further  coal  from  the  seam,  efforts  were  made  in  1921  to  reopen  the 
mine.  A  reserve  of  $5,000  was  set  up  on  the  taxpayer’s  books  in 
1920  as  the  estimated  cost  of  doing  the  work.  The  amount  of  this 
reserve  was  deducted  in  the  petitioner’s  return  for  1920,  which  deduc¬ 
tion  was  disallowed  by  the  Commissioner.  In  1921,  something  over 
$3,000  of  this  amount  was  spent  in  an  unsuccessful  effort  to  reopen 
the  mine. 

As  a  result  of  the  cave-in,  certain  tracks  and  tools  were  lost  and 
were  never  recovered.  The  movable  property  was  subsequently 
offered  for  sale  for  $5,000.  Some  of  it  was  sold  as  junk  for  $1,200. 
The  remaining  property  was  estimated  to  have  a  value  of  $2,500. 

Up  to  December  31,  1918,  the  books  show  total  entries  in  plant 
and  equipment  account  of  $55,273.09.  At  the  end  of  1920,  the  books 
show  a  net  amount  in  plant  and  equipment  account  of  $38,122.63, 
which  is  also  the  amount  shown  on  the  1920  return. 
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Morris  :  We  have  already  denied  the  deductibility  of  reserves,  such 
as  that  involved  in  this  appeal.  Appeals  of  William  J.  Ostheimer , 
1  B.  T.  A.  18;  Richmond  Light  <&  R.  R.  Go .,  4  B.  T.  A.  91;  Pan - 
American  Hide  Co .,  1  B.  T.  A.  1249;  TJvalde  Co.,  1  B.  T.  A.  932; 
Morrison-Ricker  Mfg.  Co.,  2  B.  T.  A.  1008;  Thatcher  Medicine  Co., 
3  B.  T.  A.  154;  and  Greenville  Coal  Co.,2>  B.  T.  A.  1323.  These 
decisions  are  controlling  here. 

The  taxpayer  is  claiming  a  loss  in  the  year  1920  of  the  difference 
between  $38,122.63,  the  amount  of  the  plant  and  equipment  account 
carried  on  the  books  as  of  December  31,  1920,  and  the  estimated 
salvage  value  of  the  property  of  $2,500,  plus  $1,200  received  for  the 
property  which  was  sold.  In  view  of  the  insufficiency  of  the  evi¬ 
dence,  w^e  deem  it  unnecessary  to  pass  upon  the  question  whether 
a  loss  was  sustained  in  the  year  1920.  We  are  unable,  from  the  evi¬ 
dence  before  us,  even  though  we  determine  that  such  a  loss  occurred, 
to  determine  the  amount  thereof.  We  do  not  know  what  the  prior 
partnership  paid  for  the  assets  which  were  subsequently  transferred 
to  the  corporation.  The  only  evidence  we  have,  in  this  respect,  is 
that  $19,000  was  paid  in  to  the  partnership.  The  corporation 
acquired  these  assets  for  capital  stock  of  a  par  value  of  $50,000  and 
set  them  up  on  its  books  at  that  value.  Shortly  prior  to  incorpora¬ 
tion,  however,  Bierer  purchased  a  one-third  interest  in  the  part¬ 
nership  for  $10,000,  which  would  seem  to  indicate  a  value  of  $30,000 
for  the  partnership  as  a  going  business.  Because  of  the  absence  of 
such  evidence  as  would  enable  us  to  determine  the  amount  of  such 
loss,  the  Commissioner’s  action  is  sustained. 

The  deficiency  for  1920  is  $2,300.  Order 
will  be  entered  accordingly . 


Spark  Hotel  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  7761.  Decided  October  26,  1926. 


The  petitioner  was  not  a  personal  service  corporation  within 
section  200  of  the  Revenue  Act  of  1918. 

1 

Arnold  Market,  C.  P.  A.,  for  the  petitioner. 

J .  F.  Greaney .  Esq.,  and  J .  Arthur  Adams ,  Esq.,  for  the  respondent. 

This  appeal  was  submitted  to  the  Board  upon  petition  and  answer, 
and  a  stipulation  of  the  facts.  There  was  no  oral  hearing  or  argu¬ 
ment,  and  no  briefs  were  filed.  The  taxes  in  controversy  are  income 
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and  excess-profits  taxes  for  the  calendar  year  1919  in  the  amount 
of  $1,355.74.  The  single  question  involved  is  whether  the  petitioner 
was,  during  the  period  in  question,  a  personal  service  corporation,  as 
defined  in  section  200  of  the  Revenue  Act  of  1918. 

i 

FINDINGS  OF  FACT. 


The  petitioner  was  incorporated  in  the  State  of  New  York  on 
June  3,  1913.  Its  principal  office  is  at  182  St.  Nicholas  Avenue,  New 
York,  N.  Y.  The  authorized  capital  stock  of  the  corporation,  all  of 
which  is  issued  and  outstanding,  consists  of  50  shares  of  common 
stock,  each  share  having  a  par  value  of  $100.  In  1919,  Morris  Spark 
owned  one  share  and  Annie  Spark,  his  wife,  owned  the  remaining 
49  shares.  Annie  Spark  was  president  and  Morris  Spark  was  secre¬ 
tary  and  treasurer.  The  directors  were  Annie  Spark,  Morris  Spark 
and  Jacob  Spark.  The  corporation  operated  two  hotels:  The 
Grampion  Hotel,  New  York,  N.  Y.,  a  seven-story  brick  building 
containing  100  rooms,  open  all  year,  rooms  rented  by  the  day,  month 
or  year  on  the  European  plan,  without  meals;  the  La  Reine  Hotel, 
at  Bradley  Beach,  N.  J.,  a  four-story  frame  building  containing  120 
rooms,  open  from  June  15  to  September  15,  rooms  rented  by  the 
day,  week  or  season  on  the  American  plan,  including  meals.  The 
former  was  operated  on  a  leasehold,  running  for  five  years  at  an 
annual  rental  of  $9,000,  expiring  in  1921.  The  latter  was  operated  on 
a  leasehold  running  for  three  years  at  an  annual  rental  of  $9,000, 
expiring  in  1920.  Additional  rooms  and  cottages  to  take  care  of  the 
overflow  guests  were  rented  at  Bradley  Beach,  N.  J.,  in  1919,  for 
$2,608.50. 

Morris  Spark  spent  his  entire  time  in  personally  supervising  the 
rooms  and  desk  service.  Annie  Spark  had  charge  of  the  dining 
room  and  kitchen,  and  spent  all  of  her  time  in  personally  supervising 
the  dining  room  and  the  purchase  and  preparation  of  all  foods. 

Employees  of  the  company  other  than  Morris  Spark  and  Annie 
Spark  were  as  follows: 


Grampion  Hotel : 

4  maids. 

2  elevator  men. 
1  engineer. 


La  Reine  Hotel : 

20  waitresses. 

10  kitchen  help. 

8  chamber-maids. 

5  bell-boys  and  porters. 
2  desk  clerks. 


The  details  of  operations  during  the  year  1919  were  as  follows: 


Income  : 

Room  and  board _ $103,  243.  50 

Cigar  stand  income _  1,  732.  90 

Miscellaneous  income  from  concessions _  952. 18 


Total  income 


105,928.58 


188 


5  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS 


(186) 


Total  income _ 

Expenses  : 

Salaries  and  wages _ 

Provisions _ 

Restaurant _ 

Cigar  stand _ 

Coal _ 

Light - 

Laundry  _ 

Furnishings _ 

Advertising _ 

Postage _ 

Stationery  and  printing 

Freight  and  express _ 

Miscellaneous  supplies— 

Telephone _ 

General  expense _ 

Rent _ 

Insurance _ 

Water _ 

Officers’  salaries _ 

Repairs _ 

Bad  debts _ 


$105,  928.  58 


$21, 103.  58 
25,  233.  00 
622.  69 

1,  254.  82 

2,  835.  65 

1,  669.  85 
1, 144.  48 

2,  878. 15 

52.  50 
54.  69 
322. 19 
227.  62 
1,  498.  52 
724.  60 
1,  337.  32 
20,  608.  50 
151.  85 
281.  67 
12,  000.  00 
4,  274.  41 
140.  93 


Total  expenses _  98, 417.  02 

Net  taxable  income  as  shown  in  deficiency  letter.  7,  511.  56 


The  balance  sheets  at  the  beginning  and  end  of  1919 
follows : 

January  1,  1919. 


Assets : 

Cash _ f _ $5,334.47 

Loans _  1,  268.  91 

Deposits _  819.  78 

Due  from  guests _ J _  61. 48 

Furniture  and  fixtures _  2,  500.  00 


Liabilities  : 

Accounts  payable _  1,  877.  26 

Rent  accrued _  1,  875.  00 

M.  Spark _  1,  623.  53 


were  as 


$9,  984.  64 


5,  375.  79 


Capital  : 

Capital  stock _  5,  000.  00 

Deficit - 1 _  391. 15 

-  4,608.85 

December  31,  1919. 

Assets  : 

Cash _ $1,713.04 

Loans _  1, 112.  85 

Deposits _  819.  78 

Furniture  and  fixtures _  2,  500.  00 

M.  Spark _  9,  754.  36 


15,  900. 03 
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Liabilities  : 

Accounts  payable _  $108.  99 

Rent  accrued _ 1 _  1,  875.  00 

Salaries  accrued -  1,  771. 40 

-  $3,  755. 39 

Capital  : 

Capital  stock _  5,  000.  00 

Surplus -  7, 144.  64 

-  12, 144.  64 


OPINION. 


Murdock  :  If  any  corporation  operating  a  hotel  fulfills  the  require¬ 
ments  of  a  personal  service  corporation,  as  defined  in  section  200  of 
the  Revenue  Act  of  1918,  it  is  most  exceptional,  but  certainly  the 
present  petitioner  fails  to  fulfill  those  requirements.  Appeal  of 
Newam  Theatre  Corporation ,  1  B.  T.  A.  887 ;  Mountain  View  Sani¬ 
tarium  Co .,  2  B.  T.  A.  417;  Cotton  Hotel  Co.  v.  Bass ,  7  Fed.  (2d) 
900. 

Judgment  will  he  entered  for  the  Commis¬ 
sioner. 


Paris  Cloak,  Suit  &  Millinery  House  and  Palais  de  Modes,  Peti¬ 
tioners,  v.  Commissioner  of  Internal  Revenue,  Respondent. 

Docket  Nos.  5500,  5502.  Decided  October  26,  1926. 

Affiliation  under  the  provisions  of  section  240(b)  of  the  Revenue 
Act  of  1921  determined. 

H.  H.  Tooley ,  C.  P.  A.,  for  the  petitioners. 

George  E.  Adams ,  Esq.,  for  the  respondent. 

The  Commissioner  has  found  deficiencies  in  income  and  profits 
taxes  for  the  years  1920  and  1921  in  the  amounts  of  $1,502.05  and 
$2,177.39  as  to  the  Paris  Cloak,  Suit  &  Millinery  House,  and  for  the 
year  1921  in  the  amount  of  $4,916.44  as  to  the  Palais  de  Modes. 
The  only  issue  is  whether  the  petitioners  and  the  New  York  Cloak  & 
Suit  House  were  affiliated  during  the  taxable  years.  The  appeals 
were  consolidated  for  hearing  and  decision. 

FINDINGS  OF  FACT. 

The  petitioners  and  the  New  York  Cloak  &  Suit  House  are  Cali¬ 
fornia  corporations,  resident  in  Los  Angeles.  During  the  taxable 
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years  the  stockholders  and  stockholdings  of  the  three  corporations 
were  as  follows: 


Name  of  stockholder. 

New  York  Cloak  & 
Suit  House. 

Palais  de  Modes. 

Paris  Cloak,  Suit  & 
Millinery  House. 

Number 
of  shares. 

Per  cent 
of  hold¬ 
ings. 

Number 
of  shares. 

Per  cent 
.  of  hold¬ 
ings. 

Number 
of  shares. 

Per  cent 
of  hold¬ 
ings. 

1.  J.  J.  Haggarty . . . . 

9, 990 

9 

1 

99. 90 
.09 
.01 

2, 499 
2, 000 

1 

55. 533 
44. 445 
.022 

5,099 
4, 650 
251 

50.99 
46.  50 
2. 51 

2.  J.  C.  Haggarty..  _ 

3.  B.  M.  Haggarty _ _ _  _ _ 

10, 000 

100.00 

4,500 

100.  00 

10,000 

100.00 

The  three  stockholders  are  a  family  group  in  which  J.  J.  Haggarty 
is  the  husband  of  B.  M.  Haggarty  and  the  father  of  J.  C.  Haggarty. 
During  the  years  1920  and  1921,  J.  J.  Haggarty  was  the  president 
of  each  of  the  three  corporations;  J.  C.  Haggarty  was  secretary- 
treasurer  of  the  New  York  Cloak  &  Suit  House  and  the  Paris  Cloak, 
Suit  &  Millinery  House,  and  vice  president  of  the  Palais  de  Modes ; 
B.  M.  Haggarty  was  vice  president  of  the  New  York  Cloak  &  Suit 
House  and  the  Paris  Cloak,  Suit  &  Millinery  House,  and  secretary- 
treasurer  of  the  Palais  de  Modes.  The  three  corporations  were 
operated  as  a  single  business  unit,  with  all  the  accounts  kept  in  one 
set  of  books  and  all  operating  funds  deposited  in  a  single  bank 
account. 

OPINION. 

Lansdon  :  The  petitioners  were  affiliated  with  the  New  York 
Cloak  &  Suit  House  during  the  taxable  years.  Appeals  of  Schloss 
Brothers  Go .,  1  B.  T.  A.  581;  Wright  Cake  Co .,  2  B.  T.  A.  58. 

Judgment  will  be  entered  for  the  peti¬ 
tioners. 


Georgia  Grocery  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Bevenue,  Respondent. 

Docket  No.  5828.  Decided  October  26,  1926. 

L.  R.  Christie  for  the  petitioner. 

Henry  Ravenel ,  Esq.,  for  the  respondent. 

Smith:  This  is  a  proceeding  for  the  redetermination  of  deficien¬ 
cies  in  income  and  profits  tax  for  the  fiscal  years  ended  June  30, 
1920,  and  June  30,  1921,  in  the  respective  amounts  of  $613.68  and 
$219.57.  The  points  involved  in  the  proceeding  are  proper  rates 
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of  depreciation  on  furniture  and  fixtures  account  and  an  alleged  loss 
from  obsolescence  in  the  fiscal  year  ended  June  30,  1920. 

FINDINGS  OF  FACT. 

I 

* 

Petitioner  is  a  Georgia  corporation  engaged  in  the  retail  grocery 
business  at  Columbus.  In  its  income-tax  returns  for  the  fiscal  years 
ended  June  30,  1920,  and  June  30,  1921,  it  deducted  certain  amounts 
for  depreciation.  On  these  tax  returns  the  Commissioner  disallowed 
a  part  of  the  deduction  claimed  for  depreciation  and  computed 
depreciation  at  the  rate  of  5  per  cent  on  the  furniture  and  fixtures 
account  and  at  the  rate  of  10  per  cent  on  the  Piggly  Wiggly  equip¬ 
ment  account.  He  disallowed  no  deduction  for  obsolescence,  since 
none  was  claimed  in  the  return. 

The  equipment  carried  in  the  furniture  and  fixtures  account  was 
showcases,  shelving,  cash  register,  and  such  other  equipment  as 
usually  goes  with  a  retail  grocery  business.  These  fixtures  were 
acquired  all  along  from  the  year  1904  until  the  year  1913.  The  peti¬ 
tioner  operates  a  number  of  Piggly  Wiggly  grocery  stores.  The 
first  Piggly  Wiggly  equipment  came  into  the  possession  of  the  com¬ 
pany  in  the  year  1917.  This  equipment  was  of  substantially  the 
same  character  as  that  carried  in  the  furniture  and  fixtures  account. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner. 


Marguerite  T.  Whitcomb,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  5854.  Decided  October  27,  1926. 

B  I  (  ( 

W.  W.  Spalding ,  Esq .,  for  the  petitioner. 

Thomas  P.  Dudley ,  Jr.,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in  in¬ 
come  tax  for  1918  in  the  amount  of  $1,042.89.  It  was  stipulated  that 
the  material  facts  in  this  case  are  the  same  as  the  facts  set  forth 
in  the  findings  of  fact  in  the  Appeal  of  Louise  P.  V.  Whitcomb . 

4  B.  T.  A.  80. 

FINDINGS  OF  FACT. 

The  taxpayer  is  a  nonresident  alien  and,  during  the  taxable  year 
here  in  question,  resided  in  France.  Taxpayer  was  the  widow  of 
Adolphe  Whitcomb,  deceased,  son  of  A.  C.  Whitcomb. 
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A.  C.  Whitcomb,  deceased,  left  a  will,  the  seventh  clause  of  which 
is  as  follows: 

I  give  to  my  hereinafter  named  Executor  Jerome  Lincoln,  of  said  San  Fran¬ 
cisco,  all  the  rest  of  my  property,  real,  personal  or  mixed,  except  what  I  may 
have  in  France,  of  every  kind  and  nature,  and  not  hereinbefore  disposed  of, 
after  the  payment  of  my  debts,  in  Trust,  nevertheless,  to  pay  over  to  my  said 
wife,  Louise  Palmyre  Vion  Whitcomb,  one  third  part  of  the  interest  thereof 
or  income  therefrom  for  and  during  her  natural  life,  and  the  other  two-thirds 
part  to  my  two  children  born  of  her ;  one  Adolphe  born  on  or  about  the  23rd 
day  of  February  1880,  and  the  other  Charlotte  Andree,  born  on  or  about  the  4th 
day  of  December,  1882,  with  the  reversion  or  remainder  of  the  whole  three 
third  parts  to  the  descendants  per  stirpes  of  the  said  two  children,  if  any  be 
alive  at  the  time  of  the  death  of  the  said  two  children;  and  if  none  be  alive 
at  that  time,  to  Harvard  College  in  conformity  with  the  provisions  named  or 
indicated  in  Section  Six  (6)  of  this  will  having  reference  to  said  Harvard 
College.  *  *  * 

The  foregoing  provision  of  the  will  has  been  judicially  construed 
as  providing  to  the  widow,  Louise  Palmyre  Vion  Whitcomb,  an  estate 
for  life  in  one-third  of  the  income  of  the  trust,  an  estate  for  life  to 
each  of  the  two  children  in  one-third  of  the  income  of  the  trust  con¬ 
tinuing  to  the  death  of  the  survivor  and,  because  of  the  death  of 
Adolphe  Whitcomb,  an  estate  for  the  life  of  Charlotte  A.  W.  Lepic, 
in  the  share  of  Adolphe  to  his  widow  and  his  two  children,  share  and 
share  alike. 

The  net  income  of  the  trust  estate  is  distributable  periodically  to 
the  beneficiaries  and  is  so  distributed. 

In  preparing  the  fiduciary  returns  of  the  trust  estate  for  the  years 
1917  to  1920,  inclusive,  the  trustee  included  therein  the  income  of 
the  estate  for  the  respective  years  and  deducted  therefrom  expenses, 
including  interest,  taxes,  and  also  the  allowance  provided  by  the 
statute  for  exhaustion,  wear  and  tear  on  account  of  the  depreciable 
assets  belonging  to  the  trust.  The  difference  between  the  gross  in¬ 
come  and  deductions  so  made  was  shown  on  the  fiduciary  returns  as 
the  net  income  of  the  trust  and  as  the  aggregate  distributable  net 
income  of  the  beneficiaries,  the  share  and  interest  of  each  beneficiary 
being  stated. 

In  preparing  the  income-tax  returns  of  the  beneficiaries  of  the 
trust  for  the  years  1917  to  1920,  inclusive,  the  trustee  included  therein 
as  the  distributive  share  of  the  net  income  of  the  trust  of  each  of 
said  beneficiaries,  that  proportion  of  the  net  income  of  the  estate  as 
shown  by  the  fiduciary  return  which  the  interest  of  the  beneficiary 
in  the  income  bore  to  the  total  income,  namely,  one-third  to  Louise 
P.  V.  Whitcomb,  one-third  to  Charlotte  A.  W.  Lepic,  and  one-third 
of  the  remaining  one-third  to  Marguerite  T.  Whitcomb. 

The  Commissioner,  in  auditing  the  fiduciary  returns  of  the  trust,  i 
allowed  depreciation  as  a  deduction  in  determining  the  net  income  of 
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the  trust  for  each  of  the  years  under  consideration,  but,  in  auditing 
the  returns  for  the  several  years  of  each  of  said  beneficiaries,  deter¬ 
mined  the  distributable  net  income  applicable  to  each  of  them  as  the 
share  of  the  net  income  of  the  trust  to  which  she  was  entitled,  ex¬ 
cluding  from  the  said  computation  the  said  deductions  on  account  of 
depreciation,  so  that,  in  determining  the  deficiencies  here  in  issue, 
the  Commissioner  increased  the  net  income  of  the  said  parties  as 
reported  by  the  trustee  for  the  several  years,  in  the  amounts  stated 
below : 

\ 

Estate  of  Louise  P.  V.  Whitcomb — By  $8,158.32  for  1917 ;  by  $15,854.96  for 
1918 ;  by  $13,779.43  for  1919 ;  by  $12,276.40  for  1920. 

Charlotte  A.  W.  Lepic — By  $8,158.32  for  1917 ;  by  $15,854.96  for  1918 ;  by 
$13,779.43  for  1919;  by  $12,276.40  for  1920. 

Marguerite  T.  Whitcomb— By  $4,593.14  for  1919;  by  $4,092.13  for  1920. 

OPINION. 

Trammell:  The  decision  in  this  case  is  governed  by  the  decision 
in  the  Appeal  of  Louise  P.  V.  Whitcomb ,  4  B.  T.  A.  80. 

Judgment  will  be  entered  for  the  Com¬ 
missioner. 


W.  B.  Thompson,  Petitioner,  v.  Commissioner  of  Internal 

Bevenue,  Bespondent. 

Docket  No.  677.  Decided  October  27,  1926. 

A  taxpayer  keeping  his  books  of  account  on  the  basis  of  a  fiscal 
year  should  file  his  first  return  under  the  Revenue  Act  of  1918, 
under  section  226  of  that  Act. 

Isom  J.  Guillory,  Esq.,  and  E.  Barrett  Prettyman,  Esq.,  for  the 

petitioner. 

J.  Arthur  Adams,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in  in¬ 
come  tax  for  the  period  J anuary  1  to  August  31,  1918,  in  the  amount 
of  $16,322.10. 

FINDINGS  OF  FACT. 

The  taxpayer  is  engaged  in  business  in  New  Orleans,  La.  His 
books  of  account  were  kept  on  the  basis  of  the  fiscal  year  ended 
August  31,  and  were  so  kept  during  the  years  1917  and  1918.  They 
were  regularly  closed  on  this  basis  for  the  twelve-month  periods 
ended  August  31,  1917,  and  August  31,  1918. 

The  taxpayer’s  1917  income-tax  return  was  filed  on  the  calendar 
year  basis,  as  required  by  law  and  regulations  in  force  for  that  year. 
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The  return  was  audited  by  the  Commissioner  on  that  basis  and  the 
taxpayer’s  tax  for  1917  was  settled  on  the  calendar  year  basis.  In 
the  audit  of  the  return  the  income  for  the  calendar  year  1917  was 
fixed  by  the  Commissioner  by  adding  together  eight-twelfths  of  the 
income  disclosed  by  the  taxpayer’s  fiscal  closing  of  August  31,  1917, 
and  four-twelfths  of  the  income  disclosed  by  the  taxpayer’s  fiscal 
closing  of  its  books  of  August  31,  1918. 

The  taxpayer  did  not  obtain  the  approval  of  the  Commissioner 
to  change  the  basis  of  reporting  income  for  tax  purposes. 

The  taxpayer’s  net  income  for  the  fiscal  year  September  1,  1917,  to 
August  31,  1918,  was  $86,995.21.  Of  this  amount  four-twelfths,  or 
$28,998.41,  was  included  by  the  Commissioner  in  the  taxpayer’s  return 
for  the  calendar  year  1917.  The  Commissioner  computed  the  tax¬ 
payer’s  tax  for  the  period  beginning  January  1,  1918,  and  ending 
August  31,  1918,  by  applying  the  1918  income  and  surtax  rates  to 
the  income  of  $86,995.21  and  taking  eight-twelfths  of  the  result  thus 
obtained  as  being  the  tax  due  for  that  eight-month  period.  This  pro¬ 
duces  a  tax  of  $18,190.32  and  a  deficiency  of  $16,322.10. 

OPINION. 

Trammell  :  The  question  involved  in  this  proceeding  is  whether 
section  226  of  the  Revenue  Act  of  1918  has  application  in  the  com¬ 
putation  of  the  tax  due  from  the  taxpayer  upon  his  return  for  the 
period  January  1,  1918,  to  August  31,  1918,  the  date  of  the  closing  of 
the  taxpayer's  books.  The  Commissioner  has  computed  the  tax  under 
section  205,  while  the  taxpayer  contends  that  it  should  have  been 
computed  under  section  226. 

In  the  A'p'peal  of  Henry  D.  Weed ,  2  B.  T.  A.  84,  the  Board  had 
this  identical  question  before  it.  In  that  case  the  taxpayer  kept  its 
books  on  the  basis  of  a  fiscal  year  ended  May  31.  He  had  made  an 
income-tax  return  for  1917  in  accordance  with  the  Revenue  Act  of 
1916,  as  amended  by  the  Revenue  Act  of  1917.  The  taxpayer  con¬ 
tended  that  his  first  return  under  the  Revenue  Act  of  1918  should 
have  been  for  a  period  of  only  five  months,  or  from  January  1  to 
May  30,  1918,  and  that  the  tax  should  have  been  computed  in  the 
manner  provided  in  section  226,  while  the  Commissioner  contended, 
as  he  contends  in  this  case,  that  section  205(a)  of  the  Revenue  Act 
of  1918  was  applicable.  In  that  case  we  said : 

We  think  that  the  Commissioner  erred  in  ruling  section  226  has  no  ap¬ 
plication  to  the  case  of  the  instant  taxpayer.  The  Revenue  Act  of  1918  re¬ 
quired  a  taxpayer  keeping  his  books  of  account  on  the  basis  of  a  fiscal  year 
different  from  the  calendar  year  to  make  returns  upon  the  basis  of  such  fiscal 
year.  The  taxpayer  was  compelled  to  change  the  basis  of  reporting  net  in- 
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come  from  the  calendar  year  to  a  fiscal  year.  *  *  *  The  accounting  period 

for  the  making  of  the  return  was  changed  and  by  the  provisions  of  section  212 
of  the  statute  section  226  was  made  applicable. 

That  decision  was  subsequently  affirmed  in  the  Ayyeal  of  Coghlin 
Electric  Co .,  3  B.  T.  A.  1071.  The  above  appeals  are  decisive  on  the 
question  here  presented. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 


Appeal  of  Asbes-Tile  Company,  Inc. 

Docket  No.  6404.  Decided  October  27,  1926. 

For  lack  of  evidence,  the  action  of  the  Commissioner  in  dis¬ 
allowing  as  a  deduction  certain  amounts  claimed  by  the  tax¬ 
payer  as  compensation  to  officers  is  approved. 

Abraham  /.  Mayer ,  C.  P.  A.,  for  the  petitioner. 

Bruce  A.  Low ,  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  deficiencies  in  income 
tax  for  1919  and  1920  in  the  amounts  of  $384.81  and  $2,050.72,  re¬ 
spectively,  and  arises  from  the  disallowance  of  part  of  the  salaries 
paid  officers  of  the  taxpayer  corporation. 

FINDINGS  OF  FACT. 

The  taxpayer  is  a  New  York  corporation  with  its  principal  office 
at  Brooklyn,  and  is  engaged  in  the  business  of  selling  and  applying 
asbestos,  asphalt,  and  slate  shingles,  slate  and  tile  roofing,  and  var¬ 
ious  kinds  of  roofing  materials. 

The  taxpayer  was  organized  under  the  laws  of  New  York  in  June, 
1918,  under  the  name  of  J.  Levenson  Co.,  Inc.,  with  an  authorized 
capital  of  $5,000,  consisting  of  50  shares  of  the  par  value  of  $100 
each,  of  which  20  shares  were  issued  and  outstanding  as  follows: 

Shares. 


Max  B.  Gollin _ 10 

Alexander  Hirsch _  9 

Joseph  Levenson _ 1 


20 

In  June,  1919,  the  corporate  name  was  changed  to  Asbes-Tile  Co., 
Inc.,  and  the  authorized  capital  was  increased  to  $15,000.  In  January, 
1919,  Daniel  McKenzie  became  a  stockholder,  officer  and  director 
of  J.  Levenson  Co.,  Inc.,  by  the  purchase  of  11  shares  of  stock, 
and  after  the  change  of  name  and  increase  in  capitalization  Alex- 
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ander  Hirsch  and  Daniel  McKenzie  purchased  additional  stock. 
The  stockholders  of  the  corporation  and  the  number  of  shares  held 
by  each  were  then  as  follows: 

Shares. 


Alexander  Hirsch,  director _  74 

Joseph  Levenson,  president  and  director _  1 

Daniel  McKenzie,  secretary,  treasurer  and  director _  75 


Total _ 150 


At  an  informal  meeting  of  the  stockholders,  officers,  and  directors 
held  in  January,  1919,  it  was  agreed  that  Joseph  Levenson  and 
Daniel  McKenzie  should  each  receive  for  their  services  during  the 
current  year  a  commission  at  the  rate  of  15  per  cent  on  all  business 
brought  in  by  each,  but  not  in  excess  of  $100  per  week  to  each. 

In  the  early  part  of  1920  another  informal  meeting  of  the  officers 
and  directors  of  the  company  was  held  and  the  same  arrangement 
with  regard  to  compensation  to  be  paid  to  Joseph  Levenson  and 
Daniel  McKenzie  was  made  as  in  the  preceding  year,  except  that 
the  maximum  allowance  which  each  of  them  was  to  receive  should 
not  be  in  excess  of  $200  per  week. 

The  taxpayer  in  the  preparation  of  its  income  and  profits-tax 
returns  for  1919  and  1920  used  Form  1065  (partnership  and  personal 
service  corporation)  instead  of  Form  1120  (corporation).  The 
amounts  paid  to  and  earned  by  Joseph  Levenson  and  Daniel  Mc¬ 
Kenzie  were  shown  in  Item  14  (  compensation  of  members)  in  the 
return,  and  the  profits  of  the  corporation  were  shown  in  Schedule 
C,  which  is  headed  “  Members,  Share  of  Income,  etc.”  The  Com¬ 
missioner  has  disallowed  as  a  deduction  that  part  of  the  compensa¬ 
tion  of  Joseph  Levenson  and  Daniel  McKenzie  shown  in  Schedule 
C  of  the  return  under  the  head  of  “  Members’  Share  of  Income.”  The 
following  is  the  amount  reported  under  each  item : 


Stockholders. 

Shares 

held. 

Time  devoted. 

Item  14. 

Schedule 

C. 

1919. 

J.  Levenson _ 

1 

75 

74 

Entire _ 

$1, 620.  00 
1,669. 64 
None. 

$2,  008.  57 
2,  008.  57 
None. 

D.  MnKenzie  _ 

Entire.  _ 

A  Hirsnh  _  ....... 

None.  . 

1920. 

J.  Levenson _ _ 

150 

3, 289. 64 

4, 017. 14 

Entire. . 

1 

75 

74 

4, 150. 00 
6,181.07 
None. 

5, 998. 97 
3, 967. 90 
None. 

D.  McKenzie _  _ 

Entire  . 

A .  H  irsch  . .  . 

None 

150 

10,331. 07 

9, 966. 87 

Both  of  the  officers  in  question  were  men  of  about  ten  years’  ex¬ 
perience  in  this  line  of  work  and  they  could  have  received  from 
other  concerns  compensation  equal  to  the  amount  agreed  upon. 
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OPINION. 

Trammell:  There  are  two  questions  presented  for  decision.  (1) 
Whether  the  amount  agreed  to  be  paid  to  the  officers  was  reasonable 
compensation  for  services,  and  (2)  whether  it  was  paid  or  was  an 
obligation  incurred  during  the  respective  years. 

The  officers  were  to  receive  a  commission  of  15  per  cent  on  the  sales 
as  compensation,  but  were  not  to  draw  out  in  excess  of  $100  per  week 
each,  in  1919,  and  $200  per  week  each,  in  1920.  We  have  no  evidence 
as  to  the  amount  of  sales  made  by  either  of  the  officers  or  the 
amount  of  commission  they  were  entitled  to.  There  is  no  evidence  as 
to  whether  it  equaled  the  amount  they  were  permitted  to  draw  out 
or  not,  nor  is  there  any  evidence  as  to  the  amounts  actually  drawn 
by  the  officers.  The  Commissioner  has  allowed  as  a  deduction 
the  amount  shown  by  the  return  as  the  compensation  of  the  members. 
We  can  not,  on  this  evidence,  find  that  the  determination  of  the 
Commissioner  was  not  correct,  although  the  amount  of  the  commis¬ 
sion  agreed  to  be  paid  the  officers  was  reasonable  compensation. 

will  be  entered  for  the  Corn- 


Judgment 

missioner. 


R.  L.  Crook  and  Estate  of  Mrs.  R.  L.  Crook,  Petitioners,  v. 

Commissioner  of  Internal  Revenue,  Respondent. 

Docket  Nos.  2646,  2647.  Decided  October  27,  1926. 

The  valuation  of  stock  and  bonds  determined  by  the  Commis¬ 
sioner  not  shown  by  the  evidence  to  have  been  incorrect. 

Pike  Hall ,  Jr.,  Esq.,  for  the  petitioners. 

W.  Frank  Gibbs ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  deficiencies  in 
income  tax  for  1919,  in  the  amount  of  $1,379.97  with  respect  to  the 
estate  of  Mrs.  R.  L.  Crook,  and  $609.39  with  respect  to  R.  L.  Crook. 
The  two  appeals  were  consolidated. 

FINDINGS  OF  FACT. 

The  taxpayer,  R.  L.  Crook,  and  his  wife,  the  decedent,  whose 
estate  is  the  other  petitioner,  were  married  and  living  together  in 
Louisiana  during  1919.  During  that  year  R.  L.  Crook  was  the 
owner  of  50  per  cent  of  the  stock  of  the  Pine  Island  Refining  Co. 
That  corporation  sold  its  assets  to  the  International  Oil  &  Gas 
Corporation,  a  newly  organized  corporation  having  an  authorized 
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capital  stock  of  $10,000,000,  in  exchange  for  $10,000  of  first  mort¬ 
gage  bonds  and  $25,000  in  stock.  During  1919  the  Pine  Island  Oil 
&  Refining  Co.  was  liquidated  and  dissolved  and  distributed  its  as¬ 
sets  to  its  stockholders,  of  which  R.  L.  Crook  received  $5,000  of  the 

'  _ ' 

mortgage  bonds,  $12,500  in  stock,  and  $15,000  in  cash.  The  interest 

on  the  bonds  was  payable  semiannually  and  was  regularly  paid 
until  1923. 

Both  R.  L.  Crook  and  his  wife,  in  their  returns  for  1919,  returned 

the  bonds  at  a  valuation  of  35  cents  on  the  dollar  and  the  stock  at 

• 

no  value.  The  Commissioner  increased  the  valuation  to  par,  resulting 
in  the  deficiencies. 

OPINION. 

Trammell  :  The  valuation  of  the  stock  and  bonds  is  the  only  ques¬ 
tion  involved  in  this  appeal.  That  is  purely  a  question  of  fact. 
The  Commissioner  determined  that  each  was  worth  par  at  the  time 
received  in  liquidation.  The  burden  of  proof  is  upon  the  taxpayers 
to  show  that  they  did  not  have  that  value.  This  the  taxpayers  have 
failed  to  do.  R.  L.  Crook  testified  that  he  made  inquiry  as  to 
the  value  of  the  stock  and  bonds  and  wrote  to  the  investment  bankers 
in  Chicago  who  underwrote  the  securities  for  the  International  Oil 
&  Gas  Corporation  when  it  was  organized,  and  that  they  advised 
that  they  did  not  have  any  market  for  them.  Crook  sold  some  of 
.  the  stock  in  1920  at  less  than  par.  He  did  not  sell  any  of  the  bonds, 
although  he  undertook  to  do  so.  The  evidence,  however,  does  not 
indicate  what  efforts  were  made  about  the  time  the  stock  and  bonds 
were  received  from  the  Pine  Island  Refining  Co.  in  1919.  The 
Commissioner  concedes  that  the  stock  and  bonds  became  worthless 
subsequent  to  the  time  they  were  received  by  the  taxpayers,  but  there 
is  not  sufficient  evidence  in  the  record  to  overcome  the  presumption 
of  the  correctness  of  the  determination  of  the  Commissioner  as  to 
the  values  at  the  time  received. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner. 

M.  J.  Hellmers,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  4680.  Decided  October  27,  1926. 

M.  J.  Hellmers  pro  se. 

Henry  Ravenel ,  Esq.,  for  the  respondent. 

Trammell:  This  is  a  proceeding  for  the  redetermination  of  a 
deficiency  in  income  tax  for  the  calendar  year  1922  in  the  amount 
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of  $41.49.  The  deficiency  arises  through  the  action  of  the  Com¬ 
missioner  in  disallowing  as  an  expense  or  loss  $1,037.15,  the  amount 
paid  in  excess  of  the  contract  price  of  building  a  home. 

FINDINGS  OF  FACT. 

The  taxpayer,  during  1922,  entered  into  a  contract  with  a  con¬ 
tractor  to  build  a  double  house,  one-half  of  which  was  for  rental 
purposes.  The  contractor  charged  the  taxpayer  approximately 
$8,100  for  the  completed  house.  When  completed  the  house  was 
not  worth  in  excess  of  $6,800. 

The  taxpayer  took  as  a  deduction  in  his  income-tax  return  the 
difference  between  $6,800  and  the  cost  which  he  was  required  to 
pay  the  contractor. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner. 


Louis  Hausmann,  Executor,  Estate  of  Theresa  R.  Hausmann, 

Petitioner,  v.  Commissioner  of  Internal  Revenue,  Re¬ 
spondent. 

Docket  No.  5931.  Decided  October  27,  1926. 

John  F.  Hartmann ,  C.  P.  A .,  for  the  petitioner. 

Henry  Ravenel ,  Esq .,  for  the  respondent. 

Trammell:  This  is  a  proceeding  for  the  redetermination  of  a  de¬ 
ficiency  in  estate  tax  in  the  amount  of  $372.06.  The  deficiency  arose 
from  the  action  of  the  Commissioner  in  subjecting  to  the  estate  tax 
the  value  of  a  gift  made  to  decedent’s  grandson  in  1921  on  the  ground 
that  it  was  made  in  contemplation  of  death. 

FINDINGS  OF  FACT. 

The  decedent  died  January  28,  1924,  at  the  age  of  79  years.  Pre¬ 
vious  to  her  death  she  was  in  good  health  and  went  to  the  store,  in 
which  she  was  a  large  stockholder,  every  day  until  approximately 
thirty  days  before  her  death.  The  cause  of  her  death  was  an  injury 
received  by  her  due  to  a  fall.  She  was  ill  approximately  thirty 
days  after  the  fall. 

On  May  10,  1921,  the  decedent  gave  to  her  grandson,  Henry  Haus¬ 
mann,  100  shares  of  stock  in  a  corporation  which  operated  a  store  in 
New  Orleans.  This  grandson  began  working  in  the  store  as  a  clerk 
when  he  was  18  years  of  age  and  received  a  salary  of  $6  per  week. 
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He  became  dissatisfied  with  this  salary.  His  father,  grandmother, 
and  uncle  were  the  principal  stockholders  in  the  store.  His  father 
told  him  that  he  would  be  taken  care  of  in  the  way  of  an  interest 
in  the  business  later  on  as  he  acquired  more  experience.  Later  he 
was  given  5  shares  of  stock  which,  in  the  reorganization  of  the  store, 
was  exchanged  for  50  shares. 

The  grandson  of  Mrs.  Hausmann  was  frequently  told  that  he  would 
become  a  member  of  the  firm.  He  was,  however,  dissatisfied  with 
the  small  amount  of  stock  given  to  him  and  frequently  expressed  his 
dissatisfaction.  In  the  meantime  his  salary  had  increased  gradually 
up  to  $25  per  week  in  1917.  During  that  year  he  had  a  conference 
with  his  father,  grandmother  and  uncle  and  told  them  that  if  some¬ 
thing  was  not  done  he  would  leave  because  of  the  fact  that  he  could 
have  gotten  from  $5,000  to  $7,500  a  year  from  a  competitive  firm. 
Subsequent^,  the  business  was  reorganized  and  Mrs.  Hausmann’s 
grandson  was  made  secretary -treasurer  of  the  new  firm  of  Hausmann, 
Inc.  There  was  no  agreement  as  to  how  much  stock  he  was  to  receive 
in  the  new  firm.  He  was  given  5  shares  of  stock  each  by  T.  Haus¬ 
mann,  Louis  Hausmann,  and  Gabe  Hausmann.  When  this  amount  of 
stock  was  given  to  him  he  expressed  his  dissatisfaction  again,  with 
the  result  that  another  conference  was  had  and  it  was  agreed  that 
he  was  to  be  given  more  stock  by  his  grandmother,  Mrs.  Theresa  R. 
Hausmann.  There  was  no  agreement,  however,  as  to  the  particular 
time  this  was  to  be  done. 

From  December,  1917,  until  December,  1919,  the  grandson  was 
serving  in  the  naval  forces  of  the  United  States  and  returned  to  the 
store  in  December,  1919.  In  May,  1921,  his  grandmother  transferred 
to  him  the  stock,  consisting  of  100  shares,  which  she  had  agreed  to 
transfer  before  he  entered  the  naval  service  in  the  latter  part  of 
1917.  The  market  value  of  the  stock  was  $168.31  per  share. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 


North  McAlester  Coal  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  6831.  Decided  October  27,  1926. 

Upon  the  evidence,  held,  that  the  petitioner  and  the  Craig  Coal 
&  Mining  Co.  were  affiliated  during  the  year  1919. 

Chas.  H.  Garnett ,  Esq.,  for  the  petitioner. 

John  D.  Foley,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in  in¬ 
come  and  profits  taxes  for  1919  in  the  amount  of  $4,090.04.  The 
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deficiency  results  from  the  denial  to  the  taxpayer  of  affiliation  with 
the  Craig  Coal  &  Mining  Co.,  of  McAlester,  Okla. 

FINDINGS  OF  FACT. 

I 

The  petitioner  is  an  Oklahoma  corporation  with  its  principal  office 
at  McAlester.  It  was  organized  January  28,  1914,  with  a  capital 
stock  of  $50,000  par  value,  and  is  engaged  in  the  business  of  mining 
coal.  The  Craig  Coal  &  Mining  Co.,  also  a  mining  company,  was 
incorporated  under  the  laws  of  Oklahoma  on  February  19,  1917,  with 
a  capital  stock  of  $55,000  par  value. 

The  corporations  mentioned  at  all  times  had  the  same  officers  and 
occupied  the  same  offices,  and  the  employees  of  the  North  McAlester 
Coal  Co.  performed  the  necessary  duties  for  both  corporations.  The 
expenses  were  not  allocated  but  were  arbitrarily  divided. 

At  the  beginning  of  the  taxable  year  the  stockholdings  were  as 
follows : 


Name  of  stockholders. 

Shares  in 
North  Mc¬ 
Alester 
Coal  Co. 

Per  cent 

Shares  in 
Craig  Coal 
Co. 

Per  cent 

J.  T.  Griffin _ 

10 

2 

8  H 
41 H 
25% 

1.6 

R.  E.  Jones _ _  _ 

10 

2 

7.6 

D.  H.  Lenebaugh _ 

31 % 
20 

6.3 

4.7 

■T.fH  Stewart.  .  ..  . . 

4 

Clyde  Stewart _ _ 

16 

3.2 

W.  Wilkinson _ _ 

153  % 
259 

30.7 

209 

38 

W.  F..  Beaty  _  _  _  _ 

51.  S 

231% 

33 

42.1 

R.  S. Jones _ 

6 

Tnt.al  _  . 

500 

100 

550 

100 

At  the  close  of  the  taxable  year  the  stock  was  held  as  follows : 


Name  of  stockholders. 

Shares  in 
North  Mc¬ 
Alester 
Coal  Co. 

Per  cent. 

Shares  in 
Craig  Coal 
Co. 

Per  cent. 

W.  E.  Beaty _  _  . 

299% 

70 

59. 9 

156% 

143% 

30 

28.4 

G.  A.  Riedt.  . 

14 

26. 1 

J.  G.  Davis _ _ _ _ 

30 

6 

5.  5 

Allen  Wright _ _ _ _ 

50% 

50 

10. 1 

93 

16.  9 

J.  H.  Baker  _ . 

10 

94 

17. 1 

R.  S.  Jones.. 

33 

6 

Total 

500 

100 

550 

100 

Of  the  group  of  stockholders  as  of  the  beginning  of  the  year,  Clyde 
Stewart  and  J.  H.  Stewart  were  father  and  son,  while  R.  E.  Jones 
and  R.  S.  Jones  were  brothers-in-law.  Of  the  group  of  stockholders 
as  of  the  close  of  the  year,  W.  E.  Beaty  and  J.  G.  Davis  were  brothers- 
in-law. 
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For  two  months,  from  February  to  April,  299^  shares  of  stock 
in  the  North  McAlester  Coal  Co.  belonging  to  W.  E.  Beaty  stood 
in  the  name  of  one  J.  S.  Puterbaugh  and  two  of  his  employees  as 
collateral  for  a  loan.  The  transfer  was  made  on  the  books  of  the 
corporation  in  order  to  give  Puterbaugh  the  right  to  vote  the  stock 
in  the  event  anything  should  happen  to  Beaty.  No  such  contingency 
arose  and  when  the  loan  was  repaid  in  April  the  stock  was  canceled 
and  new  certificates  issued  to  Beaty. 

The  funds  of  the  Craig  Coal  &  Mining  Co.  were  handled  by  and 
through  the  North  McAlester  Coal  Co.,  the  former  company  being 
credited  by  the  latter  with  all  moneys  received  and  debited  for  a 
share  of  expenses  and  all  sums  advanced  for  payment  of  royalties 
or  otherwise.  In  1923  the  assets  of  the  Craig  Coal  &  Mining  Co. 
were  sold  for  $4,000,  which  was  paid  to  the  North  McAlester  Coal 
Co.,  and  the  latter  company  charged  off  as  a  loss  approximately 
$7,000  still  due  from  the  former. 

OPINION. 

Green:  Section  240(b)  of  the  Revenue  Act  of  1918  reads  as 
follows : 

For  the  purpose  of  this  section  two  or  more  domestic  corporations  shall 
be  deemed  to  be  affiliated  (1)  if  one  corporation  owns  directly  or  controls 
through  closely  affiliated  interests  or  by  a  nominee  or  nominees  substantially 
all  the  stock  of  the  other  or  others,  or  (2)  if  substantially  all  the  stock  of 
two  or  more  corporations  is  owned  or  controlled  by  the  same  interests. 

That  substantially  all  of  the  stock  of  the  North  McAlester  Coal 
Co.  and  of  the  Craig  Coal  &  Mining  Co.  was  owned  within  a  limited 
group  of  stockholders  is  beyond  question.  At  the  beginning  of  the 
taxable  year,  464  out  of  500  shares,  or  92.8  per  cent,  of  the  stock 
in  the  North  McAlester  Coal  Co.  was  owned  by  the  same  group  of 
stockholders  who  owned  517  out  of  550  shares,  or  94  per  cent,  of  the 
stock  in  the  Craig  Coal  &  Mining  Co.  During  the  year  there  were 
some  changes  in  ownership,  but  such  transfers  were  practically  all 
made  by  owners  of  the  stock  at  the  beginning  of  the  year  to  those 
who  owned  stock  at  the  close  of  the  year  and  the  percentages  of  stock 
ownership  were  not  materially  changed.  At  the  close  of  1919  the 
stockholders  owning  all  of  the  stock  in  the  North  McAlester  Coal 
Co.  owned  517  shares,  or  94  per  cent,  of  the  stock  in  the  Craig  Coal 
&  Mining  Co.  These  being  the  facts,  there  is  only  one  question  to  be 
determined,  and  that  is,  whether  or  not  the  proportions  in  which  the  j 
stock  of  the  two  corporations  was  held  varied  to  such  an  extent 
that  it  can  not  be  said  that  “  substantially  all  the  stock  ”  was  “  owned 
or  controlled  by  the  same  interests.”  We  think  not.  The  operation 
and  management  clearly  indicate  that  the  control,  as  well  as  the 
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ownership,  of  the  two  corporations  was  in  the  same  interests.  The 
two  companies  occupied  the  same  offices.  Their  offices  were  identical, 
and  the  employees  of  the  North  McAlester  Coal  Co.  performed  the 
services  for  the  Craig  Coal  &  Mining  Co.  The  expenses  for  salaries 
and  such  like  were  not  allocated  but  were  arbitrarily  divided.  Such 
funds  as  the  Craig  Coal  &  Mining  Co.  had  were  handled  through  the 
other  corporation  and  deficits  in  operations  were  made  up  by  the 
latter.  Finally,  when  the  Craig  Coal  &  Mining  Co.  was  sold,  the 
receipts  were  turned  over  to  the  North  McAlester  Coal  Co.  in  toto 
and  the  account  of  the  former  corporation  was  charged  off  on  its 
books. 

From  an  examination  of  the  stockholdings  and  of  the  management 
and  operation  of  the  two  companies,  it  is  evident  that  substantially 
all  of  the  stock  was  owned  and  controlled  by  the  same  individuals, 
and  as  we  said  in  the  Appeal  of  Midland  Refining  Co .,  2  B.  T.  A. 
292: 

It  seems  to  follow,  naturally,  if  a  group  of  individuals  owns  or  controls  sub¬ 
stantially  all  of  tbe  stock  of  both  corporations,  and  if  such  ownership  or 
control  is  by  all  exercised  for  one  purpose,  namely,  the  joint  success  of  the 
corporations,  that  these  individuals  meet  the  requirements  of  the  words  “  the 
same  interests.” 

Judgment  will  be  entered  on  15  days ’  notice , 
under  Rule  50. 


Empire  Printing  &  Box  Co.,  Petitioner,  v.  Commissioner  of 

Intern al  Revenue,  Respondent. 

Docket  No.  7214.  Decided  October  27,  1926. 

The  taxpayer  is  not  entitled  to  a  deduction  in  1920  on  account 
of  breach  of  contract  in  that  year. 

A.  W.  Clapp ,  Esq.,  for  the  petitioner. 

Ward  Loveless ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  and  profits  taxes  for  the  calendar  year  1920  in  the  amount 
of  $335.86. 

FINDINGS  OF  FACT. 

The  taxpayer  is  a  Georgia  corporation  with  its  principal  office 
in  Atlanta.  During  1920  it  entered  into  a  contract  with  the  Weston 
Paper  &  Manufacturing  Co.  of  Dayton,  Ohio,  for  straw  paper  to 
be  delivered  to  the  petitioner  during  the  year  1920  at  the  price  of 
$100  per  ton.  During  the  latter  part  of  1920  the  taxpayer  found  it¬ 
self  overstocked  with  straw  paper  and  the  price  had  materially 
dropped.  The  taxpayer  then  refused  to  furnish  the  specifications 
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for  more  paper  and  refused  to  carry  out  the  terms  of  the  contract 
with  respect  to  the  acceptance  of  paper  in  so  far  as  48.7675  tons  un¬ 
delivered  on  the  contract  were  concerned.  From  the  latter  part  of 
1920  until  1923  the  taxpayer  was  negotiating  with  the  Weston  Paper 
&  Manufacturing  Co.  with  respect  to  its  breach  of  contract.  In 
1923  the  taxpayer  paid  $730.13  in  full  settlement  of  the  contract 
and  accepted  the  paper  which  it  had  refused  to  accept  in  1920.  The 
taxpayer  did  not  admit  or  deny  liability  for  the  breach  but  threat¬ 
ened  to  stand  suit  on  the  contract  rather  than  to  pay  any  amount. 
No  suit,  however,  was  brought  against  the  taxpayer. 

The  taxpayer’s  books  and  records  were  kept  upon  the  accrual 
basis.  No  entry  was  made  with  respect  to  any  liability  on  the 
contract  until  1923,  nor  was  any  reserve  set  up  with  respect  thereto. 

OPINION. 

Trammell:  The  question  involved  in  this  proceeding  is  whether 
the  taxpayer  is  entitled  to  a  deduction  in  1920  as  an  accrued  liability 
on  account  of  the  breech  of  contract  to  take  paper  which  it  had  agreed 
to  take  in  that  year.  We  have  heretofore  discussed  the  principle 
involved  in  the  Appeal  of  New  Process  Cork  Co .,  3  B.  T.  A.  1339, 
and  the  Appeal  of  Bump  C onfectionery  Co.,  4  B.  T.  A.  50.  In  the 
latter  case  it  is  said : 

We  do  not  believe  that  the  breach  of  contract,  standing  alone,  under  the 
circumstances  here  in  question,  furnishes  the  basis  for  an  accrual  of  possible 
damages.  With  the  breach  there  of  course  arises  a  cause  of  action  by  the 
injured  party,  which  it  may  or  may  not  see  fit  to  pursue.  Should  it,  for 
reasons  of  policy,  or  otherwise,  not  demand  damages,  the  obligor  may  escape 
payment.  Conceding  that  it  may  be  proper  to  accrue  any  approximation,  it  is 
certainly  essential  that  there  be  a  recognized  obligation  to  pay  before  one’s 
right  to  accrue  arises,  and  a  mere  liability  to  suit  is  not  sufficient.  Where 
the  liability  is  denied  and  the  injured  party  takes  no  action  to  compel  pay¬ 
ment,  there  is  no  basis  for  an  accrual,  and  any  amount  set  up  on  the  books 
to  take  care  of  this  liability  would  be  in  the  nature  of  a  contingent  reserve 
which,  as  we  have  held  in  the  Appeal  of  Consolidated  Asphalt  Co.  1  B.  T.  A. 
79,  is  not  permitted  under  the  Revenue  Acts. 

Petitioner  places  its  reliance  on  the  Appeal  of  Producers  Fuel  Co.,  1  B.  T.  A. 
202,  but  in  that  case  there  was  an  admission  of  liability  within  the  taxable 
year  and  an  actual  accrual  on  the  books.  We  believe  the  distinction  vital  and 
can  not  regard  the  Producer  Fuel  Co.  Appeal  as  controlling.  We  have  also 
pointed  out  in  the  Appeal  of  New  Process  Cork  Co.,  3  B.  T.  A.  1339,  the  in¬ 
applicability  of  the  reasoning  of  the  Supreme  Court  in  the  case  of  United 
States  v.  Anderson,  269  U.  S.  422,  to  a  situation  such  as  is  here  present.  There 
the  court  was  dealing  with  the  deductibility  of  munitions  taxes,  which  were 
measured  by  the  profits  made  from  the  sale  of  munitions  within  the  taxable 
year.  The  court  found  that  the  amount  was  susceptible  of  definite  ascertain¬ 
ment  at  the  close  of  the  year  and  was  a  proper  accrual  within  the  year. 
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While  the  taxpayer  was  liable  for  the  breach  of  contract,  it  had 
refused  to  acknowledge  its  liability  until  1923.  In  1920  it  had  no 
means  of  knowing  whether  it  would  ever  be  called  upon  to  pay  dam¬ 
ages  or  not.  While  the  Weston  Paper  &  Manufacturing  Co.  could 
have  brought  suit,  it  did  not  do  so.  It  could  have  waived  enforcing 
any  liability  and  the  taxpayer  would  not  have  been  liable  to  pay  out 
any  money  under  the  contract  unless  the  other  party  thereto  required 
it  to  do  so.  There  might  have  been  considerations  which  would  have 
induced  the  other  party  to  the  contract  not  to  enforce  any  liability. 
In  this  respect  the  liability  was  contingent  and  not  definitely  known  in 
1920. 

For  the  foregoing  reasons,  it  is  our  opinion  that  the  taxpayer  is 
not  entitled  to  any  deduction  with  respect  to  the  breach  of  contract 
in  1920. 

Judgment  unit  ~be  entered  for  the  Commis¬ 
sioner. 


R.  C.  Middleton,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  10845.  Decided  October  27,  1926. 

Held ,  that  the  debt  with  respect  to  which  the  petitioner  claimed 
a  deduction  in  his  return  was  not  ascertained  to  be  worthless 
in  1922. 

Basil  A.  I Vood,  Esq.,  for  the  petitioner. 

Henry  Ravenel ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  tax  for  1922  in  the  amount  of  $329.07.  The  deficiency  arises 
on  account  of  the  action  of  the  Commissioner  in  disallowing  as  a 
deduction  a  portion  of  a  bad  debt  charged  off  by  the  taxpayer  during 
the  year  1922. 

FINDINGS  OF  FACT. 

The  taxpayer,  during  1908  and  for  several  years  subsequent  there¬ 
to,  was  a  stockholder  and  the  president  of  the  Cahaba  Coal  Co., 
a  corporation  engaged  in  the  business  of  mining  and  selling  coal  in 
Alabama.  The  company  was  organized  in  1908.  It  became  indebted 
to  the  taxpayer  on  account  of  money  paid  out  for  the  corporation 
and  for  money  advanced  to  it,  for  all  of  which  it  gave  the  tax¬ 
payer  its  promissory  notes  aggregating  $25,600.  The  taxpayer  under¬ 
took  to  collect  these  notes  from  the  corporation  without  success, 
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and  on  September  3,  1913,  the  corporation  passed  a  resolution  ac¬ 
knowledging  the  debts  and,  not  being  in  a  position  to  pay  them 
at  that  time,  authorized  the  secretary  to  enter  appearance  for  the  cor¬ 
poration  in  a  suit  which  the  taxpayer  was  then  about  to  bring  and 
to  confess  judgment  for  the  amount  of  the  notes  together  with  costs. 
A  judgment  was  entered  on  September  5,  1913. 

From  1913  until  the  taxable  year  1922  and  subsequently,  the  tax¬ 
payer  undertook  without  success  to  collect  the  judgment  or  some 
part  of  it. 

The  corporation  on  March  1,  1913,  and  until  November  3,  1913, 
owned  about  7,500  acres  of  mineral  lands,  together  wTith  mining 
equipment,  certain  accounts  receivable,  and  one  or  more  judgments 
against  creditors,  while  at  that  time  it  was  heavily  indebted  and 
without  sufficient  cash  on  hand  to  pay  its  debts. 

On  November  3,  1913,  a  mortgage,  which  the  Cahaba  Coal  Co., 
had  given  to  the  Title  Guarantee  &  Trust  Co.,  as  trustee,  to  secure 
a  bond  issue,  was  foreclosed  and  all  the  property  and  assets  of  the 
corporation,  with  the  exception  of  its  stock  of  merchandise  in  the 
commissary  and  its  bills  or  accounts  receivable  which  were  not 
included  in  the  trust  deed,  was  conveyed  to  the  taxpayer  as  trustee, 
with  the  right  to  sell  the  property  for  the  purpose  of  paying  the 
bonds  and  debts  of  the  corporation,  including  the  debt  owing  to  the 
taxpayer.  The  taxpayer  made  many  efforts  to  sell  the  property 
from  the  date  of  the  execution  of  the  deed  in  November,  1913,  up 
until  August  3,  1921,  without  success.  He  had  hopes  of  realizing 
something  from  a  judgment  which  the  corporation  had  against  one 
Francis. 

Executions  were  issued  prior  to  1921  by  the  taxpayer  on  his  judg¬ 
ment  and  they  were  returned  unsatisfied  because  no  goods,  chattels 
or  property  of  the  corporation  could  be  located. 

For  a  portion  of  the  money  loaned  by  the  taxpayer  to  the  cor¬ 
poration,  the  corporation  issued  stock  to  the  taxpayer  to  secure  the 
indebtedness  which  the  taxpayer  held  for  that  purpose.  In  1921  the 
taxpayer  deeded  all  of  the  property  which  had  been  conveyed  to  him 
in  trust  back  to  the  bondholders,  which  terminated  the  trust  agree¬ 
ment  which  had  existed  up  to  that  time. 

Up  to  and  during  1922,  the  taxable  year  involved,  and  subsequent 
thereto,  the  taxpayer  has  made  efforts  to  collect  the  indebtedness. 

In  his  income-tax  return  for  1921  the  taxpayer  claimed  a  deduction 
of  $3,000  on  account  of  the  Cahaba  judgment,  and  in  his  return  for 
1922  he  originally  claimed  as  a  deduction  $6,500.  In  his  amended 
return  for  1922  he  claimed  a  deduction  of  $8,600,  and  in  his  1923 
return  he  claimed  a  $4,500  deduction  on  account  of  the  Cahaba  debt, 
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but  did  not  claim  any  deduction  in  respect  to  that  debt  in  his  returns 
for  1924  and  1925,  although  there  still  remained  of  the  original 
sum  $9,500. 

OPINION. 

i 

Trammell:  The  question  presented  is  whether  the  taxpayer  is 
entitled  to  the  deduction  of  $8,600  which  he  charged  off  in  1922  with 
respect  to  the  $25,600  debt  due  by  the  Cahaba  Co. 

We  are  not  convinced  from  the  evidence  that  the  taxpayer  ascer¬ 
tained  the  debt  to  be  worthless  in  whole  or  in  part  in  1922.  The 
circumstances  which  were  known  by  the  taxpayer  in  1922  were 
known  by  him  in  1921  or  in  prior  years.  Practically  the  same  sit¬ 
uation  had  existed  since  1913  that  existed  in  1922,  the  only  change 
being  that  tne  taxpayer  turned  back  to  the  bondholders  certain 
property  that  he  held  in  trust  for  them  and  himself.  His  claim 
was  inferior  (o  the  claim  of  the  bondholders,  but,  if  the  bondholders 
had  been  able  to  realize  anything  on  the  property  in  excess  of  the 
amount  due  them,  the  taxpayer  would  have  been  entitled  to  have 
the  difference  applied  on  his  debt.  In  any  event,  this  transaction 
occurred  in  1921  and  there  appears  to  be  nothing  that  occurred  in 
1922  to  indicate  the  worthlessness  of  the  debt  in  that  year. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner. 


Martin  Veneer  Company,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  4769.  Decided  October  27,  1926. 

The  deduction  on  account  of  loss  by  fire  is  allowable  in  the  year 
during  which  the  property  was  destroyed,  although  the  amount  of 
the  loss  was  not  ascertained  until  a  subsequent  year. 

William  S.  Pritchard ,  Esq.,  for  the  petitioner. 

W.  Frank  Gibbs ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 

income  and  profits  taxes  for  1920  in  the  amount  of  $2,173.06.  The 

deficiency  results  from  the  disallowance  by  the  Commissioner  of 

depreciation  claimed  by  the  taxpayer  and  the  disallowance  of  a 

loss  bv  fire. 

* 

FINDINGS  OF  FACT. 

The  taxpayer  is  an  Alabama  corporation,  with  its  office  at  Brewton. 
A  part  of  its  mills  were  located  at  Bluff  Springs,  Fla.,  on  the  Es- 
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cambria  River,  twenty  miles  from  where  the  office  is  located.  It  is 
engaged  in  the  business  of  manufacturing  lumber  and  veneer. 

The  taxpayer  operated  a  general  store  in  connection  with  its  mills 
at  Bluff  Springs.  During  the  night  of  December  30,  1919,  the  store 
caught  fire.  During  the  progress  of  the  fire  a  portion  of  the  merchan¬ 
dise  was  salvaged.  There  was  some  fire  and  smoke  where  the  build¬ 
ing  stood  on  January  1,  1920,  but  the  building  and  merchandise 
were  destroyed  before  midnight  of  December  31,  1919.  The  in¬ 
surance  was  not  adjusted  until  January,  1920.  The  taxpayer  claimed 
the  loss  in  its  return  for  1920.  The  Commissioner  disallowed  the 
loss  for  1920.  The  total  loss  was  $5,833.18.  Insurance  in  the  amount 
of  $1,500  was  paid  January  28,  1920.  The  loss  on  account  of  the 
fire,  not  covered  by  insurance,  was  $4,333.18. 

The  taxpayer  in  its  return  for  1920  took  a  lump  sum  deduction  . 
on  account  of  depreciation  of  its  property  and  plant  in  the  amount 
of  $2,985.70. 

The  Commissioner  disallowed  certain  deductions  claimed  by  the 
taxpayer  as  expense.  This  amount  was  capitalized  and  it  increased 
the  taxpayer’s  depreciation  allowance  by  $117.16. 


OPINION. 

Trammell  :  With  respect  to  the  loss  by  fire,  the  question  is,  When 
was  the  loss  sustained?  The  fire  started  on  the  night  of  December 
30,  1919,  and  there  was  some  fire  and  smoke  on  the  premises  where 
the  building  stood  after  midnight  of  December  31,  but  at  that  time 
the  building  had  been  destroyed.  What  remained  after  that  time 
was  of  no  value.  It  is  true  that  the  exact  amount  of  the  loss  was 
not  ascertained  because  the  insurance  had  not  been  adjusted.  It  is 
not  material  when  the  amount  of  the  loss  was  ascertained. 

On  the  question  of  the  amount  of  the  deduction  allowable  on 
account  of  the  exhaustion,  wear  and  tear  of  assets,  the  evidence 
introduced  was  not  sufficient  to  overcome  the  presumption  of  the 
correctness  of  the  determination  of  the  Commissioner. 

Judgment  will  ~be  entered  for  the  Com¬ 
missioner. 


Max  M.  Lowenstein,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  8245.  Decided  October  27,  1926. 

Sydney  J .  Hayles ,  C.  P.  A .,  for  the  petitioner. 

Henry  Ravenel ,  Esq.,  for  the  respondent. 
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This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  tax  in  the  amount  of  $147.25  for  the  calendar  year  1922.  The 
matter  was  submitted  upon  petition  and  answer,  no  testimony  having 
been  introduced. 

OPINION. 

Trammell:  The  petition  alleged  that  the  taxpayer  employed  a 
chauffeur  for  business  purposes  and  paid  him  $700  per  year  on  account 
of  such  employment  during  the  taxable  year.  The  salary  of  the 
chauffeur  was  disallowed  by  the  Commissioner  upon  the  ground 
that  it  was  not  an  ordinary  and  necessary  business  expense  but  was 
a  personal  living  or  family  expense. 

The  answer  of  the  Commissioner  makes  no  admission  of  facts, 
except  the  jurisdictional  allegations  in  the  petition.  In  view  of  the 
fact  that  the  material  facts  alleged  in  the  petition  were  not  sus¬ 
tained  by  evidence,  the  determination  of  the  Commissioner  must  be 
approved. 

Judgment  will  be  entered  for  the  Com¬ 
missioner. 


D.  H.  Brown,  by  James  A.  Mitchell,  Guardian,  Petitioner,  v. 

Commissioner  of  Internal  Revenue,  Respondent. 

Docket  Nos.  5633,  5634.  Decided  October  27,  1926. 

Held,  on  the  evidence,  that  the  debts  were  not  shown  to  have 
been  ascertained  to  be  worthless  during  the  taxable  year  involved. 

Frank  M.  Dixon ,  Esq .,  for  the  petitioner. 

W.  Frank  Gibbs ,  Esq.,  for  the  respondent. 

These  are  proceedings  for  the  redetermination  of  deficiencies  in 
income  tax  for  1918,  1919  and  1920,  in  the  amounts  of  $2,730.18, 
$31.69  and  $7,086.47,  respectively.  The  deficiencies  arise  on  account 
of  the  action  of  the  Commissioner  in  disallowing  as  deductions  bad 
debts  and  a  loss  on  account  of  advances  to  a  corporation  of  which 
petitioner’s  ward  was  the  principal  stockholder. 

FINDINGS  OF  FACT. 

The  petitioner’s  ward,  D.  H.  Brown,  was  adjudged  insane  in 
1924,  and  the  petitioner  was  duly  appointed  and  qualified  as  his 
guardian  and  instituted  these  proceedings  in  that  capacity.  D.  H. 
Brown  is  at  this  time  incarcerated  in  an  insane  asylum. 
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For  several  years  prior  to  1918,  D.  H.  Brown  had  been  engaged 
in  the  coal  brokerage  business  as  an  individual,  under  the  name  of 
D.  H.  Brown  &  Co.,  with  offices  in  Birmingham,  Ala.  The  business 
was  that  of  middleman — bringing  seller  and  buyer  of  coal  together, 
and  also  buying  and  selling  coal.  Paul  Lanier  was  employed  as 
manager  of  the  business. 

In  April,  1918,  a  corporation  known  as  the  Ajax  Coal  &  Mining 
Co.  was  organized  with  a  capital  stock  of  $10,000,  of  which  Brown 
subscribed  and  paid  for  $9,000  in  cash,  and  Lanier  $1,000  in  cash. 
Thus  Brown  became  the  owner  of  nine-tenths  of  the  capital  stock. 
That  corporation  acquired  a  small  tract  of  mining  property  on 
which  a  wagon  mine  was  then  being  operated,  and  acquired  forty 
acres  on  which  it  owned  the  mineral  rights  and  a  lease  on  another 
forty  acres  with  two  or  three  years  to  run  at  the  time  of  the 
organization  of  the  corporation.  The  royalties  required  to  be  paid 
were  unusually  high,  being  considerably  higher  than  any  other 
royalties  in  that  territory.  The  seam  of  coal  acquired  by  the  cor¬ 
poration  had  a  slope  of  about  85  degrees.  By  reason  of  the  pitch  of 
the  coal  the  timbering  cost  was  at  least  35  cents  a  ton  above  the  aver¬ 
age.  The  workings  were  spread  over  a  distance  of  3,000  feet,  neces¬ 
sitating  a  long  haul  and  abnormal  handling  charges.  The  miners 
were  paid  by  the  car.  although  the  coal  was  sold  by  the  ton,  and  no 
weighing  device  was  installed  to  verify  the  weights.  On  account 
of  these  circumstances,  the  corporation  could  not  successfully  operate 
the  mine  and  could  not  compete  with  other  concerns. 

In  addition  to  the  money  paid  out  by  Brown  in  acquiring  the 
capital  stock  of  the  Ajax  Co.,  in  the  latter  part  of  1918  and  the 
first  part  of  1919,  Brown  advanced  to  that  corporation  a  total  of 
$35,000,  and  about  the  first  of  February,  1918,  he  received  from  that 
corporation  notes  in  the  amount  of  $35,000,  payable  to  him,  repre¬ 
senting  the  money  he  had  advanced. 

In  addition  to  the  above  advances,  Brown  made  further  advances 
in  1921,  1922  and  1923,  until,  at  the  end  of  1923,  a  total  of  $87,631.91 
had  been  advanced.  Of  the  $35,000  advanced  up  to  February,  1919, 
$7,000  was  repaid,  leaving  $28,000  of  the  advances  unpaid. 

The  books  of  D.  H.  Brown  &  Co.  showed  all  the  transactions  in 
the  coal  brokerage  business  and  some  of  the  transactions  of  D.  H. 
Brown  personally,  but  did  not  contain  a  complete  record  of  all  of 
Brown’s  transactions. 

In  1918  the  Ajax  Co.  lost  from  operations  $17,793.98.  In  1919  it 
made  a  profit  of  $3,419.19,  and  in  1920  a  profit  of  $12,937.89.  From 
1921  to  1925,  inclusive,  it  sustained  losses,  and  in  1925  it  was  ad¬ 
judged  a  bankrupt. 

Brown,  in  his  income-tax  return  for  1918,  took  a  deduction  of 
$15,000  as  a  loss  on  account  of  advances  made  to  the  Ajax  Co.  In 
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his  return  for  1920  he  claimed  $15,976.70  as  a  deduction  on  account 
of  bad  debts,  and  $8,076.23  as  a  deduction  on  account  of  “  losses  and 
adjustments.”  The  Commissioner  conceded  the  deductibility  of 
$6,239.04  of  the  total  amount  claimed. 

The  debts  sought  to  be  deducted  are  as  follows : 


George  O.  Berry _  $702.  53 

Farmer’s  Cotton  Oil  &  Trading  Co _  1,  593.  45 

Gulf  &  Ship  Island  Ry.  Co _ 4, 110.  92 

New  Orleans  Coal  Co _  2,  332.  32 

Southern  Railway  Co _  450.  90 

Southern  Railway  Co _  3,  340.  65 

Pratt  Engineering  Co _  2,  500.  00 

Atlanta  &  St.  Andrews  Bay  Ry.  Co _  1,  448.  55 

Gulf  States  Steel  Co _  826.  40 

W.  M.  Murray _  59. 10 

W.  H.  Medlin _  153.63 

Gude  &  Co _ _  189.15 


Practically  all  of  the  above  amounts  represented  indebtedness  on 
account  of  coal  shipped  during  1920. 

The  books  of  the  taxpayer,  while  kept  on  the  calendar  year  basis, 
were  not  actually  closed  until  a  few  days  before  the  15th  of  March, 
1921,  being  held  open  until  the  income-tax  return  was  about  ready 
to  be  filed. 

The  facts  and  circumstances  relating  to  the  various  acounts  are 
as  follows: 

The  taxpayer  had  general  information  that  Berry  was  nearly  in¬ 
solvent  and  the  chances  of  collection  of  his  debt  looked  very  doubt¬ 
ful.  The  account  was  paid  in  1922.  The  coal  for  which  the  account 
was  due  was  sold  fo  Berry  in  December,  1920.  He  was  written  a 
letter  for  the  first  time  asking  for  payment  the  latter  part  of  Janu¬ 
ary,  1921. 

The  account  of  the  Farmer’s  Cotton  Oil  &  Trading  Co.  was  for 
coal  sold  during  December,  1920.  A  partial  payment  was  made  on 
the  account  January  17,  1921,  another  payment  was  made  February 
4,  1921,  and  another  payment  March  3,  1921,  making  a  total  amount 
paid  on  the  account  of  $909.85,  which  was  paid  on  or  before  March 
3,  1921,  leaving  a  balance  of  $1,593.45  unpaid  when  the  income-tax 
return  for  1921  was  prepared.  This  company  became  financially 
involved  in  1921  and  either  offered  a  creditors’  settlement  or  went 
into  bankruptcy  in  that  year. 

The  Gulf  &  Ship  Island  Railway  Co.  was  indebted  to  the  taxpayer 
for  coal  shipped  over  its  line  to  a  purchaser  but  which  was  con¬ 
fiscated  and  used  by  the  company.  The  coal  was  shipped  on  Novem¬ 
ber  30,  1920.  It  was  confiscated  shortly  thereafter,  before  it  reached 
its  destination.  The  Gulf  &  Ship  Island  Railway  Co.  was  in  exist- 
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ence  and  operating  its  railroad  up  until  about  1925,  when  the  Illi¬ 
nois  Central  Railroad  Co.  purchased  it.  The  greater  part  of  this  ac¬ 
count  was  paid  during  1921,  some  of  it  being  paid  later. 

The  account  of  the  New  Orleans  Coal  Co.  was  for  coal  sold  and 
shipped  during  November  and  December,  1920.  The  New  Orleans 
Coal  Co.  was  a  large  concern,  to  which  the  taxpayer  shipped  large 
quantities  of  coal.  That  company  claimed  that  it  never  received  the 
coal  represented  by  the  account  and  denied  liability. 

The  account  against  the  Southern  Railway  Co.,  in  the  amount  of 
$450.90,  was  for  coal  which  the  taxpayer  claimed  the  railroad  had 
confiscated.  This  the  Railroad  Company  denied.  The  account  was 
finally  settled  in  May,  1921. 

The  account  against  the  Southern  Railway  Co.,  in  the  amount  of 
$3,340.65,  was  divided  into  two  accounts,  one  for  $3,278.25  for  coal 
shipments,  and  the  other  for  $62.40  for  a  claim  of  some  nature.  The 
account  was  paid  in  March,  1921.  The  account  was  charged  off  the 
books  because  it  was  sixty  days  past  due  and  the  taxpayer  “  had  no 
way  of  telling  whether  the  Southern  would  go  into  the  hands  of  a 
receiver  or  not.” 

The  Atlanta  &  St.  Andrews  Bay  Railway  Co.  owed  a  balance 
of  $1,448.55,  on  account  of  coal  sold  and  shipped  during  the  latter 
part  of  1920,  which  represented  confiscations  of  coal  that  had  been 
taken  off  of  other  accounts  and  charged  to  the  railroad.  It  was  paid 
during  1921. 

The  Gulf  States  Steel  Co.’s  account  at  the  end  of  1920  was 
$826.40.  It  denied  liability  for  this  coal  upon  the  ground  that  it  had 
never  received  it.  This  amount  of  coal  never  arrived  at  the  plant  of 
the  Steel  Company.  It  remained  charged  to  that  company  until  the 
taxpayer  located  the  coal  and  determined  where  it  went.  It  was 
finally  charged  to  railroads  that  had  confiscated  it  and  was  paid  for 
by  them. 

The  account  against  W.  M.  Murray,  in  the  amount  of  $59.10,  was 
denied  by  Murray  upon  the  ground  that  the  coal  shipped  him  was  of 
an  inferior  quality.  The  taxpayer  acknowledged  this  fact  and  made 
an  allowance  to  Murray. 

The  account  of  W.  H.  Medlin,  in  the  amount  of  $153.63,  repre¬ 
sented  the  unpaid  balance  due  on  coal  sold  in  October,  1920.  The  ac¬ 
count  had  not  been  paid  up  to  March,  1921,  and  at  that  time  Medlin’s 
affairs  were  in  bad  shape.  Later,  in  1921,  he  made  a  compromise 
settlement  and  the  taxpayer  accepted  $55  in  settlement. 

The  account  against  Gude  &  Co.  was  for  coal  sold  the  latter  part 
of  1920  but  which  had  not  been  paid  for  at  the  time  the  books  were 
closed  in  March,  1921. 
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The  Pratt  Engineering  Co.  had  not  paid  its  account  up  to  March, 
1921.  It  was  in  bad  financial  condition  and  in  1921  made  a  settle¬ 
ment  with  its  creditors  and  paid  approximately  50  per  cent. 

OPINION. 

Trammell:  The  first  question  involved  is  whether  the  taxpayer, 
D.  H.  Brown,  is  entitled  to  a  deduction  in  1918  or  1919  with  respect 
to  advances  made  to  the  Ajax  Co.,  and  whether  he  is  entitled  to  a 
loss  with  respect  to  his  investment  in  the  stock  of  that  company. 

During  1918  and  1919  the  Ajax  Co.  was  a  going  concern.  It 
had  net  profits  during  1919  and  1920  and  there  is  no  evidence  to 
show  that  it  was  not  solvent.  There  is  no  evidence  that  the  account 
due  by  that  company  on  account  of  the  advances  was  ascertained  to 
be  worthless  either  in  1918  or  1919.  There  is  no  evidence  that  Brown 
exercised  bad  judgment  in  his  control  of  the  corporation  in  acquir¬ 
ing  the  properties  which  the  corporation  operated.  The  royalties 
required  to  be  paid  were  unusually  high  and  the  coal  could  not  be  as 
economically  mined  and  handled  as  other  coal,  but  these  facts  did 
not  establish  the  worthlessness  of  the  debt  due  by  that  corporation 
or  the  worthlessness  of  the  company’s  stock. 

With  respect  to  the  debts  charged  off  before  the  closing  of  the 
books  for  1920  in  March,  1921,  the  evidence  does  not  convince  us 
that  they  were  ascertained  to  be  worthless  during  the  taxable  year 
1920. 

Judgment  wiU  be  entered  for  the  Com - 
missioner. 


Julius  Goldenberg,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  6544.  Decided  October  27,  1926. 

Evidence  examined  and  held  insufficient  to  establish  the  existence 
of  a  partnership  during  the  taxable  years. 

Alexander  E.  Marshall,  Esq.,  for  the  petitioner. 

Arthur  E.  Fast ,  Esq.,  for  the  respondent. 

i 

Littleton:  The  Commissioner  held  that  there  were  deficiencies 
in  income  tax  of  the  petitioner  for  the  calendar  years  1920,  1921, 
1922,  and  1923,  in  the  amounts  of  $1,739.76,  $1,538.18,  $1,086.96, 
and  $739.31,  respectively. 

The  petitioner  claims  that  he  was  a  member  of  a  partnership  com¬ 
posed  of  himself,  his  wife,  and  his  sister  during  the  years  1920  to 
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1922,  inclusive,  and  that  during  1923  his  son-in-law,  Lester  J.  Dern- 
berg,  was  also  a  member  of  this  partnership.  The  Commissioner 
held  that  no  valid  partnership  existed  and  taxed  the  net  income  of 
the  business  to  the  petitioner. 

FINDINGS  OF  FACT. 

For  a  number  of  years  petitioner  has  been  engaged  as  a  wholesale 
dealer  in  poultry,  butter  and  eggs  under  the  trade  name  of  Golden- 
berg  Brothers.  He  began  business  in  1890  in  partnership  with  one 
Wolf.  This  partnership  was  dissolved  a  short  time  thereafter  when 
petitioner  and  his  brother,  Herman  Goldenberg,  formed  a  partner¬ 
ship  under  the  firm  name  of  Goldenberg  Brothers.  Herman  died  in 
1912  and  petitioner  purchased  his  interest  from  his  estate  and  con¬ 
tinued  the  business  under  the  same  name. 

Early  in  1919  the  last  of  the  petitioner’s  four  brothers  died,  leav¬ 
ing  him  the  sole  support  of  Ida  Goldenberg,  his  unmarried  and  only 
sister,  who  was  non  compos  mentis .  Petitioner  furnished  his  sister 
with  a  home,  paid  all  of  her  expenses,  and  employed  an  attendant 
and  housekeeper  to  care  for  her. 

About  the  middle  of  1919,  petitioner  was  disabled  as  a  result  of 
being  struck  by  an  automobile  and  was  unable  to  leave  the  hospital 
until  the  latter  part  of  that  year.  Upon  his  recovery  he  discussed 
with  his  wife  his  desire  to  give  her  and  his  sister  an  interest  in  the 
profits  of  his  business,  and  it  was  orally  agreed  that  their  interest 
from  January  1, 1920,  should  be  as  follows :  Julius  Goldenberg,  45  per 
cent ;  Elsie  Goldenberg,  his  wife,  45  per  cent ;  Ida  Goldenberg,  his  sis¬ 
ter,  10  per  cent.  Neither  Elsie  Goldenberg  nor  Ida  Goldenberg  con¬ 
tributed  either  money  or  services  to  the  business.  At  no  time  was 
anything  said  concerning  the  losses  of  the  business. 

Early  in  1920,  Lester  J.  Dernberg,  a  son-in-law  of  Julius  Golden¬ 
berg,  was  employed  to  handle  purchases  and  sales.  He  was  paid 
a  regular  salary,  which  was  increased  from  time  to  time.  In  1923 
Goldenberg  informed  Dernberg  that  he  was  giving  him  a  25  per  cent 
interest  in  the  business.  Petitioner  thereupon  reduced  the  per¬ 
centages  of  himself  and  wife  to  32^  per  cent  each;  the  percentage 
of  Ida  Goldenberg  theretofore  fixed  remained  the  same. 

Dernberg  contributed  no  money  to  the  business.  He  continued  to 
perform  the  same  service  as  he  had  theretofore  been  rendering. 
Nothing  was  ever  said  by  anyone  as  to  who  should  bear  any  losses 
which  the  business  might  sustain.  In  1923  Dernberg  was  paid  an 
amount  in  excess  of  the  salary  theretofore  paid  to  him  but  less  than 
25  per  cent  of  the  profits  of  the  business. 

During  the  taxable  years  the  business  was  carried  on  just  as  it 
had  been  in  years  prior  to  1920.  A  complete  set  of  books  was  main- 
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tained,  but  no  entry  was  made  thereon  indicating  that  anyone  other 
than  Julius  Goldenberg  was  interested  in  the  business.  The  reason 
given  for  this  was  that,  since  the  arrangement  was  a  family  affair 
and  as  it  was  necessary  to  borrow  money  from  time  to  time,  it  was 
considered  advisable  so  far  as  the  public  was  concerned  that  the  busi¬ 
ness  continue  as  the  individual  business  of  Julius  Goldenberg.  Dur¬ 
ing  1920  and  subsequent  years  petitioner  expended  such  sums  as  were 
necessary  for  the  care  and  support  of  his  sister,  whether  greater 
or  less  than  10  per  cent  of  the  profits,  and  charged  the  same  to  an 
account  in  her  name  upon  the  books.  From  time  to  time  Elsie 
Goldenberg  was  paid  such  sums  as  she  desired  for  personal  and 
household  uses. 

Partnership  returns  were  filed  for  each  of  the  taxable  years,  in 
which  the  interests  and  the  distributive  shares  of  the  aforementioned 
individuals  were  shown  as  follows : 


1920. 

1921. 

1922. 

1923. 

Per 

cent. 

Amount. 

Per 

cent. 

Amount. 

Per 

cent. 

Amount. 

' 

Per 

cent. 

Amount. 

Julius  Goldenberg... . 

Elsie  Goldenberg _ 

Lester  J.  Dernberg _ 

43  M 
43J4 

$6, 480.  63 
6, 480.  62 

50 

50 

$7, 001. 63 
7, 001.  62 

50 

50 

$5,  634.  46 
5, 634. 47 

37H 

37M 

25 

$3, 116.  70 
3, 116.  69 
2, 056.  28 
i  1, 168.  70 

Ida  G.  Goldenberg... 

13 

1, 969.  21 

684. 38 

i  565.  65 

Drawing  account. 


Julius  Goldenberg  was  paid  a  salary  of  $6,500,  one-half  of  which 
was  reported  by  his  wife,  Elsie  Goldenberg,  in  her  separate  return. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner. 


Appeal  of  Cornelius  Lumber  Co. 

Docket  No.  4273.  Decided  October  27,  1926. 

1.  During  1920  taxpayer  made  advances  totaling  $98,140.27 
against  lumber  as  cut  and  which  was  to  be  on  its  order.  The 
contract  between  the  parties  provided  that  upon  the  receipt 
of  bills  of  lading  the  taxpayer  should  remit  to  the  Plantation 
Co.  the  invoice  price  of  the  lumber  after  deducting,  among  other 
items,  the  amount  of  $30  or  $35  a  thousand,  depending  upon  the 
grade  of  lumber,  to  cover  advances  of  this  amount  theretofore 
made.  In  November,  1920,  the  Plantation  Co.  became  insolvent  and 
ceased  operations,  and  taxpayer  discovered  that  the  company 
was  short  393,000  feet  of  lumber  which  it  had  reported  as  being 
ready  for  shipment,  and  against  which  taxpayer  had  made 
advances.  In  November,  1920,  taxpayer  took  possession  under 
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the  contract  of  all  lumber  in  the  yards  of  the  value  of  $50,062.08. 

Held,  that  taxpayer  sustained  a  loss  in  1920  of  $48,078.19. 

2.  Deduction  for  a  worthless  debt  allowed. 

3.  The  Commissioner’s  determination  of  the  deduction  for  1920 
as  reasonable  compensation  for  officers  approved. 

George  D.  Wick ,  Esq.,  and  Atwood  Burt ,  C.  P.  A .,  for  the  peti¬ 
tioner. 

George  G.  Witter ,  Esq.,  for  the  Commissioner. 

The  Commissioner  determined  a  deficiency  for  the  calendar  year 
1920  of  $12,045.28.  It  is  claimed  by  the  taxpayer  that  (1)  in  1920 
it  made  certain  advances,  amounting  to  $98,140.27,  against  lumber 
to  be  shipped  on  its  order,  under  a  contract  providing  that  in  the 
event  the  Plantation  Co.  failed  to  perform  its  part  of  the  contract 
the  taxpayer  should  take  possession  of  all  lumber  on  hand ;  that  this 
contract  was  breached  by  the  Plantation  Co.,  which  became  insolvent 
in  1920;  that  in  November  of  that  year  taxpayer  took  possession  of 
the  lumber  on  hand  and  immediately  inventoried  it  at  $50,062.08, 
as  a  result  of  which  it  was  entitled  to  a  deduction  of  $48,078.19,  as 
loss  sustained;  (2)  it  is  entitled  to  a  deduction  of  $2,006.71  for  a 
worthless  debt;  and  (3)  $41,400  should  have  been  allowed  as  a  de¬ 
duction  for  officers’  compensation,  instead  of  $24,050,  as  allowed  by 
the  Commissioner. 


FINDINGS  OF  FACT. 

The  taxpayer  is  a  Missouri  corporation  organized  in  June,  1919, 
and  engaged  in  the  sale  of  lumber  at  wholesale,  with  principal  office 
at  St.  Louis.  It  kept  its  books  and  rendered  its  returns  upon  the 
accrual  basis. 

On  February  3,  1920,  the  taxpayer  entered  into  a  contract  with 
certain  individuals  doing  business  under  the  name  of  the  Sycamore 
Plantation  Co.,  which  contract  provided — 

In  consideration  of  your  causing  cash  to  be  advanced  on  manufactured 
lumber  as  hereinafter  set  forth,  we,  John  E.  Osborn  and  John  T.  Meek,  doing 
business  as  the  Sycamore  Plantation  Company,  at  Osmeek,  La.,  hereby  ap¬ 
point  you,  our  exclusive  selling  agent  for  the  entire  cut  of  our  one  band  and 
one  circular  sawmills,  and  the  Flowns  circular  contract  sawmill  located 

in -  parishes,  Louisiana,  and  which  said  mills  we  estimate  will  produce 

approximately  ten  million  feet  of  red  and  sap  gum,  red  and  white  oak,  white 
ash,  cypress,  etc.,  during  the  year  nineteen  twenty,  and  which  we  guarantee 

will  produce  at  least  three  million  feet  during  said  period. 

*  *  *  *  *  *  * 

In  consideration  of  our  appointing  you  our  exclusive  sales  agent  you  agree 
to  make  us  an  advance  of  $35.00  per  thousand  on  all  #2  Common  and 
Better  lumber  manufactured  at  above  three  mills,  for  the  first  ninety  (90) 
days  of  this  contract  after  which  time  the  said  advance  shall  be  at  the  rate 
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of  $30.00  per  thousand  feet,  and  if  necessary  for  us  to  make  any  advances  on 
#3  Common  with  said  contract  mill,  you  are  to  make  us  the  same  advances 
as  we  make  said  mill.  In  consideration  of,  and  as  security  for  these  advances 
to  be  made  every  two  weeks  after  the  lumber  has  been  put  in  pile  (but  no 
total  cash  advance  at  any  time  to  exceed  one  hundred  thousand  dollars 
($100,000.00),  we  agree  to  furnish  you  notes  and  mortgages  in  accordance 
with  the  law  of  the  State  of  Louisiana,  guarantying  the  lumber  at  the  time 
of  delivery  to  you  free  of  all  liens,  taxes,  labor  bills  of  every  description,  and 
we  to  furnish  certificates  from  the  Parish  Clerk  setting  forth  that  there  are 
no  judgments,  suits  or  claims,  the  foregoing  is  to  be  done  and  evidence  thereof 
furnished  bank  in  Louisiana  which  you  shall  authorize  to  pay  us  a  sum  equal 
to  such  notes  and  mortgages  from  time  to  time  when  presented  by  us  to  such 
bank. 

We  will  furnish  lease  on  the  ground  upon  which  said  lumber  is  piled  to 
cover  a  period  of  time  until  all  lumber  manufactured  under  this  contract  is 
shipped,  and  without  cost  to  you. 

*  *  *  *  •  *  *  * 

We  agree  to  pay  you  a  selling  commission  of  twelve  per  cent  (12%)  on  the 
invoice  value,  which  shall  be  due  and  payable  'when  cars  are  shipped,  which 
shall  cover  and  include  cash  discount. 

At  the  time  of  shipment  this  will  be  your  authority  to  deduct  the  $35.00 
or  $30.00  per  thousand  which  may  have  been  advanced  as  provided  in  section 
seven,  same  to  be  used  in  liquidating  the  notes  for  the  cash  advanced  on  this 
lumber,  and  to  retain  in  addition  to  this  advance  a  sum  equal  to  $10.00  per 
thousand  as  a  Sinking-Fund  with  which  to  retire  our  advance  and  indebtedness 
to  you,  the  balance  of  the  face  of  the  invoice  to  be  remitted  upon  receipt  of 
bills  of  lading,  after  deducting  the  aforesaid  $45.00  or  $40.00  per  thousand  feet 
advance  and  Sinking-Fund,  interest,  commission,  estimated  freight  charges, 
etc.  The  final  settlement  on  freight  charges  to  be  made  monthly  as  actual 
freight  charges  are  ascertained. 

4*  fti#  ^  ftj.  ^ 

^  ^  ^  ^ 

If,  for  any  reason,  we  do  not  load  and  ship  the  lumber  in  accordance  with 
your  shipping  instructions  and  the  terms  and  agreements  herein,  all  unpaid 
cash  advances  and  other  indebtedness  will  immediately  become  due  and  pay¬ 
able,  and  this  will  be  your  authority  to  inspect,  measure,  haul,  load  and  ship 
all  the  lumber  under  this  contract  at  our  expense,  and  to  retain  the  full  value 
of  each  shipment  until  the  unpaid  advances  and  other  claims  under  this 
contract  have  been  liquidated.  You  to  have  the  full  use  of  all  the  facilities 
of  our  yard  to  ship  the  stock  referred  to,  and  without  cost  to  you. 

❖  sfc  ❖  *  :jc  *  * 

The  Plantation  Co.  rendered  taxpayer  weekly  statements  of  the 
amount  and  kind  of  lumber  stacked  on  the  land  leased  to  it  and 
ready  for  shipment.  The  Plantation  Co.  leased  to  the  taxpayer  the 
land  upon  which  such  lumber  was  to  be  piled.  From  time  to  time 
taxpayer  made  advances  to  the  Plantation  Co.  of  $30  or  $35  a* 
thousand  feet  for  lumber  which  the  Plantation  Co.  had  reported  as 
being  stacked  and  ready  for  shipment.  As  the  taxpayer  made  ad¬ 
vances  from  time  to  time  against  the  lumber  cut,  the  Plantation  Co. 
executed  its  lien  notes  for  the  amounts  advanced,  together  with 
chattel  mortgages  upon  the  lumber. 
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In  October,  1920,  taxpayer  discovered  that  the  Plantation  Co. 
was  short  393,000  feet  of  lumber,  which  it  had  reported  as  being 
stacked  in  the  yard  and  on  which  taxpayer  had  made  advances.  On 
November  9,  1920,  the  taxpayer  ascertained  that  the  Plantation  Co. 
was  insolvent,  was  unable  to  meet  its  pay  roll,  and  had  a  few  days 
prior  thereto  ceased  operations.  The  taxpayer  immediately  took 
possession  of  the  lumber  in  the  yard  under  the  terms  of  the  contract 
and  chattel  mortgages.  Between  November  9  and  15,  1920,  taxpayer 
made  a  complete  inventory  of  the  lumber  at  the  prevailing  market 
prices  and  determined  the  value  of  all  lumber  taken  over  to  be 
$50,062.08.  It  was  subsequently  sold  at  approximately  that  amount. 
At  the  time  the  lumber  was  taken  over  by  the  taxpayer,  the  net 
debit  to  the  account  of  the  Plantation  Co.,  all  of  which  represented 
advances  during  1920,  amounted  to  $98,140.27. 

The  taxpayer  claimed  that  it  was  entitled  to  an  inventory  loss  for 
1920  in  the  amount  of  $48,078.19,  the  difference  between  the  amount 
advanced  and  the  value  of  the  lumber  taken  over.  The  Commis¬ 
sioner  denied  this  claim  and  held  that  the  transaction  between  the 
Plantation  Co.  and  the  taxpayer  gave  rise  to  a  debt  which  was 
neither  ascertained  to  be  worthless  nor  charged  off  within  the  year. 
The  Plantation  Co.  was  adjudicated  a  bankrupt  in  January,  1921, 
and  its  affairs  closed. 

In  March,  1920,  the  American  Harvester  Co.  purchased  from  the 
taxpayer  certain  lumber  and  gave  in  payment  therefor  its  note  for 
$4,338.27.  During  the  year  the  note  was  reduced  by  payments  to 
$2,086.71.  In  the  latter  part  of  1920  the  debtor  became  insolvent. 
Prior  to  the  end  of  the  year  the  taxpayer,  through  its  manager,  at 
the  place  where  the  debtors’  offices  were  located,  made  every  effort 
to  collect  the  unpaid  portion  of  the  note,  without  success.  It  made 
a  careful  investigation  and  ascertained  that  the  company  was  without 
assets.  It  concluded  that  the  debt  was  worthless  and  charged  it  off 
within  the  year  1920.  Subsequently,  sometime  during  1921,  the 
taxpayer  discovered  four  threshing  machines  belonging  to  the  debtor 
and  caused  them  to  be  attached  and  sold.  Notes  were  given  by  the 
purchasers  to  the  taxpayer  for  the  machines  and  have  never  been 
paid. 

During  the  first  part  of  1920,  taxpayer’s  operations  were  profitable 
and  resulted  in  large  earnings  during  that  period.  In  June  or  July, 
1920,  there  was  a  marked  decline  in  the  price  of  lumber,  with  the 
result  that  taxpayer’s  operations  during  the  last  half  of  1920  were 
not  profitable. 

Prior  to  March,  1920,  the  entire  capital  stock  of  the  par  value  of 
$100,000  was  owned  51  per  cent  by  L.  E.  Cornelius,  president,  and  49 
per  cent  by  R.  W.  Siegel,  vice  president  and  treasurer.  Thereafter, 
J.  A.  Johnson  acquired  150  shares. 
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On  January  5,  1920,  at  a  meeting  of  the  directors,  the  following 
resolutions  were  adopted : 

On  motion,  duly  seconded,  it  was  ordered  that  the  officers  of  this  Company 
be  paid  the  following  salaries  in  equal  semi-monthly  installments,  to  wit :  The 
President  $800.00  per  month,  the  Vice-President  and  Treasurer  $400.00  per 
month,  the  Secretary  $250.00  per  month,  and  the  Assistant  Secretary  $175.00 
per  month. 

*  *  *  .  *  *  *  * 

Mr.  R.  W.  Siegel  offered  the  following  resolution: 

Be  it  resolved  that  a  stock  dividend  of  20%  on  the  capital  stock  of  this 
Company  be  and  the  same  is  hereby  declared,  and  that  the  same  be  charged 
to  the  surplus  account  of  this  Company  for  the  year  1919  as  shown  by  the 
statements  heretofore  submitted  to  this  meeting,  and  credited  to  capital 
account. 

******* 

Resolved,  further,  that  a  cash  dividend  be  and  the  same  is  hereby  declared, 
of  any  amount  recovering  in  said  surplus  account,  namely  $409.66,  being 
81.93  cents  per  share,  and  distributed  in  the  same  proportion. 

On  motion  said  resolution  was  adopted. 

At  a  special  meeting  of  the  directors  held  March  15,.  1920,  the 
following  resolutions  were  adopted : 

Mr.  J.  A.  Johnson,  a  stockholder  of  this  Company,  was  nominated  as  a 
Director  to  fill  the  vacancy  caused  by  the  resignation  of  Mrs.  Vera  L.  Cor¬ 
nelius,  and  a  ballot  being  had  he  was  declared  duly  elected  by  the  unanimous 
vote  of  the  members  present. 

Mr.  Vern  N.  Cornelius  offered  the  following  preamble  and 
resolution : 

Whereas,  by  reason  of  sundry  contracts  for  the  sale  of  the*  product  of  this 
Company  made  in  the  year  1919,  for  delivery  during  the  year  1920,  this  com¬ 
pany  expects  to  transact  a  greatly  increased  volume  of  business  during  the 
year  1920,  and 

Whereas,  said  increase  is  largely  due  to  the  activities  and  efficiency  of  the 
President.  Mr.  L.  E.  Cornelius,  and  the  Vice-President  and  Treasurer,  Mr. 
R.  W.  Siegel,  in  building  up  the  trade  and  good  will  of  this  company,  Now, 
Therefore, 

Resolved,  that  the  sum  of  thirty  thousand  ($30,000.00)  dollars  to  be  paid 
out  of  the  net  earnings  of  this  company  for  the  year  1920,  be  and  the  same 
is  hereby  appropriated  as  special  compensation  for  the  services  of  the  President 
and  of  the  Vice-President  and  Treasurer. 

Resolved,  further,  that  the  amount  so  appropriated  be  credited  to  L.  E. 
Cornelius  and  R.  W.  Siegel,  in  twelve  equal  monthly  installments,  as  follows : 


To  L.  E.  Cornelius.  $1,275.00  per  month _ $15,  300.  00 

To  R.  W.  Siegel,  $1,225.00  per  month _  14,  700.  00 


end  paid  to  them,  respectively,  or  to  their  heirs,  at  the  end  of  the  year  1920. 

On  motion,  duly  seconded,  the  foregoing  resolution  was  adopted  by 
unanimous  vote  of  those  present. 
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On  motion,  it  was  ordered  that  the  number  of  Vice-Presidents  of  this  com¬ 
pany  be  increased  from  one  to  two,  and  Mr.  J.  A.  Johnson  was  elected  Vice- 
President  to  fill  the  position  so  created.  On  motion  it  was  further  ordered 
that  the  salary  of  J.  A.  Johnson  as  such  Vice-President  shall  be  $500.00  per 
month,  to  relate  to  and  begin  on  the  1st  day  of  January,  1920. 

On  April  26,  1920,  a  special  meeting  of  the  directors  was  held,  the 
minutes  of  which  were  as  follows: 

A  special  meeting  of  the  Board  of  Directors  of  the  Cornelius  Lumber  Com¬ 
pany  was  held  at  the  Office  of  the  Company,  *  *  *  on  this  the  26th  day  of 

April,  1920,  at  2:00  P.  M. 

Those  present  were: 

L.  B.  Cornelius,  President,  Presiding, 

R.  W.  Siegel,  Vice-President  &  Treasurer, 

J.  Albert  Johnson,  Vice-President, 

Vern  N.  Cornelius,  Secretary,  and 
Roy  R.  Siegel, 

when  the  following  proceedings  were  had : 

On  motion  duly  made  and  seconded  it  was  ordered  that  the  following  salary 
changes  be  made: 

Effective  as  of  January  1st: 


L.  E.  Cornelius _ $1300.  00 

R.  W.  Siegel _  900.  00 

J.  A.  Johnson _  1000.  00 

Effective  as  of  April  15th : 

V.  N.  Cornelius _ $300.  00 

R.  W.  Bira _  300.00 

G.  E.  Goodsell _  200.00 

W.  L.  Kurz _  250.00 


The  minutes  of  a  meeting  of  the  directors  held  on  May  7,  1920, 
were  as  follows: 

Pursuant  to  notice  duly  given,  the  Directors  of  the  above  Company  met  at 
the  above  time  and  place. 

There  were  present : 

Messrs.  L.  E.  Cornelius, 

V.  N.  Cornelius, 

R.  W.  Siegel, 

J.  A.  Johnson,  and 
R.  R.  Siegel, 

being  all  of  the  directors  of  the  Company. 

The  President,  L.  E.  Cornelius,  presided,  and  Mr.  V.  N.  Cornelius  acted  as 
secretary  of  the  meeting. 

The  President  stated  that  the  present  surplus  of  the  Company  was  in  excess 
cf  $75,000.00,  and  suggested  that  a  stock  dividend  of  33%%  be  declared  to  the 
stockholders  of  the  Company  on  this  date,  payable  out  of  the  surplus  of  the 
Company.  Thereupon,  upon  motion  duly  made  and  seconded,  and  unanimously 
carried,  it  was  resolved  that  a  stock  dividend  of  33%%  be,  and  it  is  hereby 
declared  to  the  stockholders  of  the  Company  of  record  on  this  date,  being  a 
total  distribution  of  250  shares  of  the  common  stock  of  this  Company  to  be 
divided  among  the  stockholders  in  proportion  to  their  holdings,  and  that  the 
officers  be  instructed  to  make  the  proper  entries  on  the  books  and  to  do  all 
things  necessary  to  complete  the  transaction. 
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Upon  motion  duly  made  and  seconded  and  unanimously  carried,  it  was 
resolved  that  on  account  of  the  extraordinary  earnings  of  the  Company  during 
the  past  six  months,  and  on  account  of  the  unusual  services  rendered  by  the 
officer^  of  the  Company,  that  a  bonus  of  $3000.00  be  voted  as  extra  compensa¬ 
tion  to  Messrs.  L.  E.  Cornelius,  J.  Albert  Johnson,  and  R  .W.  Siegel. 

The  total  compensation  of  the  three  officers,  Cornelius,  Siegel  and 
Johnson,  authorized  during  the  year  amounted  to  $68,400.  A  por¬ 
tion  of  this  amount  was  paid  to  them  in  cash  and  preferred  stock 
and  the  balance  was  credited  to  their  accounts  upon  the  books  as 
follows : 


Cash 

paid. 

Paid  in 
preferred 
stock 
issued 
June  25, 
1920. 

Credited. 

Total 

author¬ 

ized. 

L.  E.  Cornelius,  president . _ . .  ._ 

$9, 600 
4,800 
6.000 

$11, 600 
11, 600 
4, 500 

$9,  700 
9, 100 
1,500 

$30, 900 
25,500 
12, 000 

R.  W.  Siegel,  vice  president _ _ _ _ _ _ 

J.  A.  Johnson,  vice  president.. . . . 

20, 400 

27,  700 

20, 300 

68, 400 

At  the  end  of  the  year  1920  each  of  the  three  officers,  on  account  of 
the  condition  of  the  company  resulting  from  a  slump  in  the  lumber 
market,  voluntarily  canceled  $9,000  of  the  salaries  paid  or  credited 
to  them,  leaving  the  officers’  salaries  paid  or  accrued  for  the  year  in 
the  net  amount  of  $41,400,  which  amount  is  now  claimed  as  a  de¬ 
duction  from  gross  income  for  1920. 

During  the  year  1919  the  taxpayer  had  a  net  income  of  $16,624.06 
and  paid  its  three  officers  a  total  compensation  of  $12,350,  as  follows : 


L.  E.  Cornelius,  president _ $6,  950 

R.  W.  Siegel,  vice  president _  4,  350 

V.  N.  Cornelius,  secretary _  1,  050 


For  1921  the  company  paid  officers  salaries  totaling  $18,400,  as 


follows : 

L.  E.  Cornelius,  president _ $8,  250 

H.  E.  Cornelius,  vice  president _  2,  225 

V.  E.  Cornelius,  vice  president _  1,  525 

R.  W.  Siegel,  vice  president _  3,  800 

J.  A.  Johnson _  2,  600 


The  return  for  1921  showed  a  loss  of  $17,466.72. 

In  the  audit  of  the  return  for  1920  the  Commissioner  determined 
that  $24,050  was  reasonable  compensation  for  officers  and  allowed 
this  amount  as  a  deduction. 

OPINION. 

Littleton  :  We  are  of  the  opinion  that  the  taxpayer  is  entitled 
to  a  deduction  for  1920  of  $48,078.19  as  a  loss  sustained  within  the 
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year  as  a  result  of  the  advances  made  to  the  Sycamore  Plantation  Co. 
for  lumber  to  be  furnished  by  it.  The  taxpayer  was  not  to  be  re¬ 
paid  the  advances  in  money  direct.  Instead  taxpayer  was  to  receive 
lumber  and,  in  making  remittances  to  the  Plantation  Co.,  taxpayer, 
under  the  contract,  deducted  from  the  price  at  which  the  lumber 
was  invoiced  to  it,  among  other  sums,  the  amount  of  $30  or  $35  a 
thousand  feet,  according  to  the  grade  of  lumber.  The  contract  be¬ 
tween  the  parties  provided  that,  in  the  event  of  failure  of  the  Planta¬ 
tion  Co.  to  fulfill  its  part  of  the  contract,  the  taxpayer  should  take 
possession  of  all  the  lumber  on  hand  and  apply  the  same  against  the 
advances  theretofore  made.  When  the  Plantation  Co.  became  in¬ 
solvent  and  ceased  operations  early  in  November,  1920,  the  taxpayer 
took  possession  of  the  lumber  and  found  that  it  was  of  a  value  of 
$50,062.08.  It  therefore  sustained  a  loss  of  $48,078.19,  being  the 
difference  between  the  amount  advanced  against  which  the  lumber 
was  to  be  applied  and  the  value  of  the  lumber  taken  over. 

The  evidence  convinces  us  that  the  debt  of  the  American  Harvester 
Co.  was  properly  ascertained  to  be  worthless  and  charged  off  within 
the  year.  The  amount  was  therefore  property  deducted  from  gross 
income. 

The  taxpayer  claims  that  it  should  be  allowed  a  deduction  for  1920 
of  $41,400,  the  net  amount  of  officers  salaries  paid  or  accrued  within 
the  year.  The  Commissioner  contends  that  the  amount  arrived  at 
by  him  represented  reasonable  compensation  for  the  services  rendered 
and  that  the  amount  authorized  by  the  directors  in  excess  of  that 
amount  represented  a  distribution  of  profits  of  the  corporation.  We 
have  no  evidence  as  to  the  character  or  extent  of  the  services  rendered 
by  the  taxpayer’s  officers.  The  several  resolutions  constitute  the  only 
evidence  relating  to  this  issue.  On  January  5,  the  president’s  salarv 
was  fixed  at  $800  a  month  and  that  of  the  vice  president  and  treasurer 
at  $400  a  month.  This  was  in  excess  of  the  salaries  paid  in  the  prior 
year.  The  company  started  the  year  1920  without  a  surplus,  after 
declaring  a  stock  dividend  of  20  per  cent  and  a  cash  dividend  of 
81.93  .cents.  The  company’s  earnings  during  the  first  part  of  1920 
were  large.  On  March  15  the  directors  authorized  $30,000,  special 
compensation,  to  be  paid  to  Cornelius  and  Siegel  upon  the  basis  of 
their  stockholdings  of  51  per  cent  and  49  per  cent,  respectively.  At 
that  time  J.  A.  Johnson  was  elected  a  director  and  vice  president  and 
his  salary  was  fixed  at  $500  a  month  from  January  1,  1920.  The  rec¬ 
ord  does  not  show  that  Johnson  had  been,  theretofore,  in  the  employ 
of  the  company.  On  April  26,  1920,  the  company’s  earnings  were 
still  on  the  increase  and  the  monthly  salaries  of  Cornelius,  Siegel,  and 
Johnson  were  further  increased  to  $1,300,  $900,  and  $1,000,  respec¬ 
tively,  effective  from  January  1,  1920.  On  May  7,  1920,  the  president 
reported  a  surplus  of  $75,000.  A  stock  dividend  of  33%  per  cent 
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was  declared  and  the  three  officers  were  voted  a  further  bonus  of 
$3,000  each.  These  facts  indicate  that  the  directors  were  distributing 
the  profits  of  the  company  in  the  guise  of  compensation.  The  Board 
is  not  warranted,  upon  the  evidence  submitted,  in  allowing  a  deduc¬ 
tion  for  compensation  of  officers  in  excess  of  the  amount  determined 

bv  the  Commissioner. 

«/ 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 


Appeal  of  Richard  M.  McCoy. 

Docket  No.  3591.  Decided  October  27,  1926. 

A  member  of  the  Osage  Indian  Tribe  is  subject  to  tax  on  royal¬ 
ties  and  proceeds  from  the  sale  of  mineral  rights. 

T.  J .  Leahy ,  Esq .,  for  the  petitioner. 

Ellis  W.  Manning ,  Esq.,  for  the  Commissioner. 

This  appeal  is  from  the  determination  of  a  deficiency  in  income 
tax  for  the  calendar  year  1919  in  the  amount  of  $344.73,  all  of  which 
is  in  controversy. 

The  taxpayer’s  counsel  did  not  appear  at  the  hearing.  Counsel  for 
the  Commissioner  stated  that  the  parties  had  agreed  that  the  issues 
involved  in  this  appeal  should  be  determined  and  controlled  by  the 
decision  of  the  Board  in  the  Brunt  appeal,  Docket  No.  2869,  then 
under  submission.  The  appeal  was  submitted  on  the  pleadings. 

FINDINGS  OF  FACT. 

The  taxpayer  is  an  individual  member  of  the  Osage  Indian  Nation 
or  Tribe,  and  resides  at  Bartlesville,  in  the  State  of  Oklahoma.  The 
income  upon  which  the  deficiency  is  based  was  his  pro  rata  share 
of  the  proceeds  of  sales  of  leases  and  receipt  of  bonus  by  the  United 
States  for  the  Osage  Indian  Nation  or  Tribe  during  the  calendar 
year  1919.  Portions  of  such  proceeds  were  subject  to  deferred  pay¬ 
ment  and  were  not  received  by  the  taxpayer  during  the  year  involved 
in  this  appeal. 

OPINION. 

Lansdon:  This  taxpayer  was  subject  to  taxes  on  income  received 
in  1919.  Appeal  of  Leah  Brunt ,  5  B.  T.  A.  134.  It  appears,  how¬ 
ever,  from  certain  admissions  of  the  Commissioner,  that  a  redeter  ¬ 
mination  of  the  deficiency  will  be  required. 

Judgment  will  be  entered  on  15  days'1  notice . 
under  Rule  50. 
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Louis  Gassner,  Inc.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  4415.  Decided  October  27,  1926. 

Frederick  M.  Shipper ,  Esq.,  and  Anson  Herrick ,  C.  P.  A.,  for  the 
petitioner. 

Donald  D.  Shepard,  Esq.,  for  the  respondent. 

Lansdon:  The  Commissioner  has  found  a  deficiency  in  income 
and  profits  taxes  for  the  years  1920,  1921  and  1922,  in  the  amount 
of  $52.56.  The  petitioner  contends  that  it  is  entitled  to  an  annual 
deduction  from  its  gross  income  on  account  of  the  exhaustion  of  a 
certain  leasehold  which  it  acquired  prior  to  March  1,  1913,  and 
undertakes  to  prove  a  value  of  such  leasehold  at  that  date.  The  Com¬ 
missioner  contends  that  the  petitioner  did  not  own  the  leasehold  in 
question  at  the  basic  date,  or  at  any  other  time,  and  that  even  if 
the  alleged  ownership  is  established  the  leasehold  was  acquired  with¬ 
out  cost  and  had  no  value  at  the  basic  date. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  California  corporation,  incorporated  on  Febru¬ 
ary  11,  1909.  Its  principal  office  is  in  San  Francisco  and  its  princi¬ 
pal  stockholders  are  Louis  Gassner  and  liis  wife,  Henrietta  Gassner, 
but  at  all  times  since  the  date  of  incorporation  there  have  been  other 
stockholders  owning  substantial  amounts  of  the  capital  stock  of  the 
petitioner. 

On  September  26,  1908,  Louis  and  Henrietta  Gassner  leased  from 
certain  parties  a  certain  parcel  of  real  estate,  situate  in  the  City  of 
San  Francisco,  for  a  term  of  15  years,  to  begin  at  the  completion 
of  a  Class  C  six-story  and  basement  loft  building,  which  was  to  be 
erected  by  the  lessor  in  accordance  with  plans  and  specifications 
approved  by  the  lessees.  The  lessees  agreed  to  pay  rent  for  such 
land  and  building  at  the  rate  of  $1,550  per  month,  or  a  total  rental 
of  $279,000,  but  not  to  begin  such  payments  prior  to  July  1,  1909. 

After  the  completion  of  the  building  a  part  of  the  space  therein 
was  occupied  by  the  petitioner  and  the  remainder  was  subleased  to 
other  tenants.  The  lease  was  never  assigned  by  the  lessees  to  the 
petitioner  either  directly  or  by  a  sublease.  The  petitioner  paid  the 
monthly  rentals  to  the  lessor  during  the  term  of  the  lease  and  col¬ 
lected  and  took  into  its  income  all  rentals  paid  by  other  tenants. 
None  of  the  subleases  were  offered  in  evidence  at  the  hearing. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner. 
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Appeal  of  Florence  M.  Smith,  Executrix  of  the  Estate  of 

Sarah  F.  Mason. 

i 

Docket  No.  3782.  Decided  October  27,  1926. 

The  sole  beneficiary  for  life  of  the  entire  income  of  an  estate  or 
trust,  created  under  a  will,  is  taxable  on  the  basis  of  such  income 
as  is  credited  or  distributable  to  her,  regardless  of  the  fact  that  it 
was  not  actually  distributed  within  the  taxable  year. 

Melvin  G.  Polluter ,  Esq.,  for  the  petitioner. 

John  W.  Fisher ,  Esq.,  for  the  Commissioner. 

This  appeal  is  from  the  determination  of  deficiencies  in  income 
taxes  for  the  years  1918  to  1921,  inclusive,  in  the  amount  of  $22,396.92, 
consisting  of  proposed  additional  tax  of  $14,544.43  for  the  year  1919 
and  $1,302.30  for  the  year  1921,  an  overassessment  of  $1,611.29  for 
the  year  1920,  and  additional  tax  of  $8,161.48  assessed  for  the  year 
1918,  a  claim  for  the  abatement  of  which  has  been  denied. 

FINDINGS  OF  FACT. 

The  taxpayer  is  the  duly  appointed,  qualified,  and  acting  executrix 
of  the  last  will  and  testament  of  Sarah  F.  Mason,  deceased,  who  died 
in  February,  1922,  a  resident  of  Kings  County,  New  York. 

Prior  to  October,  1917,  one  Isaac  Mason  engaged  in  the  business 
of  operating  a  furniture  store  in  Brooklyn,  N.  Y.  The  greater 
part  of  the  sales  made  by  him  wrere  on  the  deferred  payment  plan, 
that  is,  a  part  of  the  purchase  price  was  paid  by  the  buyer  in 
cash  and  the  remainder  was  payable  over  a  period  of  time,  the 
deferred  payments  being  secured  by  a  chattel  mortgage  on  the  furni¬ 
ture  sold.  The  contracts  of  sale  usually  provided  that  the  entire 
purchase  price  should  be  paid  in  from  ten  months  to  two  years, 
but  in  some  instances  payment  in  full  was  not  made  until  four  or 
five  years  after  the  sale.  Isaac  Mason  died  in  October,  1917,  leaving 
a  last  will  and  testament  which  was  duly  admitted  to  probate  in 
the  Surrogate’s  Court,  Kings  County,  New  York.  By  his  last  will 
and  testament  Mason  left  all  his  household  goods  and  personal  effects 
and  money  on  deposit  in  his  personal  account  to  his  widow,  Sarah 
F.  Mason,  absolutely,  clear  and  free  of  all  debts.  The  remainder  of 
his  estate  was  disposed  of  by  the  fifth  item  of  his  last  will  and  testa¬ 
ment,  as  follows : 

Fifth :  I  give,  devise  and  bequeath  all  the  rest,  residue  and  remainder 
of  my  property,  both  real  and  personal,  of  every  name  and  nature,  where¬ 
soever  the  same  may  be  situated  to  my  Executors  and  Trustees  hereinafter 
named,  in  trust  nevertheless  to  hold,  possess,  invest  and  manage  the  same  and 
keep  the  same  invested  and  to  pay  the  income  thereof  to  my  wife,  Sarah 
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Frances  Mason,  for  and  during  the  term  of  her  natural  life,  and  upon  the 
death  of  my  said  wife,  if  my  sister,  Frances  M.  Crawford,  he  then  living, 
I  give  and  bequeath  to  her  the  sum  of  Five  Thousand  Dollars,  and  I  give, 
devise  and  bequeath  all  of  the  rest,  residue  and  remainder  of  my  estate  so 
held  in  trust  by  my  said  Executors  and  Trustees  to  my  daughters,  Maybelle 
Cochran  and  Florence  M.  Smith,  in  equal  shares,  and  in  the  event  of  the  death 
of  either  of  my  daughters  before  the  death  of  my  wife,  I  give,  devise  and  be¬ 
queath  to  the  issue  of  my  said  deceased  daughter,  the  share  of  my  estate  to 
which  such  daughter  would  have  been  entitled,  if  living.  Should  the  net 
income  of  my  estate  payable  to  my  wife  as  above  provided  be  less  than  Ten 
Thousand  Dollars  in  any  year,  I  hereby  authorize  and  direct  my  Executors 
and  Trustees  to  pay  from  that  part  of  the  principal  of  the  trust  fund  held 
by  them  not.  invested  in  my  said  business  such  amount  as  shall  be  required  to 
make  the  payment  to  my  wife  for  such  year  the  full  sum  of  Ten  Thousand 
Dollars.  It  is  my  wish  and  I  do  hereby  direct  that  the  income  payable 
to  my  wife  under  this  clause  of  my  will  shall  be  paid  her  as  follows :  the  sum 
of  Twenty  Dollars  shall  be  paid  to  her  each  week  and  the  balance  of  the 
income  secured  to  her  by  said  will  shall  be  paid  her  in  equal  monthly  pay¬ 
ments. 

The  two  persons  named  as  executors  and  trustees  under  the  will  of 
Mason  were  duly  qualified  as  executors  thereof  by  the  Surrogate’s 
Court  for  Kings  County,  New  York.  The}r  continued  the  operation, 
during  the  years  1918  to  1921,  inclusive,  of  the  furniture  business 
conducted  by  Mason  in  his  lifetime.  The  books  of  the  furniture 
business  had  been  kept  bv  Mason  on  the  accrual  basis.  The 
executors  continued  to  keep  the  books  of  the  business  on  the  accrual 
basis  and  credited  Sarah  F.  Mason  with  the  accrued  profits  in  each 
year,  although  they  were  not  actually  paid  to  her.  The  books  and 
records  kept  by  the  executors  showed  the  following : 


• 

1919. 

1920. 

1921. 

Gross  sales . .  ..  _  _ _ - . 

$388, 340. 10 
155, 915. 94 
232, 424. 16 
125, 157.  78 
107,  266.  38 
45, 431.  08 
4, 071.  89 

$349, 771.  89 
170, 866.  62 
178, 905.  27 
141, 968.  60 
36, 936.  67 
38,711.  30 
3, 343. 00 

$320, 996.  39 
142, 935.  96 
178, 060.  43 
140, 036.  28 
38, 024.  15 
72,  881.  94 
3,  654.  88 

Cost  of  sales _ .  _  _  _ 

Gross  profit _ _ _ _ _ _  _ 

Deductions . . . -  _ _ _  __ _ 

Net  income.- . .  . . - . . 

Paid  to  Sarah  F.  Mason  from  store  operations _  _ 

Paid  Sarah  F.  Mason  from  rents  and  interest - - - 

In  the  year  1918  the  executors  paid  Sarah  F.  Mason  $18,979.59 
from  the  operation  of  the  store  and  $4,819.26  from  rents  and  inter¬ 
ests  on  securities. 

Sarah  F.  Mason,  widow  of  Isaac  Mason,  kept  no  records  or  books 
of  account  other  than  a  check  book,  and  she  rendered  her  income-tax 
returns  on  the  cash  receipts  and  disbursements  basis.  The  Commis¬ 
sioner  credited  to  Sarah  F.  Mason  for  the  years  1918  to  1921,  in¬ 
clusive,  the  entire  net  income  of  the  furniture  store  business  for  those 
years,  computed  on  the  accrual  basis,  and  determined  that  there  is  a 
deficiency  in  tax  in  the  amount  of  $14,544.43  for  the  year  1919  and 
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$1,302.02  for  the  year  1921,  and  an  overassessment  of  $1,611.29  for 
the  year  1920.  He  also,  on  March  3,  1925,  rejected-  the  taxpayer’s 
claim  for  the  abatement  of  additional  tax  in  the  amount  of  $8,161.48 
theretofore  assessed  for  the  year  1918.  The  Commissioner’s  letter  of 
March  3,  1925,  rejecting  the  claim  for  abatement  is  as  follows: 

Your  claim  for  abatement  of  $8,161.48  individual  income  tax  assessed  for 
1918  against  the  above  named  estate  has  been  examined. 

The  claim  is  based  on  the  statement  that  income  should  be  reported  on  the 
installment  basis  instead  of  the  accrual  basis. 

The  case  was  referred  to  the  Solicitor  of  Internal  Revenue  and  it  has  been 
held  by  that  office  that  the  method  used  of  reporting  income  on  the  accrual  basis 
is  correct  and  should  not  be  changed  to  the  installment  basis. 

Article  23,  Regulations  45  make  it  obligatory  for  the  taxpayer  to  file  returns 
on  the  basis  on  which  the  books  are  kept.  The  requirements  of  the  Bureau 
relative  to  keeping  accounts  so  as  to  permit  the  reporting  of  income  on  the 
installment  plan  basis  are  set  forth  in  office  decision  623  (C.  B.  3,  page  105) 
and  Treasury  Decision  3082  (C.  B.  3,  page  107).  As  the  evidence  in  the  case 
indicates  that  taxpayer’s  accounts  were  not  kept  in  such  a  manner  as  to  meet 
these  requirements,  but  were  kept  on  the  accrual  basis,  it  is  held  that  the  net 
income  should  be  stated  on  the  accrual  basis.  Mimeograph  3170  (C.  B.  Ill, 
page  107)  covers  this  case.  It  states: 

“(b)  Where  the  accounts  of  a  taxpayer  in  prior  years  have  been  kept  upon 
the  cash  basis,  or  upon  the  straight  accrual  basis,  amended  returns  may  not  be 
filed  for  the  purpose  of  reporting  the  income  upon  the  installment  plan.  In  no 
event  may  amended  returns  be  filed  on  the  basis  of  estimates.” 

The  claim  will,  therefore,  be  rejected. 

The  rejection  of  the  claim  will  officially  appear  on  the  next  schedule  to  be 
approved  by  the  Commissioner,  but  payment  of  the  amount  rejected  should  not 
be  made  until  a  bill  is  received  from  the  Collector  of  Internal  Revenue  for 
your  district,  and  remittance  should  then  be  made  in  accordance  with  the 
conditions  of  his  notice. 

OPINION. 

Marquette  :  The  Commissioner  in  his  answer  to  the  petition  herein 
denies  that  the  Board  has  jurisdiction  to  hear  and  determine  the  tax¬ 
payer’s  appeal  as  to  the  years  1918  to  1920,  for  the  reason  “that  the 
Commissioner  has  not  determined  that  a  deficiency  in  tax  is  due  from 
the  taxpayer  for  either  the  years  1918  or  1919.” 

We  think  that  the  Commissioner’s  position  as  to  the  jurisdiction 
of  the  Board  to  determine  the  taxpayer’s  tax  liability  for  the  year 
1920  is  well  taken.  The  record  herein  discloses  that  no  deficienc}" 
in  tax  has  been  asserted  by  the  Commissioner  for  that  year,  but  that, 
on  the  contrary,  he  has  determined  that  there  is  an  overassessment. 
The  taxpayer  asks  that  we  hear  the  appeal  as  to  the  year  1920  and 
find  that  the  over  assessment  should  be  increased.  The  situation 
presented  comes  squarely  within  the  rule  laid  down  by  the  Board  in 
Appeal  of  Cornelius  Cotton  Mills ,  4  B.  T.  A.  255,  and  Appeal  of  John 
F .  Cook ,  4  B.  T.  A.  916,  and  on  the  authority  of  those  decisions  this 
appeal,  in  so  far  as  it  relates  to  the  year  1920,  is  dismissed. 
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We  are,  however,  of  the  opinion  that  the  Board  has  jurisdiction 
to  determine  the  taxpayer’s  liability  for  the  year  1918.  The  evi¬ 
dence  herein  shows  that  the  Commissioner  has,  since  the  enactment 
of  the  Revenue  Act  of  1924,  heard  and  denied  the  taxpayer’s  claim 
for  the  abatement  of  additional  tax  assessed  for  the  year  1918.  The 
record  does  not  disclose  when  the  additional  tax  was  assessed.  That, 
however,  we  think  is  of  no  importance,  for  even  if  the  tax  was 
assessed  prior  to  the  enactment  of  the  Revenue  Act  of  1924,  the  Board 
has  jurisdiction  to  hear  an  appeal  from  the  Commissioner’s  deter¬ 
mination  denying  a  claim  for  abatement  of  such  tax,  where  the  deter¬ 
mination  was  made  subsequent  to  the  date  of  said  enactment.  Ap¬ 
peal  of  Joseph  Garneau  Co .,  1  B.  T.  A.  75;  Appeal  of  Terminal 
Wine  Co .,  1  B.  T.  A.  697.  The  action  of  the  Commissioner  as  set 
forth  in  the  letter  of  March  3,  1925,  quoted  in  the  findings  of  fact 
herein,  was  made  subsequent  to  the  enactment  of  the  Revenue  Act 
of  1924  and  is  clearly  a  final  determination  of  the  taxpayer’s  income 
tax  for  the  year  1918,  from  which  an  appeal  lies  to  this  Board. 

The  taxpayer  contends  that  the  estate  of  Isaac  Mason  is  still  in 
process  of  settlement  and  that  although  by  his  last  will  and  testa¬ 
ment  the  persons  named  as  executors  thereof  were  also  named  as 
trustees,  they  never  qualified  as  trustees  or  became  such,  and  that 
the  entire  net  income  of  the  estate  computed  on  the  accrual  basis 
should  not  be  included  in  the  income  of  Sarah  F.  Mason,  as  bene¬ 
ficiary  under  the  last  will  and  testament  of  Isaac  Mason,  but  only  the 
amounts  actually  paid  her  by  the  executors.  They  also  contend 
that,  while  the  books  of  the  furniture  store  were  kept  on  the  accrual 
basis,  the  sales  made  by  it  were  on  the  installment  plan;  that  the 
books  accurately  reflect  the  facts  necessary  to  show  the  net  income 
of  the  furniture  store,  computed  on  the  installment  sale  basis,  and 
that  in  any  event  only  the  amounts  actually  paid  by  the  executors 
to  Sarah  F.  Mason  in  the  years  1918,  1919  and  1921,  should  be  in¬ 
cluded  in  her  income  as  having  been  received  by  her  from  the  estate 
of  Isaac  Mason.  The  taxpayer  has  not,  however,  produced  sufficient 
evidence  to  enable  us  to  determine  the  net  income  of  the  furniture 
store  computed  on  the  installment  sale  basis,  even  if  we  were  to  hold 
that  method  to  be  a  proper  one.  Therefore,  since  it  is  admitted  by 
the  parties  hereto  that  the  books  were  kept  on  the  accrual  basis  and 
that  the  income  for  the  several  years  involved  herein,  computed 
on  that  basis,  is  as  set  forth  in  the  findings  of  fact,  we  must  conclude 
that  the  income  so  determined  and  computed  was  the  true  income 
of  the  estate  of  Isaac  Mason  for  those  years. 

The  net  income  of  each  year  was  credited  to  the  account  of  Sarah 
F.  Mason. 
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The  question  to  be  determined,  therefore,  is  whether  there  should 
be  included  in  the  income  of  Sarah  F.  Mason  for  the  years  1918, 
1919  and  1921,  the  entire  net  income  of  the  estate  of  Isaac  Mason, 

i  ' 

so  computed,  or  only  the  portions  thereof  actually  paid  to  her  by  the 
executors  in  those  years. 

The  years  1918  and  1919  are  governed  by  section  219  of  the  Reve¬ 
nue  Act  of  1918,  which  provides: 

Sec.  219.  (a)  That  the  tax  imposed  by  sections  210  and  211  shall  apply  to 
the  income  of  estates  or  of  any  kind  of  property  held  in  trust,  including — 

(1)  Income  received  by  estates  of  deceased  persons  during  the  period  of 
administration  or  settlement  of  the  estate ; 

(2)  Income  accumulated  in  trust  for  the  benefit  of  unborn  or  unascertained 
persons  or  persons  with  contingent  interests; 

(3)  Income  held  for  future  distribution  under  the  terms  of  the  will  or  trust; 
and 

(4)  Income  which  is  to  be  distributed  to  the  beneficiaries  periodically, 
whether  or  not  at  regular  intervals,  and  the  income  collected  by  a  guardian  of 
an  infant  to  be  held  or  distributed  as  the  court  may  direct. 

(b)  The  fiduciary  shall  be  responsible  for  making  the  return  of  income  for 
the  estate  or  trust  for  which  he  acts.  The  net  income  of  the  estate  or  trust 
shall  be  computed  in  the  same  manner  and  on  the  same  basis  as  provided  in 
section  212,  except  that  there  shall  also  be  allowed  as  a  deduction  (in  lieu  of 
the  deduction  authorized  by  paragraph  (11)  of  subdivision  (a)  of  section  214) 
any  part  of  the  gross  income  wl*ich,  pursuant  to  the  terms  of  the  will  or  deed 
creating  the  trust,  is  during  the  taxable  year  paid  to  or  permanently  set  aside 
for  the  United  States,  any  State,  Territory,  or  any  political  subdivision  thereof, 
or  the  District  of  Columbia,  or  any  corporation  organized  and  operated  ex¬ 
clusively  for  religious,  charitable,  scientific,  or  educational  purposes,  or  for  the 
prevention  of  cruelty  to  children  or  animals,  no  part  of  the  net  earnings  of 
which  inures  to  the  benefit  of  any  private  stockholder  or  individual ;  and  in 
cases  under  paragraph  (4)  of  subdivision  (a)  of ‘this  section  the  fiduciary 
shall  include  in  the  return  a  statement  of  each  beneficiary’s  distributive  share 
of  such  net  income,  whether  or  not  distributed  before  the  close  of  the  taxable 
year  for  which  the  return  is  made. 

(c)  In  cases  under  paragraph  (1),  (2),  or  (3)  of  subdivision  (a)  the  tax 
shall  be  imposed  upon  the  net  income  of  the  estate  or  trust  and  shall  be  paid 
by  the  fiduciary,  except  that  in  determining  the  net  income  of  the  estate  of  any 
deceased  person  during  the  period  of  administration  or  settlement  there  may 
be  deducted  the  amount  of  any  income  properly  paid  or  credited  to  any  legatee, 
heir  or  other  beneficiary.  In  such  cases  the  estate  or  trust  shall,  for  the 
purpose  of  the  normal  tax,  be  allowed  the  same  credits  as  are  allowed  to 
single  persons  under  section  216. 

(d)  In  cases  under  paragraph  (4)  of  subdivision  (a),  and  in  the  case  of  any 
income  of  an  estate  during  the  period  of  administration  or  settlement  per¬ 
mitted  by  subdivision  (c)  to  be  deducted  from  the  net  income  upon  which  tax 
is  to  be  paid  by  the  fiduciary,  the  tax  shall  not  be  paid  by  the  fiduciary,  but 
there  shall  be  included  in  computing  the  net  income  of  each  beneficiary  his 
distributive  share,  whether  distributed  or  not,  of  the  net  income  of  the  estate 
or  trust  for  the  taxable  year,  or,  if  his  net  income  for  such  taxable  year  is  com¬ 
puted  upon  the  basis  of  a  period  different  from  that  upon  the  basis  of  which  the 
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net  income  of  the  estate  or  trust  is  computed,  then  his  distributive  share  of  the 
net  income  of  the  estate  or  trust  for  any  accounting  period  of  such  estate  or 
trust  ending  within  the  fiscal  or  calendar  year  upon  the  basis  of  which  such 
beneficiary’s  net  income  is  r  imputed.  In  such  cases  the  beneficiary  shall,  for 
the  purpose  of  the  normal  tax,  be  allowed  as  credits  in  addition  to  the  credits 
allowed  to  him  under  section  216,  his  proportionate  share  of  such  amounts 
specified  in  subdivisions  (a)  and  (b)  of  section  216  as  are  received  by  the 
estate  or  trust. 

The  question  in  so  far  as  it  relates  to  the  year  1921  is  governed  by 
section  219  of  the  Revenue  Act  of  1921,  which  is  as  follows: 

Sec.  219.  (a)  That  the  tax  imposed  by  sections  210  and  211  shall  apply  to 
the  income  of  estates  or  of  any  kind  of  property  held  in  trust,  including — 

(1)  Income  received  by  estates  of  deceased  persons  during  the  period  of 
administration  or  settlement  of  the  estate ; 

(2)  Income  accumulated  in  trust  for  the  benefit  of  unborn  or  unascertained 
persons  or  persons  with  contingent  interests ; 

(3)  Income  held  for  future  distribution  under  the  terms  of  the  will  or  trust; 
and 

(4)  Income  which  is  to  be  distributed  to  the  beneficiaries  periodically, 
whether  or  not  at  regular  intervals,  and  the  income  collected  by  a  guardian  of 
an  infant  to  be  held  or  distributed  as  the  court  may  direct. 

(b)  The  fiduciary  shall  he  responsible  for  making  the  return  of  income  for 
the  estate  or  trust  for  which  he  acts.  The  net  income  of  the  estate  or  trust 
shall  be  computed  in  the  same  manner  and  on  the  same  basis  as  provided  in 
section  212,  except  that  (in  lieu  of  the  deduction  authorized  by  paragraph  (11) 
of  subdivision  (a)  of  section  (214)  there  shall  also  be  allowed  as  a  deduction, 
without  limitation,  any  part  of  the  gross  income  which,  pursuant  to  the  terms 
of  the  will  or  deed  creating  the  trust,  is  during  the  taxable  year  paid  or  per¬ 
manently  set  aside  for  the  purposes  and  in  the  manner  specified  in  paragraph 
(11)  of  subdivision  (a)  of  section  214.  In  cases  in  which  there  is  any  income 
of  the  class  described  in  paragraph  (4)  of  subdivision  (a)  of  this  section  the 
fiduciary  shall  include  in  the  return  a  statement  of  the  income  of  the  estate 
or  trust  which,  pursuant  to  the  instrument  or  order  governing  the  distribu¬ 
tion,  is  distributable  to  each  beneficiary,  whether  or  not  distributed  before 
the  close  of  the  taxable  year  for  which  the  return  is  made. 

(c)  In  cases  under  paragraphs  (1),  (2),  or  (3)  of  subdivision  (a)  or  in 
any  other  case  within  subdivision  (a)  of  this  section  except  paragraph  (4) 
thereof  the  tax  shall  be  imposed  upon  the  net  income  of  the  estate  or  trust 
and  shall  be  paid  by  the  fiduciary,  except  that  in  determining  the  net  income  of 
the  estate  of  any  deceased  person  during  the  period  of  administration  or  set¬ 
tlement  there  may  be  deducted  the  amount  of  any  income  properly  paid  or 
credited  to  any  legatee,  heir,  or  other  beneficiary.  In  such  cases  the  estate  or 
trust  shall,  for  the  purpose  of  the  normal  tax,  be  allowed  the  same  credits  as 
are  allowed  to  single  persons  under  section  216. 

(d)  In  cases  under  paragraph  (4)  of  subdivision  (a),  and  in  the  case  of  any 
income  of  an  estate  during  the  period  of  administration  or  settlement  permit¬ 
ted  by  subdivision  (c)  to  be  deducted  from  the  net  income  upon  which  tax  is 
to  be  paid  by  the  fiduciary,  the  tax  shall  not  be  paid  by  the  fiduciary,  but 
there  shall  be  included  in  computing  the  net  income  of  each  beneficiary  that 
part  of  the  income  of  the  estate  or  trust  for  its  taxable  year  which,  pursuant  to 
the  instrument  or  order  governing  the  distribution,  is  distributable  to  such 
beneficiary,  whether  distributed  or  not,  or,  if  his  taxable  year  is  different  from 
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:hat  of  the  estate  or  trust,  then  there  shall  be  included  in  computing  his  net 
.ncome  his  distributive  share  of  the  income  of  the  estate  or  trust  for  its  tax- 
ible  year  ending  within  the  taxable  year  of  the  beneficiary.  In  such  cases  the 
beneficiary  shall,  for  the  purpose  of  the  normal  tax,  be  allowed  as  credits,  in 
iddition  to  the  credits  allowed  to  him  under  section  216,  his  proportionate 
share  of  such  amounts  specified  in  subdivisions  (a)  and  (b)  of  section  216 
is  are  received  by  the  estate  or  trust. 

(e)  In  the  case  of  an  estate  or  trust  the  income  of  which  consists  both  of 
ncome  of  the  class  described  in  paragraph  (4)  of  subdivision  (a)  of  this 
section  and  other  income,  the  net  income  of  the  estate  or  trust  shall  be  com¬ 
muted  and  a  return  thereof  made  by  the  fiduciary  in  accordance  with  sub- 
livision  (b)  and  the  tax  shall  be  imposed,  and  shall  be  paid  by  the  fiduciary 
n  accordance  with  subdivision  (c),  except  that  there  shall  be  allowed  as  an 
Klditional  deduction  in  computing  the  net  income  of  the  estate  or  trust  that 
mart  of  its  income  of  the  class  described  in  paragraph  (4)  of  subdivision  (a) 
vhich,  pursuant  to  the  instrument  or  order  governing  the  distribution,  is  dis- 
ributable  during  its  taxable  year  to  the  beneficiaries.  In  cases  under  this 
subdivision  there  shall  be  included,  as  provided  in  subdivision  (d)  of  this 
;ection.  in  computing  the  net  income  of  each  beneficiary,  that  part  of  the  in- 
:ome  of  the  estate  or  trust  which,  pursuant  to  the  instrument  or  order  govern- 
ng  the  distribution,  is  distributable  during  the  taxable  year  to  such 
eneficiary. 

It  may  be  pointed  out  that  subdivision  (c)  of  both  of  the  sections 
>f  law  above  quoted  provides  that,  in  the  case  of  income  received 
>y  estates  of  deceased  persons  during  the  period  of  administration 
>r  settlement  of  the  estate,  the  tax  shall  be  imposed  upon  the  net 
ncome  of  the  estate  and  shall  be  paid  by  the  fiduciary,  except  that, 
n  determining  the  net  income  of  such  estate,  there  may  be  deducted 
he  amount  of  any  income  properly  paid  or  credited  to  any  legatee, 
leir,  or  other  beneficiary,  and  in  such  cases  the  estate,  for  the 
rnrpose  of  the  normal  tax,  is  to  be  allowed  the  same  credits  as  are 
llowed  to  single  persons  under  section  216.  Subdivision  (d)  of 
ection  219  of  the  Act  of  1918  provides  that,  in  the  case  of  income 
rhich  is  to  be  distributed  to  the  beneficiaries  periodically,  whether  or 
ot  at  regular  intervals,  and  in  the  case  of  any  income  of  an  estate 
uring  the  period  of  administration  or  settlement  permitted  by 
ubdi vision  (c)  to  be  deducted  from  the  net  income  upon  which 
ax  is  to  be  paid  by  the  fiduciary,  “the  tax  shall  not  be  paid  by 
be  fiduciary,  but  there  shall  be  included  in  computing  the  net  income 
f  each  beneficiary  his  distributive  share,  whether  distributed 
r  not,  of  the  net  income  of  the  estate  or  trust  for  the  taxable  year.” 
"he  corresponding  subdivision  of  section  219  of  the  Revenue  Act 
f  1921  provides  that  in  the  cases  referred  to  “  the  tax  shall  not  be 
aid  by  the  fiduciary,  but  there  shall  be  included  in  computing  the 
et  income  of  each  beneficiary  that  part  of  the  income  of  the  estate 
r  trust  for  its  taxable  year  which,  pursuant  to  the  instrument  or 
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order  governing  the  distribution,  is  distributable  to  such  beneficiaries, 
whether  distributed  or  not.” 

Under  the  last  will  and  testament  of  Isaac  Mason,  Sarah  F.  Mason 
was  entitled  to  receive  during  her  lifetime  the  entire  net  income  of 
his  estate.  The  net  income  of  the  estate  was  therefore  income  “to 
be  distributed  to  the  beneficiaries  periodically,”  within  the  meaning 
of  subdivision  (d)  of  section  219  of  the  Revenue  Act  of  1918,  and 
also  “the  income  of  the  estate  or  trust  for  its  taxable  year  which, 
pursuant  to  the  instrument  or  order  governing  the  distribution,  is 
distributable  to  such  beneficiary,”  within  the  meaning  of  subdivi¬ 
sion  (d)  of  section  219  of  the  Revenue  Act  of  1921,  and  under  these 
sections  is  taxable  to  the  beneficiary  and  not  to  the  fiduciary.  We 
are  of  the  opinion  that  the  facts  of  this  appeal  bring  it  clearly  within 
the  provisions  of  subdivision  (d)  of  section  219  of  the  Revenue  Act 
of  1918,  and  subdivision  (d)  of  section  219  of  the  Revenue  Act  of 
1921,  and  that  there  should  be  included,  in  computing  the  net  income 
of  Sarah  F.  Mason  as  beneficiary  under  the  last  will  and  testament 
of  Isaac  Mason  for  the  years  1918  to  1921,  inclusive,  the  entire  net 
income  of  the  estate  or  trust  for  those  }’ears,  regardless  of  the  fact 
that  it  was  not  actually  paid  to  her. 

It  is  not  considered  necessary  to  discuss  the  question  whether  the 
income  involved  herein  is  to  be  treated  as  income  of  an  estate  in 
course  of  administration  or  as  income  of  a  trust.  If  income  of  an 
estate  during  the  period  of  administration,  it  was  deductible  by  the 
executors,  under  subdivision  (c)  of  section  219  of  both  the  Revenue 
Acts  of  1918  and  1921,  as  income  properly  paid  or  credited  to  the 
beneficiary,  and  if  income  of  a  trust,  it  was  clearly  income  which 
was  to  be  distributed  to  the  beneficiary  periodically  or  which,  pursu¬ 
ant  to  the  instrument  or  order  governing  the  distribution  was  distrib¬ 
utable  to  such  beneficiary.  The  treatment  of  the  income  must  there¬ 
fore  be  the  same  in  either  case,  and  the  result  is  that  the  entire  net 
income  of  the  estate  or  trust  is  taxable  to  the  beneficiary  and  not 
to  the  fiduciary. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 


Appeal  of  Northwestern  Yeast  Go. 

Docket  No.  1511.  Decided  October  27,  1926. 

A  corporation  expended  large  sums  of  money  in  an  advertising 
and  promotion  campaign  over  a  period  of  years,  and  the  portions 
thereof  respectively  allocable  in  capital  for  the  building  up  of 
future  business,  and  to  current  expense  for  the  maintenance  of  cur¬ 
rent  business,  can  not  be  segregated.  Held,  the  disallowance  of  the 
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entire  expenditure  and  of  any  portion  thereof  as  invested  capital  is 
proper.  Held,  further,  that  under  the  facts  of  this  case  the  pe¬ 
titioner  is  entitled  to  have  its  profits  tax  computed  under  the  pro¬ 
visions  of  section  328  of  the  Revenue  Act  of  1918. 

William  M.  Williams ,  Esq.,  and  John  G.  Weisbach ,  Esq.,  for  the 
petitioner. 

Lee  I.  Park,  Esq.,  for  the  Commissioner. 

Deficiency  for  1920  of  $246,486.97  income  and  profits  tax.  Origi¬ 
nally  the  petition  alleged  several  errors,  but  by  withdrawal,  stipula¬ 
tion  or  other  disposition  the  only  issue  now  in  dispute  is  the  peti¬ 
tioner’s  right  to  include  in  its  invested  capital  an  aggregate  amount 
of  $2,734,900.31,  alleged  to  have  been  expended  by  it  prior  to  1909 
in  an  advertising  and  promotion  campaign  and  charged  off  at  the 
time  of  expenditure  through  profit  and  loss.  The  parties  at  the  hear¬ 
ing  presented  an  agreed  statement  of  facts,  all  of  which,  with  certain 
minor  changes  in  form,  is  embodied  in  the  following  findings.  This 
statement  was  supplemented  by  oral  testimony  of  witnesses  for  the 
petitioner. 

FINDINGS  OF  FACT. 

The  petitioner  was  incorporated  in  Illinois  on  April  14,  1893,  with 
a  capital  stock  of  a  par  value  of  $1,000,000,  all  of  which  was  sub¬ 
scribed  and  paid  for  in  cash. 

Shortly  after  its  incorporation  petitioner  purchased  for  $600,000 
all  of  the  assets  of  the  Northwestern  Yeast  Co.  of  Wisconsin,  which 
had  been  manufacturing  and  selling  a  product  known  as  “  Yeast 
Foam.”  At  about  the  same  time  petitioner  also  purchased  for  $400,- 
000  all  of  the  assets  of  a  business  which  had  been  conducted  by  E.  W. 
Gillett,  of  Chicago,  Ill.,  consisting  of  the  manufacture  and  sale  of 
another  yeast  product  known  as  “  Magic  Yeast.” 

The  products  manufactured  by  the  petitioner  were  the  said  Magic 
Yeast  and  Yeast  Foam,  and  in  1893  the  sales  of  these  products  were 
largely  limited  to  farmers  and  to  housewives  in  small  villages  and 
towns  who  did  their  own  baking.  The  business  was  confined  to 
certain  localities  in  the  States  of  Illinois,  Iowa,  Kansas,  Michigan, 
Minnesota,  Missouri,  and  Wisconsin;  and  in  other  localities  the 
products  were  known  or  used  but  slightly  or  not  at  all. 

Petitioner  adopted  a  plan  to  expand  and  enlarge  its  sales  territory 
to  include  the  entire  United  States,  organized  an  advertising  depart¬ 
ment,  and  borrowed  $30,000  for  advertising  purposes. 

The  plan  consisted  of  a  selection  of  routes  in  the  localities  where 
the  products  were  not  known  or  used,  or  were  but  slightly  known  and 
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used,  and  the  distribution  of  samples  of  its  products  to  the  house¬ 
wives  in  those  localities.  These  distributions  were  made  by  persons 
employed  for  the  purpose,  whose  salary  and  expenses  were  paid  by 
the  petitioner.  These  persons  also  posted  at  prominent  places  in 
the  localities  signs  advertising  the  products  and  distributed  illus¬ 
trated  printed  matter  respecting  the  products.  These  persons  were 
not  employed  as  salesmen  and  did  not  attempt  to  sell  any  goods.  No 
salesmen  were  employed  because  the}7  were  considered  unnecessary 
and  likely  to  defeat  the  plan  by  overselling  and  thus  to  bring  about 
a  surplus  of  stale  goods  in  the  hands  of  dealers. 

Pursuant  to  the  plan,  the  petitioner  mapped  out  each  year  addi¬ 
tional  territory  in  which  it  distributed  samples  of  its  products  and 
advertising  matter.  After  1908  no  further  territory  was  added,  ex- 
cept  that  localities  which  were  within  the  limits  of  existing  routes 
would  be  included  when  the  population  increased  sufficiently  to 
justify  such  action. 

From  1893  to  1908,  both  inclusive,  petitioner  expended  $2,884,- 
172.51,  included  in  its  advertising  account.  From  1909  to  1921,  in¬ 
clusive,  petitioner  expended  $3,580,763.16  for  advertising.  These 
amounts  are  shown  more  in  detail  as  follows : 


1893-1908. 

190(4-1921. 

Advertising — display  ads...  _  .  ...  .  ..  .  _ _ 

Advertising — magazines,  periodicals,  billboards _ _  .....  ...  .... 

$39,  610.  04 

$29,  721.  33 
1,  025, 181.  84 
135, 162.  45 
168,  343.  09 

Advertising — posters,  etc..  _  _  .....  ....  

81,  665.  50 
364,  878.  97 
3,  799.  05 
85, 326. 16 
3,  908.  42 
32,  020.  85 
7,  645.  29 
201,  583.  52 
755,  071.77 
614,  730.  07 
692, 094.  80 
2,  356.  65 
-518.  58 

Cost  of  samples _  _ _  _ _  .  ..  _  .  _ _ 

Exhibit  expense,  fairs,  etc _ _  .  .  .... _ _ 

Folding  promotion  circulars  (including  clerical  and  shipping) .  .....  . 

Freight  on  samples. _ _  _ _ _  . 

72,  370.  59 
2,  358.  43 
29,  603.  28 
8,  585.  48 
447, 013.  67 
971, 809.  43 
713, 190.  82 

Packing  and  wrapping  material .  _  _  _  _  ...  .  .  .  .. 

Postage . . .  . .  .  .  .  .  .  .  ..  .  _ 

Printed  matter,  etc _ _ _ _ _  .  .... 

Agents’ expenses _  .  ...  _  .  .  _  _  _ 

Agents’ salaries _  _ _ _  ..  .  _ 

Promotion,  men’s  salaries  and  expenses _  _ _ _ 

Stationery  and  supplies _ _  ...  ...  _ 

1, 812. 41 

Cook  books  sold  [in  red]  _ _ _ _ _ ...  ..  . . . 

Sale  of  yeast  [in  red] _  _  _ _ _  _  _ 

-24,889.  66 

3,580,  763.16 

Total _ _  _  .  .  ...  .  .  _ 

2,  884, 172.  51 

In  addition  to  the  foregoing  expenditures  petitioner  expended 
various  sums  for  replacing  its  stale  products  in  the  hands  of  dealers 
with  fresh  articles,  which  method  is  known  by  it  as  the  “  supporting 
method  of  advertising.  This  was  facilitated  by  the  use  of  an  age 
key  denoting  the  date  of  manufacture  which  was  placed  by  petitioner 
upon  each  box  of  its  yeast.  These  replacements  were  made  by  the 
persons  who  distributed  the  samples.  The  cost  of  the  goods  used 
for  such  replacements,  not  including  the  cost  of  distribution,  from 
1893  to  1908,  inclusive,  and  from  1909  to  1921,  inclusive,  is  as 
follows : 
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1893 

$1,  987.  98 

1903 

$5, 164.  38 

1913 

$14,  644.  70 

1894 

1,  923.  63 

1904 

9,  863.  61 

1914 

16,  828.  66 

1895 

8,  017. 17 

1905 

13,  155.  32 

1915 

13,  449.  92 

1896 

9,  306.  34 

1906 

11,  934.  99 

1916 

10,  256.  34 

1897 

7,  849.  65 

1907 

12,  469. 11 

1917 

8,  211.  80 

189S 

8,  497.  44 

1908 

13,  256.  06 

1918 

8,  261 . 88 

1899 

8,  044.  60 

1909 

10.  266.  84 

1919 

8.  189.  43 

1900 

7,  085.  20 

1910 

8,  220. 17 

1920 

5,  537.  96 

1901 

7,  490.  35 

1911  _ 

10,  882.  48 

1921 

10,  801. 15 

1902 

_  _  4,019.94 

1912 

_  11,  745.  33 

The  cost  of  distributing  these  replacements  is  included  in  the  ad¬ 
vertising  costs  set  forth  above,  but  the  portion  attributable  thereto, 
although  slight,  can  not  be  segregated. 

All  the  foregoing  amounts,  and  also  the  amount  of  $2,884,172.51 
and  the  amount  of  $3,580,763.16  shown  above,  were  charged  to  profit 
and  loss  on  petitioner’s  books  in  the  particular  year  in  which  they 
were  incurred.  In  addition  petitioner  had  certain  overhead  expenses 
in  making  such  replacements  which  were  charged  to  general  ex¬ 
penses  and  as  to  which  no  segregation  can  be  made. 

The  number  of  cakes  of  its  yeast  products  produced  and  sold  by 
petitioner  from  1893  to  1921,  inclusive,  and  the  number  of  cakes 
distributed  as  samples  and  to  replace  stale  cakes,  are  as  follows: 


Year. 

Total  produc¬ 
tion. 

Sales. 

Samples  dis¬ 
tributed. 

Replacement 
of  stale 
products. 

1893 _ 

187, 333, 133 

180, 752, 796 

5, 389, 930 

1, 190, 407 

1894 _ 

200,  645, 774 

192, 313, 800 

7, 180, 100 

1, 151, 874 

1895 _ 

206, 949, 069 

196, 005, 600 

6, 142, 769 

4, 800, 700 

1896 _ 

220,  699, 154 

205,  051, 896 

10, 074,  600 

5,  572,  658 

1897 _ 

222, 260,  673 

206, 936,  604 

10,  623,  680 

4, 700, 389 

1898 _ 

240, 837,  675 

225,  690,  948 

9,  263,  853 

5,  882,  874 

1899 _ 

266,  532, 915 

251,  288, 100 

10, 307, 929 

4, 936,  886 

1900 _ 

288,  881, 369 

270, 974,  340 

13, 664, 395 

4,  242,  634 

1901 _ _ 

313, 749,  758 

297,  500, 364 

11, 883, 915 

4, 365, 479 

1902 _ 

337, 313,  430 

321, 768,  468 

13, 137, 813 

2, 407, 149 

1903 _ 

340,  811, 183 

321, 829, 452 

15,  889,  288 

3, 092,  443 

1904 _ 

349,  256,  652 

329,  589, 792 

13, 760,  507 

5, 906, 353 

1905 _ . _. . . 

364,  060, 193 

344, 456, 784 

11, 731, 960 

7,  871,  449 

1906 _ 

383, 758, 714 

364,  485, 996 

12, 126, 018 

7, 146,  700 

1907 _ 

399,  202, 171 

385,  206,  318 

6,  529, 320 

7, 466,  533 

1908 _ 

421,  053,  415 

408,  759,  246 

4, 356,  409 

7,  937, 760 

1909 _ 

404,231,772 

391, 971, 888 

6, 112,  076 

6, 147,  808 

1910 _ 

400, 449, 946 

389,  557,  080 

5,  970,  010 

4,  922,  856 

1911 _ 

413, 399, 432 

402,  035, 724 

4, 847,  253 

6, 516,  455 

1912 _ _ 

423, 060, 790 

410, 487,  588 

5, 540, 071 

7, 033, 131 

1913 _ 

411, 947, 702 

398, 468,  052 

4, 710, 369 

8,  769,  281 

1914 _ 

400, 368, 052 

381,878, 388 

8, 412,  622 

10, 077,  042 

1915 _ 

376, 225, 922 

361, 491,  012 

6,  681, 066 

8,  053, 844 

1916 _ 

422,  661,  429 

362,  748, 060 

6, 313,  588 

6, 141,  521 

1917 _ 

397, 025, 436 

358, 104,  510 

6, 321,  480 

4, 917,  246 

1918 _ 

388, 772, 139 

313,313, 490 

444, 796 

4,947, 233 

1919 _  _ 

356, 496, 202 

341, 226, 090 

3, 967, 262 

4, 903, 850 

1920 _  . 

325, 344, 350 

315, 316, 260 

6,711,947 

3,316,143 

1921.... 

332, 828, 727 

317, 574, 360 

8,  786,  613 

6, 467, 754 

Total _ 

9, 796, 157, 177 

9,  246,  783,  006 

236, 881, 639 

160,  886, 452 

The  sale  by  the  petitioner  of  its  products  was  practically  confined 
to  the  smaller  towns  and  country  districts,  and  prior  to  1908  it  en¬ 
countered  very  little  competition.  About  the  year  1908  competition 
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became  very  keen,  due  mainly  to  improved  methods  of  transportation 
whereby  other  yeast  and  bakers’  bread  could  be  marketed  in  the 
smaller  communities. 

The  distribution  of  samples  and  the  replacement  of  stale  products 
in  the  hands  of  dealers  was  continuous  throughout  the  period  from 
1893  to  1921,  over  its  entire  sales  territory. 

Petitioner’s  gross  sales  and  net  profits  from  1893  to  1908,  inclusive, 
and  from  1909  to  1921,  inclusive,  are  as  follows: 


Year. 


1893 

1894 

1895 

1896 

1897 

1898 

1899 

1900 

1901 

1902 

1903 

1904 

1905 

1906 

1907 


Net  profits 

Net  profits 

Sales. 

(before  de¬ 
ducting 

Year. 

Sales. 

(before  de¬ 
ducting 

taxes) . 

taxes). 

$450,386.06 

$133,552.71 

1908..-. . 

$1,879, 523.10 

$738,396. 90 

631, 617. 19 

233,240.16 

1909. . . 

1, 998, 639. 74 

840, 670. 90 

641, 596. 19 

250,442. 78 

1910 . . . 

2,089, 792.  66 

954, 751.77 

688, 602. 98 

261, 876. 51 

1911. . 

2,156,371.00 

1,036, 945.  67 

805, 736. 67 

273,055.31 

1912.. . 

2,202,145. 95 

1,049,398. 70 

901, 166. 59 

297,403. 58 

1913 . 

2,139,093.96 

962, 132. 32 

1,017,334. 51 

358,918.40 

1914 . . 

2, 049, 764. 28 

858, 845.  24 

1,099,151.93 

314,021.69 

1915 . . 

1, 939, 266. 64 

829,784.48 

1, 207, 898. 22 

359, 951. 19 

1916 . . 

2,311,399.37 

1,100,001.27 

1,302,571.79 

374, 208. 53 

1917 . 

2, 556,  715. 28 

1,010, 212.84 

1, 395, 990. 70 

399, 124. 77 

1918. . 

2, 511,155.32 

962, 332. 80 

1, 518,  586. 11 

400, 118. 71 

1919 . 

2,288,329.06 

1,010, 101.91 

1, 590, 546. 53 

416,677. 58 

1920.. . 

3, 831, 785. 10 

1,789,074. 36 

1, 679, 528. 27 

603,806. 99 

1921 . 

4, 761, 040. 33 

2,634,265.66 

1,780,824.39 

636, 697. 56 

Petitioner  expended  $108,444.30  in  the  acquisition  of  the  following 
yeast  concerns :  Diamond  Yeast  Co.,  McCullough  Co.,  On  Time  Yeast 
Co.,  Yeast  Wafer  Co.,  Burroughs  Yeast  Co.,  and  Yeast  Froth  Co. 
This  amount  was  included  in  its  advertising  account  and  the  parties 
agree  that  it  should  be  included  in  invested  capital. 

One  million  dollars  was  expended  for  advertising  prior  to  peti¬ 
tioner’s  incorporation  and  the  parties  agree  that  it  should  be  excluded 
from  invested  capital. 

OPINION. 

Stern hagen  :  The  petitioner  seeks  to  have  included  in  its  statutory 
invested  capital  an  amount  of  $2,734,900.31,  which  was  expended 
by  it  prior  to  1909,  as  shown  in  the  findings.  These  expenditures, 
it  is  said,  were  not  current  expenses  but  were  investments  by  the 
petitioner  in  a  capital  asset,  which  it  calls  its  “  intangible  structure,” 
made  to  establish  and  build  up  its  business  for  the  future,  irrespective 
of  the  immediate  return.  The  items  were  not  capitalized  in  the 
petitioner’s  accounts  but  were  written  off  currently  through  profit 
and  loss ;  but  petitioner  attributes  this  to  overconservative  bookkeep¬ 
ing  which  it  says  should  not  preclude  full  consideration  of  the  true 
nature  of  the  outlay.  Without  going  further,  we  adopt  this  view 
as  correct,  leaving  it  to  a  consideration  of  other  facts  as  well  as 
bookkeeping  to  determine  the  proper  treatment  of  the  expenditures 
and  the  taxpayer’s  rights  under  the  statute. 
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From  the  evidence,  most  of  which  as  to  essential  facts  is  not  in 
dispute,  we  gather,  and  the  Commissioner  admits,  that  substantial 
sums  were  spent  by  this  corporation  in  the  early  period  of  its  exist¬ 
ence  in  the  promotion  and  expansion  of  its  business.  The  taxpayer 
argues  that  all  of  the  amount  in  question  was  so  spent  and  hence  was 
an  investment.  The  Commissioner  urges  that  some  part  was  not  pro¬ 
motion  and  expansion  but  was  the  cost  of  maintenance  and  hence  not 
invested  but  properly  chargeable  against  current  income.  Thus 
it  will  be  seen  that  the  question  becomes  one  of  evidence  of  the  ex¬ 
tent  to  which  the  amount  in  question  is  to  be  classified  and  appor¬ 
tioned  between  capital  and  expense. 

The  Commissioner  raises  the  shield  of  the  burden  of  proof  to 
defend  his  complete  disallowance,  the  argument  being  that  there 
can  be  no  allocation  to  capital  except  to  the  extent  actually  proven, 
and  since  it  is  clear  from  the  evidence  that  some  uncertain  part 
of  the  amount,  however  slight,  is  not  capital,  no  allowance  can  be 
made.  Falsus  in  uno ,  falsus  in  omnibus. 

There  can  be  little  doubt  in  the  minds  of  reasonable  men  fairly 
acquainted  with  modern  business  that  promotion  expenditures  like 
those  before  us  have  a  significance  similar  to  the  investment  in  more 
tangible  assets.  They  fertilize  the  field  for  new  production.  The 
free  distribution  of  samples  at  the  state  fair  is  justified  only  if  it 
lures  a  new  customer.  It  was  not  to  the  housewife  already  convinced 
that  the  petitioner  planned  to  give  away  its  samples  of  yeast  year 
after  year,  but  to  one  who  would  become  a  new  unit  in  its  expand¬ 
ing  business.  In  this  way  it  was  risking  new  capital  in  the  business 
in  the  hope  of  future  profits — making  an  investment.  Whether  this 
investment  is  to  be  called  good  will  or  trade  name  or  trade-mark, 
or  something  else,  is  unimportant.  It  may  not  need  a  name,  except 
for  accounting  purposes,  in  order  to  reflect  the  expenditure  and  yet 
not  ignore  its  investment  significance. 

Generalty  and  theoretically,  therefore,  it  is  safe  to  say  that  some 
part  of  the  cost  of  a  campaign  or  system  of  promotion  may  be  of 
permanent  significance  and  may  be  regarded  as  a  capital  invest¬ 
ment  rather  than  a  deductible  expense.  But  how  far  in  a  given 
ease  the  recognition  of  this  doctrine  may  require  the  capitalization 
of  some  expenditures  and  the  charging  off  of  others  is  hard  to  say. 
Clearly,  when  the  question  is  submitted  for  judicial  consideration, 
it  may  not  be  answered  db  inconvenienti  by  an  arbitrary  rule.  The 
present  case  demonstrates  this  clearly.  The  petitioner  during  all 
the  twenty-nine  years  of  its  life  through  1921  spent  amounts  of 
similar  character  which  it  classified  similarly  in  its  accounts.  These 
it  claims  were  capital  before  1909,  although  it  deducted  them  as 
expense  after  1908.  Obviously  no  such  distinction  existed  in  fact, 
even  if  petitioner’s  alleged  peak  of  expansion  occurred  in  1908.  To 
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say  that  before  the  alleged  peak,  when  there  was  no  tax  based  on 
income,  no  part  was  current  expense,  and  immediately  thereafter, 
when  taxable  income  could  be  reduced  by  these  deductions,  all  of  it 
was  current  expense,  would  require  support  greater  than  appears  in 
the  present  record.  The  officer’s  statement  is  not  convincing. 

Looking  alone  to  the  years  prior  to  1909  covered  by  the  claim,  we 
And  no  such  evidence  as  enables  us  to  say  with  any  assurance  how 
much  capital  was  invested  and  how  much  of  the  outlay  was  prop¬ 
erly  charged  off.  As  to  each  class  of  expenditure  the  record  shows 
the  amount  spent  each  year.  Each  one  varied  from  year  to  year, 
Take,  for  example,  the  three  items  of  agents7  expenses,  agents 
salaries,  and  promotion  men’s  salaries  and  expenses. 


Year. 

Agents’ 

expenses. 

Agents’ 

salaries. 

Promotion 
men’s  ex¬ 
penses  and 
salaries. 

Year. 

Agents’ 

expenses. 

Agents’ 

salaries. 

Promotion 
men’s  ex¬ 
penses  and 
salaries. 

1893. __ . . 

$38, 758.34 
54, 245.  78 
69,025. 98 
73, 757.43 
1,442. 13 
1, 960. 20 
4, 297. 45 
2,024.43 

$28,422.15 
27,  418. 33 
34, 668.  73 
38, 432.  54 
25, 623.  81 
6,310.  78 
33, 345.  93 
47,368.53 

1901 . . 

$2,018. 56 
1, 462. 51 
87, 342. 60 
92, 130.  51 
105, 442.  95 
88,433.45 
64,  546.  22 
68, 183. 23 

$11, 683. 36 
15, 143. 88 
47,  732.  67 
73, 829. 76 
62, 637.  92 
57, 951.07 
52, 859. 55 
51,301.06 

$121,097. 0£ 
117, 885. 11 
16, 267.  Of 
12, 675. 4f 
726. 15 

1894 . 

1902... . 

1895 . 

1903 _ 

1896. . 

$5, 840. 97 
109, 095. 55 
122, 851.32 
91. 119. 76 
94, 536. 29 

1904. . . 

1897 . 

1905 . 

1898 . 

1906. . 

1899 . 

1907 . 

1900 . 

1908 _ 

. 

. 

These  wide  variations  lead  one,  in  the  absence  of  any  further 
knowledge,  to  doubt  that  there  was  any  consistent  policy  of  invest¬ 
ment  or  any  satisfactory  way  of  determining  a  fair  allocation.  Per¬ 
haps  it  would  be  reasonable  to  believe  that  as  time  went  on  and  the 
business  grew  the  proportion  of  capital  decreased  and  current  main¬ 
tenance  increased.  But  as  to  this  the  Board  has  no  knowledge  of  the 
probabilities  and  there  is  no  proof.  It  is  not  a  matter  of  judicial 
notice,  and  we  are  not  permitted  to  guess.  If  anyone  has  any  evi¬ 
dence  upon  which  an  allocation  can  be  predicated,  such  evidence  must 
be  produced  by  the  petitioner.  Any  analysis  which  this  Board  might 
otherwise  make  of  the  bare  figures  in  evidence  would  require  assump¬ 
tions  that  it  is  not  our  province  to  make. 

We  are  therefore  constrained  to  approve  the  Commissioner’s  dis¬ 
allowance  notwithstanding  our  approval  of  the  general  contention 
of  the  petitioner’s  counsel  that  in  a  proper  case  invested  capital  may 
include  a  proper  part  of  the  amounts  expended  for  promotion  in  the 
early  period  of  a  business. 

The  impossibility  of  finding  the  portion  to  be  capitalized  brings 
the  case  squarely  within  section  327,  Revenue  Act  of  1918,  and  it  is 
our  opinion  that  an  investigation  should  be  made  by  the  Commis¬ 
sioner  under  section  328,  so  that  if  the  amount  of  tax  paid  by  com 
parable  corporations  is  such  as  to  reduce  the  petitioner’s  deficiency 

that  may  be  done.  . 

Judgment  will  be  entered  on  15  days  notice 

under  Rule  50. 


JAMES  F.  KUTZ. 


239 


Durabilt  Steel  Locker  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  3121.  Decided  October  27,  1926. 

J.  W.  Fisher ,  Esq.,  for  the  respondent. 

«  • 

Smith:  This  is  a  proceeding  for  the  redetermination  of  a  defi¬ 
ciency  in  income  tax  for  the  fiscal  year  ended  April  30,  1923,  in  the 
amount  of  $793.94,  arising  from  the  disallowance  of  a  deduction  from 
gross  income  of  a  net  loss  sustained  for  the  period  May  7,  1921,  to 
April  30,  1922. 

FINDINGS  OF  FACT. 

The  petitioner  was  incorporated  under  the  laws  of  Illinois  on  May 
7,  1921,  and  kept  its  books  of  account  on  a  fiscal  year  basis  ended 
April  30.  For  the  fiscal  period  ended  April  30,  1922,  the  petitioner 
had  a  net  loss  of  $6,351.49.  It  filed  an  income-tax  return  for  the 
succeeding  fiscal  year  ended  April  30,  1923,  which,  before  the  deduc¬ 
tion  of  the  net  loss  shown  upon  its  return  for  the  preceding  year, 
showed  a  net  income  of  $13,234.36.  From  this  total  it  deducted  the 
net  loss  for  the  preceding  fiscal  period  in  the  amount  of  $6,351.49. 
The  Commissioner  has  disallowed  the  deduction  of  this  net  loss  for 
such  fiscal  period  and  has  computed  the  deficiency  accordingly. 

Judgment  ivill  be  entered  for  the  'petitioner. 

Appeal  of  Cai'roll  Chain  Co.,  1  B.  T .  A.  38. 


James  F.  Kutz,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  5309.  Decided  October  27,  1926. 

The  amounts  paid  as  premiums  on  life  insurance  may  not  be 
deducted  from  gross  income  in  the  computation  of  net  income. 

James  F .  Kutz  pro  se. 

Robert  A.  Littleton,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in  in¬ 
come  tax  for  the  calendar  year  1922  in  the  amount  of  $26.29.  The 
taxpayer  assigns  error  on  the  part  of  the  Commissioner  in  refus¬ 
ing  to  allowT  as  deductions  in  computing  net  income  the  premiums 
which  the  taxpaj^er  paid  on  his  war  risk  insurance  during  the  cal¬ 
endar  year  1922. 

OPINION. 

Green  :  This  appeal  has  been  submitted  on  the  petition  filed  by 
the  taxpayer  and  the  answer  thereto  filed  by  the  Commissioner.  The 
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answer  admits  only  the  date  of  the  deficiency  letter  and  the  amount 
of  the  taxes  in  controversy.  All  the  other  averments  of  the  petition 
are  specifically  denied.  We  assume  the  insurance  premiums  sought 
to  be  deducted  by  the  taxpayer  are  for  the  annual  premiums  paid 
during  the  calendar  year  1922  on  his  war  risk  insurance.  Section 
215  of  the  Revenue  Act  of  1921  specifies  the  items  that  are  not  de¬ 
ductible  in  computing  the  net  income  of  an  individual.  The  pre¬ 
miums  which  the  taxpayer  paid  during  the  year  1922  fall  within  the 
non-deductible  items  enumerated  by  the  statute. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner. 


M.  Cohen,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  No.  3071.  Decided  October  27,  1926. 

Held,  that,  there  was  no  evidence  to  warrant  a  conclusion  that 
the  Commissioner  was  not  correct  in  determining;  that  the  petition¬ 
er’s  net  income  was  18  per  cent  of  his  gross  sales. 

M.  Cohen  pro  se. 

Robert  A.  Littleton ,  Esq.,  for  the  respondent. 

This  a  proceeding  for  the  redetermination  of  a  deficiency  in  income 
taxes  for  1922  and  1923  in  the  amount  of  $1,486.29. 

FINDINGS  OF  FACT. 

The  taxpayer  is  an  individual  residing  at  Corsicana,  Tex.,  and  is 
engaged  in  the  wholesale  grocery  business  on  a  commission  basis. 
He  does  not  operate  on  a  very  large  scale,  and  for  that  reason  a 
number  of  the  larger  firms,  such  as  the  American  Tobacco  Co.,  do 
no  business  with  him.  This  makes  it  necessary  for  him  to  procure 
much  of  his  goods  from  local  jobbers,  thereby  reducing  his  commis¬ 
sions. 

The  taxpayer  has  never  kept  a  complete  set  of  books,  and  in  his 
income-tax  returns  for  the  years  in  question  reported  as  gross  in¬ 
come  amounts  equal  to  10  per  cent  of  his  gross  sales  for  those  years. 
Gross  sales  were  $72,306.90  for  1922  and  $141,396.94  for  1923.  Upon 
audit  of  the  taxpayer’s  returns  the  Commissioner  increased  gross 
income  to  18  per  cent  of  the  gross  sales.  This  increase  was  based 
upon  the  average  gross  profits  of  other  concerns  in  the  United  States 
doing  a  similar  business. 

OPINION. 

Green  :  The  taxpayer  did  not  during  the  taxable  years  keep  rec¬ 
ords  from  which  his  income  could  accurately  be  determined,  and 
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in  making  his  returns  estimated  that  10  per  cent  of  his  gross  sales 
was  a  fair  return  of  income.  The  Commissioner  has  concluded  on 
the  facts  before  him  that  a  return  of  18  per  cent  of  total  sales  prop¬ 
erly  reflects  the  taxpayer’s  gross  profits,  and  the  burden  is  now 
on  the  petitioner  to  show  error  in  this  determination.  This  he  has 
failed  to  do.  He  has  testified  as  to  conditions  existing  which  might 
tend  to  reduce  profits  to  a  smaller  percentage  of  his  total  sales,  and 
with  reference  to  certain  commodities  has  testified  as  to  the  percent¬ 
age  of  profit  which  he  “  figured  ”  (whatever  that  may  mean)  he 
made  thereon,  but  at  the  most  these  are  merely  estimates  and  are 
not  based  on  known  facts. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner. 


Meadows  &  Company,  Inc.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  114.  Decided  October  27,  1926. 

In  the  circumstances  of  this  proceeding,  held,  that  the  value 
of  a  stock  subscription  agreement  may  not  be  included  in  invested 
capital  for  the  taxable  years. 

Walton  D.  Taylor ,  Esq.,  for  the  petitioner. 

John  D.  Foley ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  deficiencies  in 
income  and  excess-profits  taxes  for  the  fiscal  years  ended  January 
31,  1919,  and  January'  31,  1920,  in  the  amounts  of  $6,491.96  and 
$1,319.62,  respectively. 

The  issue  is  whether  the  value  of  certain  subscriptions  for  capital 
stock  in  the  amount  of  $38,900  may  be  included  in  invested  capital. 

findings  of  fact. 

The  petitioner  is  a  Texas  corporation  engaged  in  the  wholesale 
grocery  business,  with  principal  office  at  Waco,  Tex.  In  September, 
1917,  the  stockholders  of  two  Texas  corporations  engaged  in  the 
wholesale  grocery  business  decided  to  dissolve  them  and  organize 
the  petitioner  as  a  successor  corporation.  One  of  the  corporations 
to  be  dissolved,  having  a  capital  stock  of  $200,000,  was  engaged  in 
business  in  Waco,  Tex.,  under  the  name  of  Taylor-Hanna- James 
Co.,  and  the  other  corporation,  the  Meadows  Grocery  Co.,  was 
engaged  in  business  in  Comanche  County,  Tex.  On  September  17, 
1917,  a  contract  was  executed  by  the  president  of  the  Meadows 
Grocery  Co.  and  the  vice  president  of  the  Taylor-Hanna- James 
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Co.,  on  behalf  of  the  stockholders  of  the  respective  corporations, 
whereby  most  of  the  assets  of  the  two  corporations  were  to  be 
transferred  to  the  new  corporation  which  eventually  became  the 
petitioner.  The  new  corporation  was  to  issue  its  stock  in  payment 
for  certain  assets  of  the  Taylor-Hanna-James  Co.  and  assume  cer¬ 
tain  of  its  obligations.  The  contract  provided  that  the  stockholders 
of  the  Taylor-Hanna-James  Co.  would  subscribe  for  $50,000  of 
the  stock  in  the  new  corporation  and  that  the  Taylor-Hanna-James 
Co.  would  retain  and  collect  all  its  outstanding  accounts  and  bills 
receivable  and  would  apply  the  proceeds  thereof,  as  collected,  first, 
to  the  payment  of  any  amounts  due  the  creditors  of  the  Taylor- 
Hanna-James  Co.,  and  the  balance  to  the  subscription  of  $50,000  of 
stock  in  the  new  corporation  by  the  stockholders  of  the  Taylor- 
Hanna-James  Co.  If,  after  collecting  all  accounts  and  bills  receiv¬ 
able,  there  remained  any  balance  due  upon  the  subscription  of  $50,- 
000,  then  the  stockholders  of  the  Taylor-Hanna-James  Co.  in  the 
new  corporation  would  have  fifteen  months  from  the  date  of  the 
contract  within  which  to  pay  the  balance  of  said  subscription. 
Shortly  after  the  execution  of  the  contract  the  stockholders  of  the 
Taylor-Hanna-James  Co.  delivered  to  the  new  corporation  goods 
and  merchandise  of  the  value  of  $11,100,  leaving  $38,900  due  to 
the  subscriptions. 

On  April  8,  1918,  C.  W.  Meadows  took  over  and  assumed  the 
obligation  of  $38,900  of  the  stockholders  of  the  Taylor-Hanna-James 
Co.  under  the  subscription  contract. 

The  $50,000  of  stock  of  the  new  corporation  was  not  issued  at  the 
date  of  execution  of  the  contract  on  September  17,  1917,  nor  was  it 
issued  until  actual  payment  was  made  for  the  stock.  No  notes  were 
received  from  the  stockholders  to  secure  payment  for  the  stock. 

OPINION. 

Green  :  The  petitioner  claims  that  its  invested  capital,  for  the 
years  in  question,  of  $38,900  should  be  increased  by  an  amount  equal 
to  the  subscription  to  its  stock  by  the  stockholders  of  the  Taylor- 
Hanna-James  Co.,  and  relies  on  the  decision  in  Appeal  of  Hewitt 
Rubber  Co .,  1  B.  T.  A.  424,  in  support  of  its  contention.  The  facts 
in  the  Appeal  of  Hewitt  Rubber  Co.  were  that  Hewitt  actually 
delivered  his  note  on  April  1,  1918,  in  the  sum  of  $1,000,000  for 
$1,000,000  par  value  of  the  stock  of  the  company;  that  on  April  1, 
1918,  the  certificate  for  $1,000,000  par  value  of  stock  was  issued  to 
Hewitt  and  registered  with  the  corporation’s  transfer  agent.  Hewitt 
regularly  paid  interest  to  the  corporation  on  the  note  given  for  the 
stock,  received  dividends,  and  actually  paid  the  note  for  $1,000,000 
during  the  year  1918. 


(241) 


243 


MEADOWS  &  CO.,  INC. 

The  facts  in  this  appeal  are  quite  different.  No  stock  was  actually 
issued  or  delivered  until  full  payment  had  been  made  therefor;  no 
note£  were  received  from  the  stockholders. 

We  have  had  occasion  to  consider  a  question  similar  to  the  one 
here  in  issue  in  Appeal  of  Central  Consumers  Wine  &  Liquor  Co ., 
1  B.  T.  A.  1190,  and  we  see  no  reason  to  depart  from  the  decision 
rendered  in  that  appeal.  See  also  Appeal  of  Forqe  Coal  Minina 
Co .,  2  B.  T.  A.  975. 

Judgment  will  ~be  entered  for  the  Commis¬ 
sioner. 
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Lindsey-Long  Goal  &  Lumber  Co.,  Petitioner,  v.  Commissioner 

of  Internal  Revenue,  Respondent. 

Docket  Nos.  11279,  11669.  Decided  October  29,  1926. 

Reasonable  compensation  paid  to  officers  of  a  corporation  held 
deductible  from  gross  income. 

Lee  C.  Bradley ,  Jr.,  Esq.,  and  E.  L.  All,  Esq.,  for  the  petitioner. 

W.  Frank  Gibbs,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  deficiencies  in  in¬ 
come  and  profits  taxes  for  the  years  1920,  1921,  1922,  and  1923,  in 
an  aggregate  amount  of  less  than  $10,000.  The  two  appeals,  involv¬ 
ing  different  tax  years,  were,  on  motion  of  counsel,  consolidated  for 
the  purpose  of  the  hearing  and  decision.  The  petitioner  waives 
its  claim  to  the  deduction  of  certain  bad  debts  in  its  income-tax 
return  for  1921,  the  amount  of  which  was  disallowed  by  the  Com¬ 
missioner,  and  also  its  claim  to  the  deduction  of  $2,400  of  the  amount 
deducted  as  compensation  for  officers  for  the  year  1922.  At  the 
hearing  it  waived  its  objection  to  the  determination  of  the  deficiency 
with  respect  to  the  year  1923. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  Alabama  corporation,  organized  in  May,  1915, 
with  a  paid-up  capital  stock  of  $5,000,  which  was  later  increased  to 
$15,000.  In  1916  the  petitioner  was  actively  engaged  in  the  retail 
lumber  business.  J.  E.  Lindsey  was  president  and  A.  R.  Long  was 
secretary  from  its  inception  to  1923.  Lindsey  devoted  all  of  his 
time  to  the  business  until  January  15,  1922.  During  that  period  he 
was  not  only  the  chief  executive  but  also  the  only  salesman,  the 
only  collector,  and  the  only  buyer  of  lumber  for  the  petitioner. 
Long  was  vice  president  of  a  large  coal  mining  company,  secured 
business  for  the  petitioner,  which  was  handled  by  Lindsey,  and 
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was  in  frequent  touch  with  Lindsey  with  respect  to  the  buying 
and  selling  policies  and  with  respect  to  other  details  of  the  busi¬ 
ness.  Gross  sales  for  the  years  1919  to  1922,  inclusive,  were  as 
follows : 


1919  _ $246,829.38 

1920  _ 336,  943.  32 

1921  _  320,  607.  45 

1922  _  35,  433.  38 


The  business  was  sold  out  to  the  Scott  Lumber  Co.  on  January 
15:  1922.  The  tax  returns  filed  for  the  years  above  enumerated  show 
net  income  as  follows : 


1919  _ $13,849.33 

1920  _  18,  058.  66 

1921  _  9,  735.  89 

1922  _  5,  521.  01 


The  amounts  deducted  for  compensation  of  officers  on  the  returns 
were  as  follows : 


1919. 

1920 

1921. 

1922 


$2,  775 
14,  050 
14,  200 
6,  400 


During  the  years  1920  to  1922,  inclusive,  the  entire  stock  of  the 
corporation,  divided  into  150  shares,  was  owned  by  J.  E.  Lindse}q 
A.  R.  Long,  and  P.  L.  Whiteside.  On  January  1,  1920,  Lindsey 
owned  51  shares,  Long  owned  58 y2  shares,  and  Whiteside  owned  the 
balance.  Whiteside’s  stock  was  acquired  by  Lindsey  and  Long  in 
1920  and  1921.  Long  never  received  any  compensation  for  his  serv¬ 
ices  to  the  company  prior  to  1920,  and  Whiteside  never  received  any 
compensation  whatever.  Lindsey  was  paid  a  salary  of  $300  per 
month  during  the  first  three  months  of  1920,  and  a  salary  of  $350 
per  month  during  the  last  nine  months  of  that  year.  On  December 
28,  1920,  at  a  meeting  of  the  three  stockholders,  he  was  voted  addi¬ 
tional  compensation  in  the  amount  of  $6,100,  and  Long  was  voted 
compensation  in  the  amount  of  $3,900.  The  corporation  was  not  in 
funds  to  pay  the  additional  amounts  in  cash,  and  it  gave  Lindsey 
and  Long  notes  for  the  amounts  voted,  which  notes  were  paid  off 
during  the  succeeding  year.  During  the  year  1921,  Lindsey  was 
paid  a  monthly  salary  of  $350,  and  at  the  close  of  the  year  addi¬ 
tional  compensation  of  $5,000  was  voted  to  Lindsey  and  an  equal 
amount  was  voted  to  Long.  These  amounts  were  paid  by  notes, 
which  notes  were  paid  during  the  succeeding  year. 

During  the  first  four  months  of  1922,  Lindsey  was  paid  a  salary 
at  the  rate  of  $350  per  month,  and,  during  the  next  six  months,  at 
the  rate  of  $100  per  month.  At  the  end  of  the  year  he  was  voted 


(243)  BIRMINGHAM  TRUST  &  SAVINGS  CO.,  EXECUTOR.  245 

additional  compensation  of  $2,000,  which  compensation  was  paid  by 
note,  and  the  note  was  later  liquidated. 

The  petitioner’s  books  of  account  were  kept  upon  the  accrual  basis. 
They  show  the  payment  of  only  $4,000  as  compensation  for  officers 
for  the  year  1922. 

Of  the  amounts  claimed  as  deductions  from  gross  income  for 
compensation  of  officers,  the  Commissioner  disallowed  the  deduction 
of  $7,050  for  the  year  1920,  $7,200  for  1921,  and  $4,200  for  1922. 
The  petitioner  admits  that  $2,400  of  the  amount  disallowed  for  1922 
was  properly  disallowed. 

opinion. 

Smith  :  The  amounts  of  compensation  claimed  as  deductions  from 
gross  income  in  the  petitioner’s  tax  returns  for  1920,  1921,  and  1922, 
were  payments  of  salaries  to  officers  rendering  services  to  the  com¬ 
pany  during  those  years.  They  were  not,  in  our  opinion,  unreason¬ 
able  deductions. 

During  the  year  1920,  Lindsey  and  Long  each  owned  approxi¬ 
mately  one-third  of  the  capital  stock  of  the  corporation.  During  the 
year  1921  they  acquired  Whiteside’s  stock,  and  at  the  close  of  the 
year  they  owned  all  of  the  stock  of  the  corporation,  but  in  what 
proportion  is  not  in  evidence.  We  can  not  make  any  finding  that  the 
amounts  paid  were  in  effect  distributions  of  profits.  In  the  light  of 
the  record,  we  can  not  do  otherwise  than  to  find  that  the  salaries 
paid  to  officers  were  ordinary  and  necessary  expenses  of  doing  busi¬ 
ness,  and  as  such  were  deductible  from  gross  income. 

Judgment  will  be  entered  on  15  days’’  no  tire, 
under  Rule  50. 

Trammell  dissents. 


Birmingham  Trust  &  Savings  Co.,  Executor,  Estate  of  I.  F. 

Young,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  No.  7440.  Decided  October  29,  1926. 

The  March  1,  1913,  fair  market  value  of  shares  of  stock  sold 
in  1921  determined. 

Lee  C.  Bradley ,  Jr .,  Esq.,  for  the  petitioner. 

J.  Arthur  Adams ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  tax  for  the  year  1921  in  the  amount  of  $3,571.33.  The 
question  in  issue  is  the  March  1,  1913,  fair  market  price  or  value 
of  94  shares  of  the  stock  of  an  Alabama  corporation  which  were  sold 
in  January,  1921,  at  $250  per  share. 
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FINDINGS  OF  FACT. 

The  petitioner  is  the  executor  of  the  estate  of  I.  F.  4oung,  who 
died  in  November,  1923.  The  decedent  and  J.  A.  Vann  were  stock¬ 
holders  of  the  Young  &  Vann  Supply  Co.,  an  Alabama  corporation 
with  its  place  of  business  in  Birmingham.  The  corporation  was 
organized  in  November,  1906,  with  a  capital  stock  of  $30,000.  The 
decedent  originally  owned  one-third  of  the  capital  stock  and  A  ann 
owned  one-sixth.  By  successive  stock  dividends  the  capital  stock 
was  increased  until  it  was  $100,000  on  March  1,  1913,  and  $210,000 
on  January  28,  1921,  the  date  when  the  shares  of  stock  in  question 
were  sold.  This  capital  stock  of  $210,000  was  divided  into  2,100 
shares  having  a  par  value  of  $100  per  share.  From  the  date  of 
organization  until  the  date  of  sale  no  new  capital  w  as  put  into 
the  business,  and  the  increase  in  capital  stock  was  solely  by  way 
of  stock  dividends.  The  decedent  was  closely  associated  with  J .  A. 
Vann  in  the  conduct  of  this  business  from  its  organization  until 
decedent’s  death.  The  corporation  was  engaged  in  the  business 
of  selling  steam  fitters’  supplies,  such  as  pipes,  valves,  packing, 
rubber  hose,  machine  supplies,  etc.  Its  principal  customers  were 
furnace  companies  and  mining  companies.  Its  principal  business 
was  in  the  mineral  district  of  Birmingham,  Gadsden,  Sheffield,  Annis¬ 
ton.  and  Montgomery.  Since  the  organization  of  the  business  theie 
have  been  no  sales  of  the  stock  of  the  corporation,  except  to  persons 
connected  wTith  the  business.  On  January  31,  1912,  a  small  num¬ 
ber  of  shares  in  the  aggregate  were  sold  to  several  employees,  the 
price  being  fixed  by  the  book  value  at  the  end  of  the  pieceding 
year.  There  was  a  general  understanding  between  Vann  and  the 
decedent  that  they  would  not  sell  the  stock  except  to  each  other, 
the  basis  of  the  sale  to  be  the  book  value  of  all  of  the  assets,  the 
value  of  which  was  to  be  fixed  by  an  appraiser. 

The  population  of  Birmingham  and  the  number  of  consumers  in 
the  territory  served  by  this  corporation  largely  increased  from  the 
date  of  organization  to  March  1,  1913.  There  was  an  increase  in  the 
size  and  number  of  mines  in  the  Birmingham  district,  and  also  in 
coal  and  iron  tonnage.  Business  conditions  in  the  district  were  very 
much  improved  by  the  reported  purchase  of  the  stock  of  the  Tennes¬ 
see  Coal  Iron  &  Railroad  Co.  by  the  United  States  Steel  Corporation 
during  the  year  1907.  The  population  of  Birmingham,  as  shown  by 
the  Federal  censuses  for  the  years  1900,  1910,  and  1920,  was  as 

follows : 


1900— 

1910— 

1920— 


___  38, 415 

___  132,685 
___  178,806 
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The  population  of  Jefferson  County,  in  which  Birmingham  is  situ¬ 
ated  and  which  composed  a  large  part  of  the  mineral  district  in 
which,  the  petitioner  did  business,  as  shown  by  the  same  Federal 
censuses,  was  as  follows : 


1900 - 140,420 

1910 _  226,476 

1920 _ 310,  454 


The  Young  &  Vann  Supply  Co.  negotiated  a  long-term  lease  be¬ 
ginning  October  1,  1910,  and  ending  September  30,  1930,  on  the 
property  where  it  conducted  its  business.  The  lease  was  at  a  net 
rental  of  $5,000  per  year  and  the  property  leased  had  valuable  rail¬ 
road  connections. 

The  net  income  of  the  corporation,  after  all  expenses  were  deducted, 


was  as  follows: 

Dec.  1,  1906-No v.*  30,  1907 _ $14,  679.  95 

Dec.  1,  1907-Nov.  30,  1908 _  5,725.27 

Dec.  1,  1908-No v.  30,  1909 _  16,  542.  32 

Dec.  1,  1909-No v.  30,  1910 _  26,451.35 

Dec.  1,  1910-Dec.  31,  1911 _  20,  578.  71 

Calendar  year  1912 _  50,  299. 18 


Gross  sales,  less  allowances  and  prepaid  freight,  were  as  follows: 


Dec.  1,  1908-No v.  30,  1909 _ _ $283,  073. 10 

Dec.  1,  1909-No v.  30,  1910 _ _ _  398, 190.  21 

Dec.  1,  1910-Dec.  31,  1911 _  436,  307.  03 

Calendar  year  1912 _  531,  647.  75 

Month  of  January,  1913 - -  58,  407.  77 

Month  of  February,  1913 _  48,  055.  86 


The  balance  sheets  at  November  30,  1910,  and  at  December  31, 
1911,  1912,  and  1920,  show  the  stockholders’  interest  in  the  corpora¬ 
tion  as  follows: 


Nov.  30, 
1910. 

Dec.  31, 
1911. 

Dec.  31, 
1912. 

Dec.  31, 
1920. 

Capital  stock _  __ _ _  _ _ 

$60,  000.  00 
25,  298.  40 

$60,  000.  00 
40,  764.  22 

$100,  000.  00 
26,  764.  22 
21,  299.  18 

$210,  000. 00 

Undivided  profits . ; _ _ _ 

Reserve  for  contingencies  . . . . 

Surplus  _ T. _ _ _ 

304,  213.  00 

> 

85,  298.  40 

100,  764.  22 

148,  063.  40 

514,  213.  00 

The  price  of  the  products  handled  by  the  Young  &  Vann  Supply 
Co.  began  to  fall  in  November  and  December,  1920,  and  continued 
to  fall  throughout  the  year  1921.  The  corporation  suffered  a  very 
severe  inventory  loss  in  1921. 

In  order  to  equalize  the  holdings  between  the  decedent  and  Vann, 
the  decedent  in  January,  1921,  sold  to  Vann  94  shares  of  the  capital 
stock  of  the  corporation  at  $250  per  share.  At  that  time  there  were 
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outstanding  2,100  shares  of  capital  stock.  The  sale  price  of  $250  per 
share  was  substantially  the  book  value  of  the  stock  at  the  date  of 
sale.  The  book  value  of  the  capital  stock  at  December  31,  1912, 
the  nearest  date  to  March  1,  1913,  on  which  the  book  value  of  the 
capital  stock  can  be  determined,  was  $148,063.40,  which,  divided  by 
2,100  shares,  gives  a  book  value  of  $70.50  per  share.  The  Commis¬ 
sioner  determined  a  March  1,  1913,  value  of  the  94  shares  sold  in 
January,  1921,  of  $73.12  per  share,  and  the  deficiency  computed  by 
the  Commissioner  is  based  upon  a  profit  upon  each  share  sold  of  the 
difference  between  $73.12  and  $250. 

Vann  and  the  decedent  organized  the  corporation  and  were  largely 
responsible  for  its  success.  In  order  that  the  cash  resources  of 
the  corporation  might  be  conserved,  they  drew  salaries  which  did 
not  adequately  compensate  them  for  services  rendered.  During  the 
early  years  of  the  corporation,  Vann  received  a  gal  ary  of  $3,000  per 
year  and  the  decedent  a  correspondingly  low  salary.  The  profits 
of  the  corporation  from  the  date  of  organization  to  March  1,  1913, 
were  approximately  33 y2  per  cent  on  the  average  amount  of  capital 
invested. 

The  fair  market  price  or  value  of  each  of  the  94  shares  of  stock 
sold  by  the  decedent  in  January,  1921,  was  $100  on  March  1,  1913. 

OPINION. 

Smith:  The  Commissioner  determined  the  March  1,  1913,  fair 
market  price  or  value  of  the  shares  of  stock  sold  by  the  decedent 
in  January,  1921,  at  $73.12  per  share.  This  value  is  slightly  in 
excess  of  the  book  value  at  the  basic  date.  The  petitioner  contends 
that  the  value  was  much  greater  than  that,  but  has  left  the  exact 
amount  for  the  determination  of  the  Board.  At  the  hearing  the 
petitioner  put  on  the  stand  an  accountant  who  testified  that  in  his 
opinion  a  prospective  purchaser  of  the  corporation  of  the  Young  & 
Vann  Supply  Co.  in  1913  would  have  been  justified  in  paying  $275,000 
or  $300,000  for  the  assets  of  the  business  which,  on  December  31, 

1912,  had  a  book  value,  measured  by  capital  stock,  undivided  profits, 
and  reserve  for  contingencies,  of  $148,063.40.  In  his  opinion  a 
prospective  purchaser  could  reasonably  have  expected  profits  of 
$30,000  a  year  from  the  business,  and  an  industrial  enterprise  that 
was  assured  a  return,  year  in  and  year  out,  of  10  per  cent  upon  its 
capital  investment  was  worth  ten  times  the  annual  yield- 

The  evidence  indicates  that  the  success  of  the  business  was  due  in 
a  very  large  part  to  the  efforts  of  the  decedent  and  Vann.  They 
drew  relatively  small  amounts  as  salaries  during  years  prior  to 

1913.  On  cross-examination  the  witness  Vann  testified  as  follows: 

Q.  Do  you  think  that  had  you  and  Mr.  Young  sold  your  stock  in  the  cor¬ 
poration  [in  1913]  that  the  corporation  could  have  carried  on  the  business  as 
successfully? 
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A.  No,  sir;  we  did  not  have  the  organization.  We  could  not  afford  the 
organization  to  do  that. 

Q.  What  is  that? 

A.  We  could  not  afford — we  did  not  have  an  organization  that  could  do 
that.  We  were  the  executives.  We  did  not  have  any  men  in  our  employ. 

Q.  Assuming  you  and  Mr.  Young  had  died  on  March  1,  1913,  what  would 
have  happened  to  that  business? 

A.  Well,  that  is  problematical.  I  do  not  see  hardly  how  it  could  have  gone 
on.  Of  course  it  would  have  been  sold  out  probably. 

Q.  What  was  your  salary  in  1906  from  the  Young  &  Vann  Supply  Company? 

A.  I  have  forgotten.  I  believe  it  was  $250  per  month. 

******* 

Q.  Did  you  consider  that  you  were  taking  out  of  the  business  sufficient 
compensation  for  the  services  rendered  by  you.  or  did  you  figure  you  were  a 
stockholder  and  would  share  in  the  profits  of  the  corporation,  and  only  took 
out  such  funds  as  was  necessary? 

A.  That  is  the  way  I  considered  it. 

******  * 

Q.  Mr.  Young  only  took  out  such  drawing  account  as  he  needed,  and  left 
the  other  to  be  taken  in  the  nature  of  dividends? 

A.  In  the  nature  of  capital ;  we  needed  capital. 

Q.  You  need  capital  in  the  business? 

A.  Yes. 

Q.  In  other  words,  he  did  not  consider  he  was  drawing  an  amount  from  the 
corporation  equal  to  the  services  which  he  rendered  to  the  corporation? 

A.  We  thought  like  we  would  get  the  benefit  later. 


We  think  that  the  sale  of  a  few  shares  of  stock  at  book  value  to 
certain  employees  of  the  corporation  during  the  year  1912  is  no 
indication  of  the  “  fair  market  price  or  value  ”  of  the  shares  on 
March  1,  1913.  The  circumstances  under  which  the  sales  were 
made  must  be  taken  into  consideration.  Walter  v.  Duffy ,  287  Fed. 
41.  In  the  absence  of  sales,  we  must  look  to  other  evidence  of 
value.  In  a  recent  case,  Boyd  v.  Heiner ,  5  Am.  Fed.  Tax  Rep.  6069, 
the  District  Court  for  the  Western  District  of  Pennsylvania  stated: 


Now,  in  determining  the  intrinsic  value  of  this  property,  we  must  not  con¬ 
fine  ourselves  to  one  factor  in  determining  value,  *  *  *.  We  must  neces¬ 
sarily  look  to  every  factor  that  would  have  any  bearing  whatever  on  the 
determination  of  that  fact. 


Likewise,  in  the  instant  case,  we  must  look  at  all  the  factors  bear¬ 
ing  upon  the  value  of  the  shares  of  stock.  The  corporation,  Young 
&  Vann  Supply  Co.,  was  carrying  on  a  profitable  business  in  a 
mineral  district  where  the  demand  for  the  products  sold  by  the 
corporation  was  rapidly  increasing.  The  sales  of  the  corporation 
were  mounting  rapidly  and  the  profits  were  correspondingly  in¬ 
creasing.  The  name  of  the  petitioner  corporation  was  becoming 
known.  The  profits  for  the  three-jTar  period  prior  to  1913  were 
in  excess  of  25  per  cent  on  the  capital  actually  invested.  We  think 
that  this  warrants  a  conclusion  that  the  shares  of  stock  had  a 
value  in  excess  of  the  book  value.  It  is  to  be  noted,  however,  that 
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the  corporation  had  no  monopoly  in  its  field.  The  principal  officers 
were  inadequately  compensated  for  their  services  and  the  prosperity 
of  the  business  depended  to  a  large  extent  upon  the  activities  of  the 
decedent  and  Vann. 

From  a  consideration  of  all  of  the  factors,  we  are  of  the  opinion 
that  the  fair  value  of  the  shares  of  stock  on  March  1,  1913,  was  in 
excess  of  the  amount  found  by  the  Commissioner,  and  that  the  fair 
market  price  or  value  of  each  of  the  94  shares  of  stock  sold  by  the 
decedent  in  January,  1921,  was,  on  the  basic  date,  $100,  which  value 
was  in  excess  of  the  cost  to  the  decedent. 

Judgment  will  ~be  entered  on  15  days ’  notice , 
under  Rule  50. 


Appeal  of  John  J.  Radel  Co. 

Docket  No.  5576.  Decided  October  29,  1926. 

The  basis  for  determining  gain  or  loss  on  the  sale  of  stock 
determined  from  the  evidence. 

Cecil  L.  Hall ,  Esq.,  for  the  petitioner. 

L.  C .  Mitchell ,  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  a  deficiency  of 
$1,146.19  in  income  and  profits  taxes  for  1921.  The  deficiency 
arises  on  account  of  the  action  of  the  Commissioner  in  disallowing 
a  deduction  of  $20,000,  claimed  by  the  taxpayer  as  a  loss  on  the  sale 
of  400  shares  of  stock  of  the  Queen  City  Livery  Co. 

FINDINGS  OF  FACT.  * 

The  taxpayer  is  a  corporation,  organized  under  the  laws  of  Ohio, 
with  its  principal  place  of  business  in  Cincinnati.  It  is  engaged 
in  the  undertaking  business.  Prior  to  1910  it  had  a  livery  business 
in  connection  with  its  undertaking  business.  In  1910  a  group  of 
undertakers  organized  the  Queen  City  Livery  Co.,  which  was  to  do 
a  general  livery  business  principally  for  the  undertakers  who  were 
its  stockholders.  The  stockholders  of  the  company  consisted  of  cer¬ 
tain  undertakers  in  Cincinnati.  Their  purpose  was  to  turn  over 
all  of  their  livery  equipment  to  the  new  company  and  hire  the 
equipment  from  that  company  as  they  needed  it. 

The  taxpayer  acquired  a  block  of  460  shares  of  stock  of  the  Queen 
City  Livery  Co.,  upon  the  organization  of  that  company  in  1910, 
in  exchange  for  its  horses,  carriages,  harness  and  other  stock  and 
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equipment,  which  was  appraised,  for  the  purpose  of  the  exchange, 
at  $46,000.  The  following  table  sets  forth  the  equipment  turned 
over  by -the  taxpayer  for  stock,  together  with  the  allowance  made 
by  the  Queen  City  Livery  Co.  and  the  average  allowance  for  each 
article : 


Article . 

Number. 

Total 

allowance. 

Average 
allowance 
per  article. 

Hearses  _ _ _ _  _ _ _ _ -  _ _  -- 

7 

$15,  000.  00 

$2, 142.  85 

Carriages,  United  States . . . . . 

12 

11,800.00 

983.  33 

Carriages  (other  makes) _ _ 

26 

12,  600.  00 

484.  61 

Horses _ _ _ _  _ _ -  . . 

29 

5,  350.  00 

184.  48 

Sets  harness _ _  __ 

22 

1,  575.  00 

71.59 

Livery  coats _ _ _ _ _ _ _ _ 

27 

'  370.  00 

13.  70 

Coach  hats _ _ _ 

17 

34.00 

2.00 

Blankets _ _ _ _ __ _ _ _ _  ..  . 

14 

115.  00 

8,25 

Miscellaneous  articles  _ _  _ _ 

77.  00 

45,  718.  00 

In  addition  to  the  amount  of  equipment  above  set  forth,  the  tax¬ 
payer  turned  over  furniture  which  was  valued  at  $300,  and  the 
difference  between  the  appraised  value  of  the  furniture  and  the 
articles  set  forth  above,  that  is,  $18,  was  paid  to  the  taxpayer  by 
the  livery  company  in  cash. 

The  carriages  turned  in  by  the  taxpayer  were  of  the  same  kind 
used  by  hackers  generally.  The  trade  allowances  for  used  carriages 
and  equipment  in  the  purchase  of  new  carriages  and  equipment  were 
$250  to  $300  for  carriages  and  $500  to  $750  for  hearses. 

In  1915  the  Queen  City  Livery  Co.  reduced  its  authorized  capital 
stock  from  $400,000  to  $200,000,  and  reduced  the  par  value  of  its 
stock  from  $100  per  share  to  $50  per  share. 

The  taxpayer,  at  that  time  being  the  owner  of  460  shares  of  stock, 
which  it  carried  on  its  books  at  par,  that  is,  at  $46,000,  on  February 
28,  1915,  when  the  capitalization  was  reduced,  made  an  entry  on  its 
books  of  account  writing  down  this  investment  in  stock  from 
$46,000  to  $23,000. 

In  December,  1921,  the  taxpayer  sold  400  shares  of  the  stock  of 
the  Queen  City  Livery  Co.  for  $9,200.  In  its  income-tax  return 
for  that  year,  under  Schedule  A-23,  it  reported  the  sale  price  of 
the  400  shares  at  $9,200,  the  cost  of  the  400  shares  in  1910  at 
$40,000,  and  the  fair  market  value  as  of  March  1,  1913,  at  $20,000, 
which  figure  was  taken  from  the  investment  account  as  it  then 
stood  on  the  books  of  the  taxpayer  company  after  the  write-down 
had  been  made  on  said  books  in  1915.  The  Commissioner  allowed 
a  loss  on  the  sale  of  $10,000,  being  the  difference  between  the  selling 
price  and  $20,000,  which  he  determined  to  be  the  March  1,  1913 
ralue. 
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The  cost  of  the  400  shares  of  stock  sold  by  the  taxpayer  in  1921 
Was  $2T985.21.  The  March  1,  1913,  value  was  not  less  than  that 

amount. 


opinion. 


Trammell:  The  question  to  be  determined  is  the  amount  of  the  > 
gain  or  loss,  if  any,  arising  from  the  sale  of  the  400  shares  of  stock 

The  ^oss  I'v^ich  ^isT' deductible  is  the  difference  between  the  cost 
or  the  March  1,  1913,  value,  whichever  is  lower,  and  the  sell  g 


PIThe  cost  of  the  stock  which  the  taxpayer  sold  is  the  fair  market 
value  of  the  property  which  the  taxpayer  turned  over  to  the  Queen 
Oitv  Livery  Co.  for  the  stock.  The  taxpayer  claims  that  the  value 

“ihfc”  L  .»»  ‘““““Vhl'hSi™. 

over  to  the  livery  company  was  their  fair  value, 
relatino-  to  the  value  of  the  equipment  was  given  by  Paul  Huth 
and  John  F.  Euehlmann.  Huth  testified  that  m  1910  he  was  con¬ 
nected  with  the  undertaking  business  of  his  father  in  Cincinnati. 
His  father  was  one  of  the  organizers  of  the  taxpayer  corpora  ion. 
Huth  was  the  secretary  and  treasurer  of  the  taxpayer  corporation 
He  expressed  his  opinion  that  the  property  was  worth  the  amount 
at  which  it  was  appraised  and  turned  over  to  the  Queen  City  Livery 
Co  He  testified  that,  in  his  opinion,  if  the  property  had  been  placed 
on  the  market  for  sale,  it  would  have  brought  more  than  the  amount 
that  was  subsequently  realized  in  cash  from  the  stock,  which  was 
£9  200.  The  only  actual  sale  of  used  funeral  livery  equipment  that 
Huth  had  knowledge  of  was  a  sale  made  by  himself  in  1910  of  wo 
“  “  d  £  or^  seven  c.m.g..,  All  tbs.  mn 
for  $1  900.  He  and  another  person  together  acquire  ese 
and  carriages  for  $1,000  and,  after  repainting  and  repairing  the 
and  advertising  them  for  sale,  they  received  $1,900,  making  a  profit 
The  tr.de  .11—  for  u»d,  «e.nd-h.nd  funerrdjqu.p- 
ment  was  from  $250  to  $300  for  carriages,  and  from  $o00  to  $7.  , 
and  in  some  instances,  $1,000,  for  hearses.  The  carriages  turned 
over  by  the  taxpayer  to  the  Queen  City  Livery  Co.  were  the  same 

kind  as  those  used  by  hackers  in  1910 

The  witness  Euehlmann  testified  that  he  thought  that  the  val 
placed  upon  the  assets  for  1910  were  fair  valuations,  but  he  doej 
not  testify  that  the  valuations  placed  were  in  accordance  with  the 
fair  marlmt  value  of  those  assets  as  determined  by  the  selling  pncc 
ofsim^  assets.  There  is  no  testimony  as  ^  how  long  these  ^ 
ticular  assets  had  been  in  use  by  the  taxpayer  when  they  were  turn 
over  to  the  Queen  City  Livery  Co- 
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If  we  accept  the  valuation  of  $300  for  carriages  and  $1,000  each 
for  , hearses,  the  total  value  of  the  assets  turned  over  to  the  tax¬ 
payer  for  stock  was  $25,168.  From  all  the  evidence  we  find  that 
these  figures  represented  the  fair  market  value  of  the  carriages  and 
hearses  of  the  taxpayer  exchanged  for  stock.  This  represented  the 
cost  of  the  stock. 

There  were  no  sales  of  the  stock  on  the  open  market  in  1913,  and 
in  order  to  determine  the  value  on  March  1,  1913,  resort  must  be 
iiad  to  the  facts  surrounding  the  condition  of  the  business  and  the 
valuation  of  its  assets.  From  1910  to  1915  the  Queen  City  Livery 
Co.  had  not  been  as  successful  as  was  contemplated  at  the  time 
of  its  organization.  In  1910,  1912  and  1913,  it  showed  profits,  but 
for  1911  there  was  a  loss,  arid,  taking  the  four  years  together,  there 
Avas  a  profit  of  only  $150.02.  In  1913  the  auto  equipment  Avas  being 
experimented  Avith  by  undertakers,  although  it  had  not  become  in 
general  use.  This  fact  had  not,  on  March  1,  1913,  materially  inter¬ 
fered  Avith  the  livery  business  in  connection  Avith  the  undertaking 
establishments.  From  all  the  evidence,  Ave  do  not  believe  that  the 
value  of  the  stock  on  March  1,  1913,  Avas  greater  than  the  cost  of 
the  stock  in  1910,  which  cost  was  represented  by  the  value  of  the 
assets  turned  over  therefor.  The  loss  to  which  the  taxpayer  is  en¬ 
titled  is  the  difference  between  the  cost  of  the  stock  and  the  selling- 
price,  the  cost  being  determined  in  accordance  with  this  opinion. 

Judgment  will  be  entered  on  15  days ’  notice , 
under  Rule  50. 


Earl  O.  Johnson,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  8259.  Decided  October  29,  1926. 

David  A.  Gates ,  Esq.,  for  the  petitioner. 

Ward  Loveless ,  Esq.,  for  the  respondent. 

Trammell:  This  is  a  proceeding  for  the  redetermination  of 
a  deficiency  in  income  taxes  for  1920  and  1921  in  the  amount  of 
$24,147.04.  The  deficiency  is  based  upon  the  action  of  the  Commis¬ 
sioner  in  treating  the  proceeds  of  the  sale  of  certain  stock  as 
belonging  to  the  taxpayer  instead  of  to  his  Avife.  The  50  per  cent 
penalty  was  also  imposed  by  the  Commissioner  upon  the  taxpayer, 
upon  the  ground  that  he  had  made  a  false  and  fraudulent  return 
in  that  he  had  failed  to  include  the  proceeds  of  the  sale  of  stock 
in  his  income-tax  return.  The  taxpayer  at  the  hearing  amended 
his  petition  to  claim  as  an  error  the  action  of  the  Commissioner  in 
disallowing  a  loss  in  a  business  transaction  during  the  year,  but 
no  competent  evidence  was  introduced  with  respect  to  such  loss. 
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FINDINGS  OF  FACT. 

Earl  O.  Johnson,  the  taxpayer,  acquired  50  shares  of  stock  of 
the  par  value  of  $5,000  in  the  Thane  Lumber  Co.  in  1914.  This 
stock  cost  him  $5,000.  On  January  8,  1920,  the  taxpayer  trans¬ 
ferred  4:o  his  wife,  Koberta  D.  Johnson,  40  shares  of  the  stock.  He 
delivered  the  stock  certificate  representing  50  shares  to  the  cor¬ 
poration,  and  a  new  certificate  representing  40  shares  was  issued 
in  the  name  of  Mrs.  Johnson  on  January  8,  1920,  in  lieu  thereof. 
Mrs.  Johnson  signed  a  receipt  for  the  certificate.  A  certificate  for 
the  other  10  shares  was  issued  in  the  name  of  the  taxpayer. 

When  the  stock  was  transferred  to  Mrs.  Johnson  on  January  8, 
1920,  she  turned  it  over  to  Thane,  president  of  the  Desha  Bank, 
for  safekeeping.  Thane  had  been  closely  associated  with  the  tax¬ 
payer  for  many  years  and  Mrs.  Johnson  had  absolute  confidence 
in  him. 

The  taxpayer  had  the  50  shares  of  stock,  together  with  other 
securities,  deposited  with  Thane  as  security  for  an  indebtedness  in 
the  amount  of  approximately  $5,000  which  the  taxpayer  owed 
Thane. 

On  March  8,  1920,  the  50  shares  of  stock,  which  included  the 
40  shares  transferred  by  the  taxpayer  to  his  wife,  were  sold  to 
the  Thane  Lumber  Co.  for  $65,000,  of  which  $10,000  was  paid 
in  cash  and  the  balance  was  represented  by  22  promissory  notes 
of  $2,500  each,  bearing  6  per  cent  interest.  These  notes  became  due 
at  intervals  of  thirty  days  after  March  8,  1920.  Mrs.  Johnson 
endorsed  the  certificate  representing  the  40  shares  and  the  taxpayer 
endorsed  the  certificate  representing  the  10  shares. 

All  dealings  with  respect  to  the  sale  of  the  stock  were  carried 
on  by  the  taxpayer.  He  received  the  cash  and  the  notes  were 
payable  to  him.  Four  of  these  notes  for  $2,500  each  were  endorsed 
to  Johnson  Brothers  Hardware  Co.  The  remainder  of  the  notes 
were  endorsed  by  E.  O.  Johnson  and  he  received  the  cash  or  credit 
for  them. 

On  January  12,  1920,  there  was  a  meeting  of  the  stockholders  of 
the  Thane  Lumber  Co.  and  the  pertinent  portion  of  the  minutes  of 
that  meeting  is  as  follows : 

Pursuant  to  notice  in  writing  of  the  meeting  of  stockholders  issued  by  secre¬ 
tary  Dec.  1st  1919,  the  stockholders  of  the  Thane  Lumber  Company  met  in 
session  with  H.  Thane  acting  as  chairman.  The  following  shares  were  repre¬ 
sented  : 

50  shares  H.  Thane  by  self 

50  “  E.  O.  Johnson  by  self 

1  “  A.  Kimball  by  self 

49  “  Mrs.  A.  Kimball  by  self 

50  “  G.  W.  Reese  by  self 
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The  advisability  of  increasing  the  amount  of  capital  stock  was  discussed  and 
the  following  resolution  read  and  unanimously  adopted. 

i 

On  March  6,  1920,  a  meeting  was  held  of  the  directors  of  the  Thane 
Lumber  Co.,  at  the  Desha  Bank  &  Trust  Co.  building  in  Arkansas 
City,  Ark.  At  that  meeting  a  resolution  was  passed  the  pertinent 
parts  of  which  are  as  follows : 

E.  O.  Johnson,  president,  having  signified  his  desire  to  resign  as  president 
and  to  dispose  of  his  interest  in  the  Thane  Lumber  Company,  it  was  decided 
for  the  Thane  Lumber  Company  to  buy  his  interest  on  the  following  basis : 
Upon  delivery  of  his  50  shares  the  Thane  Lumber  Company  to  pay  him  sixty- 
five  thousand  dollars  ($65,000),  ten  thousand  dollars  ($10,000)  in  cash  and 
twenty-two  (22)  notes  of  twenty-five  hundred  dollars  ($2,500)  each  bearing  six 
per  cent  interest. 

No  negotiations  were  had  with  respect  to  the  sale  of  the  stock 
until  a  few  days  before  the  sale  in  March,  1920. 

The  taxpaj^er  and  his  wife  had  had  domestic  difficulties  for  about 
a  year  prior  to  the  transfer  of  the  stock  to  her,  and  the  stock  was 
transferred  to  her  in  an  effort  to  adjust  their  differences  or  for  her 
benefit  in  case  of  separation.  After  the  transfer  and  about  the  time 
of  the  sale  of  the  stock,  their  marital  troubles  had  been  settled  and 
Mrs.  Johnson  authorized  the  taxpayer  to  handle  the  matter  as  he 
saw  fit  and  to  use  the  purchase  price. 

The  transaction  was  an  actual  conveyance  of  the  stock  to  Mrs. 
Johnson  in  January,  1920.  The  income-tax  return  in  which  the 
taxpayer  reported  no  profit  with  respect  to  the  40  shares  of  stock  was 
not  false  or  fraudulent. 

Judgment  will  be  entered  on  15  days ’  notice , 
under  Rule  50. 


Mrs.  Browning  Coleman  Moore,  Executrix,  Estate  of  Betty  W. 

Coleman,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  No.  5221.  Decided  October  29,  1926. 

1.  Evidence  held  insufficient  to  show  that  the  value  of  real 
estate  as  determined  by  the  Commissioner  was  not  correct. 

2.  Petitioner  was  residuary  legatee  and  also  executor.  The  will 

did  not  make  specific  provision  that  the  executor  should  have  the 
legacy  over  and  above  the  commissions.  Held,  under  the  law  of 
Louisiana,  that  the  executor  was  not  entitled  to  commissions, 
and  no  deduction  is  allowable  in  determining  the  net  estate  subject 
to  the  estate  tax.  # 

Stirling  Parkerson ,  Esq.,  for  the  petitioner. 

W.  Frank  Gibbs ,  Esq.,  for  the  respondent. 
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This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
estate  tax  in  the  amount  of  $161.40.  The  deficiency  arises  on  account 
of  the  action  of  the  Commissioner  in  increasing  the  valuation  of 
certain  real  estate  owned  bv  the  decedent  at  the  time  of  her  death, 
and  on  account  of  the  disallowance  by  the  Commissioner  of  the 
executrix’s  commission  of  $4,069.86. 

FINDINGS  OF  FACT. 

The  petitioner  is  the  duly  qualified  executrix  of  the  estate  of 
Betty  W.  Coleman,  who  died  February  16,  1924.  The  decedent 
owned  at  the  time  of  her  death  certain  real  estate  in  New  Orleans. 
This  real  estate  was  valued  by  the  petitioner  at  the  time  of  filing 
the  estate-tax  return  at  $8,000.  This  is  the  figure  at  which  the 
property  was  carried  on  the  assessment  rolls  in  1923  and  1924  by 
the  City  of  New  Orleans.  The  Commissioner  determined  that  the 
value  of  the  property  was  $12,000. 

The  executrix  of  the  estate  was  the  residuary  legatee  and  received 
the  entire  estate,  with  the  exception  of  certain  specific  legacies. 
The  will  of  the  decedent  did  not  make  specific  provision  for  the 
payment  of  executrix’s  commission  in  addition  to  the  legacy,  and 
made  no  reference  whatever  to  such  commission. 

OPINION. 

Trammell:  There  are  two  questions  involved  in  this  proceeding. 
The  first  relates  to  the  value  of  the  estate  at  the  time  of  decedent’s 
death,  and  the  second  to  the  deductibility  of  the  executrix’s  com¬ 
mission,  when  no  provision  was  made  in  the  will  for  such  commission 
and  the  executrix  was  the  beneficiary  under  the  will. 

As  to  the  first  question,  the  Commissioner  determined  that  the 
property  in  question  had  a  value  of  $12,000  at  the  time  of  the 
decedent’s  death.  The  only  testimony  which  is  in  conflict  with 
this  is  the  fact  that  the  property  was  assessed  for  taxation  purposes 
by  the  City  of  New  Orleans  at  $8,000.  There  is  no  testimony  as  to 
the  basis  upon  which  the  property  was  assessed,  whether  at  its  full 
value  or  otherwise,  nor  is  there  any  testimony  that  the  value  placed 
upon  the  property  for  local  taxation  purposes  was  correct.  The 
burden  of  proof  is  upon  the  taxpayer  to  establish  by  a  pre¬ 
ponderance  of  evidence  that  the  determination  of  the  Commissioner 
is  incorrect.  In  our  opinion,  the  taxpayer  has  not  sustained  that 
burden  with  respect  to  the  valuation  of  the  real  estate  here  involved. 

With  respect  to  the  deductibility  of  the  executrix’s  commission, 
resort  must  be  had  to  the  law  of  Louisiana,  as  interpreted  by  the 
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courts  of  that  State.  If,  under  the  law  of  Louisiana,  a  sole 
beneficiary,  who  is  also  executrix,  under  the  will  of  the  decedent, 
is  entitled  to  executrix’s  commission  out  of  the  estate,  such  amount 
should  be  deducted  in  determining  the  net  estate  subject  to  the 
Federal  estate  tax. 

Article  1686  of  the  Civil  Code  of  Louisiana  provides  in  part  as 
follows : 

I 

Testamentary  executors,  to  whom  the  testator  has  bequeathed  any  legacies 
of  other  gifts  by  his  will,  shall  not  be  entitled  to  any  commission  unless  the 
testator  has  formally  expressed  the  intention  that  they  should  have  the  legacies 
over  and  above  their  commission. 

The  statute  has  been  interpreted  in  several  decisions  by  the  Supreme 
Court  of  Louisiana.  In  the  case  of  Succession  of  Abrams ,  145  La. 
627;  .  82  So.  727,  decided  by  the  Supreme  Court  of  Louisiana  June 
30,  1919,  the  court  reviewed  many  of  its  previous  decisions  interpret¬ 
ing  the  above  section  of  the  Code,  and  quoted  from  Succession  of 
Fisk ,  3  La.  Ann.  706,  as  follows: 

The  language  of  the  article  is  general,  including  within  its  terms  all  executors, 
whether  they  be  legatees  under  one  and  the  same  will,  or  under  different  wills. 
Any  legacy,  in  the  words  of  the  law,  given  by  the  testator  to  his  executor,  will 
exclude  the  latter  from  commissions  unless  a  contrary  intention  is  expressed. 
*  *  *  The  French  Code  makes  no  provision  for  the  compensation  of  executors. 
Subsequently,  under  that  system,  the  duties .  of  the  trust  are  gratuitously  per¬ 
formed,  unless  the  testator  otherwise  directs.  Our  law  differing  from  the 
French  in  this  respect,  has  fixed  the  compensation  of  executors  only  in  the 
event  of  the  testator’s  silence.  The  testator  must  be  presumed  to  know  the 
law,  and  to  be  aware  of  this  rule.  If  he  make  a  bequest  to  his  executor,  this 
must  be  considered  in  law  equivalent  to  a  declaration  of  his  intention  that 
the  legacy  shall  stand  in  lieu  of  commissions.  It  is  the  compensation  which 
he  fixes  for  the  services  to  be  rendered  by  his  executor,  which  can  neither  be 
increased  nor  diminished.  The  executor  is  not  compelled  to  accept  the  trust. 
But,  if  he  act,  no  option  is  left  to  him ;  he  can  receive  no  other  compensation 
than  that  fixed  by  the  testator  himself. 

The  taxpayer,  however,  contends  that  this  rule  laid  down  by  the 
Supreme  Court  of  Louisiana  does  not  apply  to  a  case  where  the 
executor  is  also  universal  legatee,  but  this  question  was  decided  by 
the  Supreme  Court  of  Louisiana  in  the  case  of  Succession  of  McNeely , 
50  La.  Ann.  823;  24  So.  338.  The  universal  legatee  in  that  case 
claimed  the  statutory  commission.  The  court,  however,  disallowed  it 
and  applied  the  rule  set  out  above. 

In  view  of  the  law  of  Louisiana,  as  interpreted  by  its  Supreme 
Court,  we  must  hold  that  the  executrix’s  commission  is  not  properly 
allowable  as  a  deduction  in  determining  the  estate  subject  to  the  Fed¬ 
eral  estate  tax. 

Judgment  will  be  entered  for  the  Commissioner. 
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Appeals  of  Montgomery  Bros.  &  Co. 

Docket  Nos.  5571,  8320.  Decided  October  29,  1926. 

Evidence  held  insufficient  to  establish  value  of  property  at  the 
time  it  was  turned  in  for  stock. 

E.  C.  Gruen ,  C.  P.  A .,  for  the  petitioner. 

Joseph  K.  Moyer ,  Esq.,  for  the  Commissioner. 

These  are  appeals  from  determinations  of  deficiencies  in  income 
and  profits  taxes  for  the  calendar  years  1919  and  1920,  in  the  respec¬ 
tive  amounts  of  $6,167.40  and  $9,418.56.  At  the  hearing  taxpayer 
withdrew  two  of  the  allegations  of  error  for  the  year  1920,  leaving 
in  issue  for  both  years  the  single  question  whether  it  may  include 
the  sum  of  $67,364.90  in  invested  capital  as  paid-in  surplus. 


FINDINGS  OF  FACT 

The  taxpayer  is  a  New  York  corporation  with  its  principal  office 
at  Buffalo.  It  was  incorporated  October  31,  1899,  under  the  name 
of  the  Montgomery  Door  &  Box  Co.,  which  was  subsequently 
changed  to  Montgomery  Bros.  &  Co. 

At  or  about  the  time  of  its  organization  the  taxpayer  acquired 
for  stock  the  fixed  assets  of  the  partnership  known  as  Lee,  Holland 
&  Co.,  which  had  been  operated  for  several  years  by  brothers,  George 
B.  and  II.  Ernest  Montgomery,  who,  in  turn,  had  acquired  the 
assets  of  a  partnership  which  had  theretofore  been  operated  by 
their  mother  and  her  two  brothers. 

The  issuance  of  stock  and  the  acquisition  of  the  partnership  assets 
were  recorded  on  the  taxpayer’s  books  by  the  following  entries : 

Stock  subscription  account _ $350,  000 

Treasury  account _  50,  000 

To  capital  account _ $400.  000 


Real  Estate  account  (Plant) _  175,000 

(Grounds  and  yards) 

Buildings  account  (Main  building),  shed,  dry  kiln,  sprinkling 

equipment,  carrier  system,  heating  apparatus,  etc _  100,  000 

Machinery  account  (machinery,  belting,  shafting,  etc.) _  50,000 

Engines  and  boilers _  25,  000 

Geo.  B.  Montgomery _  175,  000 

H.  E.  Montgomery _ _  175,  000 


No  inventory  or  valuation  of  the  assets  of  the  partnership  was 
made  at  the  time  they  were  taken  over  by  the  taxpayer.  In  1907  an 
appraisal  of  the  taxpayer’s  property,  exclusive  of  real  estate,  was 
made  by  an  appraisal  company.  The  report  of  the  appraisal  com- 
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pany,  submitted  to  the  taxpayer  with  a  letter  of  transmittal  dated 
August  IT,  1907,  gave  the  reproduction  cost  of  the  plant  and  equip¬ 
ment,  less  depreciation  to  the  time  of  the  appraisal,  as  $366,373.79. 

The  taxpayer’s  property,  including  real  estate,  was  carried  on  its 
books  on  January  1,  1907,  at  $457,802.19. 

During  the  period  January  30,  1907,  to  January  1,  1908,  inclusive, 
the  taxpayer  added  to  its  equipment  a  number  of  items  at  a  net  price, 
that  is,  price  less  credits  entered  in  the  detailed  annual  property 
account,  amounting  to  $10,893.86.  During  the  period  January  30, 
1908,  to  January  1,  1909,  inclusive,  similar  additions  to  equipment 
were  made  at  a  net  price  of  $5,312.84.  These  amounts,  $10,893.86 
and  $5,312.84,  were  transferred  under  date  of  January  1,  1908,  and 
January  1,  1909,  respectively,  to  a  ledger  account  designated 
“Property  Accounts”.  , 

Under  date  of  February  1,  1909,  two  years  after  the  date  of  the 
appraisal,  the  taxpayer  entered  the  amount  of  $67,364.90  as  a  debit 
to  the  “  Property  Accounts  ”  in  its  ledger  with  the  explanation  “  to 
equal  figures  of  App.”,  and  under  date  of  February  28,  1909,  entered 
the  same  amount  as  a  credit  to  “  Surplus  Accounts  ”  with  the 
explanation  “  Property  Inc.  to  equal  App.” 

OPINION. 

Trammell:  The  facts  may  be  briefly  summarized.  In  1899  the 
taxpayer  acquired  for  stock  the  assets  of  a  business  conducted  by  a 
partnership.  In  1907,  for  the  first  time,  a  detailed  appraisal  of 
the  taxpayer’s  plant  and  equipment  was  made  by  an  appraisal  com¬ 
pany.  This  appraisal  placed  a  value  on  the  assets  which  was  $84,- 
062.85  more  than  the  value  at  which  they  were  carried  on  the  books 
of  the  taxpayer.  Early  in  1909  the  taxpayer  added  to  its  property 
and  surplus  accounts  the  excess  of  the  appraised  value  of  its  assets 
over  the  book  value,  less  the  amount  spent  for  equipment  in  1907 
and  1908.  This  amount,  $67,364.90,  the  taxpayer  claims  the  right 
to  include  in  invested  capital  as  paid-in  surplus. 

The  only  evidence  introduced  by  the  taxpayer  with  respect  to 
the  values  of  assets  acquired  for  stock,  or  with  respect  to  the  books 
showing  assets  at  less  than  cost  or  value,  was  an  appraisal  report 
made  by  an  appraisal  company.  The  appraisal  was  made  by  an 
appraisal  company  in  1907.  The  taxpayer  offered  the  report  in 
evidence  for  the  purpose  of  establishing  as  a  fact  that  the  assets 
acquired  in  1899  were  worth  more  than  the  values  at  which  the}7 
were  placed  on  the  books.  The  appraisal  purported  to  show  the 
replacement  cost  new  in  1907  of  all  assets  then  owned,  less  deprecia¬ 
tion  actually  sustained  as  shown  by  the  appearance  and  condition 
thereof.  It  was  made  by  two  persons,  one  of  whom  made  an  in- 
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spection  of  the  property,  determined  the  amount  and  quality  of 
materials,  the  estimated  hours  of  labor  used  in  the  erection  or  con¬ 
struction  of  the  assets,  and  other  data,  upon  the  basis  of  which 
another  person  in  the  office  of  the  appraisal  company  could  make 
calculations  based  on  the  current  price  of  materials  and  labor  and 
arrive  at  an  estimated  cost  of  the  property  if  it  had  been  con¬ 
structed  at  that  time.  The  person  who  prepared  the  estimates  of 
the  quantity  and  quality  of  materials  required  and  the  condition 
of  the  buildings  when  examined  did  not  appear  as  a  witness,  nor 
was  any  witness  able  to  testify  as  to  the  identity  of  such  person. 
The  testimony  of  the  witness  who  made  the  estimates  of  the  re¬ 
placement  costs  vras  based  entirely  upon  the  assumption  of  the 
correctness  and  accuracy  of  the  data  furnished  him  by  the  person 
who  made  the  inspection  of  the  assets. 

While  the  above  report  wras  offered  in  evidence  at  the  time  of 
the  hearing,  the  question  of  its  admissibility  was  taken  into  con¬ 
sideration. 

We  are  of  the  opinion  that  the  appraisal  report,  made  as  above 
stated,  in  the  absence  of  the  testimony  of  the  person  who  prepared 
an  essential  part  thereof,  is  not  admissible  in  evidence.  In  so  far 
as  certain  material  facts  are  concerned,  the  report  is  merely  an 
ex  parte  statement  by  a  person  who  was  unidentified  and  who  was 
not  subject  to  cross  examination  by  opposing  counsel.  Even  if  the 
appraisal  were  admitted  in  evidence,  we  are  of  the  opinion  that  it 
would  be  of  little  value  for  the  purpose  for  which  it  Tvas  offered. 
There  was  no  other  material  evidence  offered  by  the  taxpayer  and 
wre  must,  therefore,  approve  the  determination  of  the  Commissioner. 

Judgment  will  be  entered  for  the  C  ommissioner. 


J.  A.  Majors  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  6403.  Decided  October  29.  1926. 

A  contribution  to  Tulane  University  held  not  a  business  expense. 

M.  E.  Sanders ,  C.  P.  A .,  for  the  petitioner. 

W.  Frank  Gibbs ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  deficiency  in 
income  and  profits  taxes  for  1921  in  the  amount  of  $20.  The  defi¬ 
ciency  arises  from  the  action  of  the  Commissioner  in  disallowing  as 
a  deduction  a  contribution  of  $200  made  by  the  taxpayer  to  Tulane 
University. 
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FINDINGS  OF  FACT. 

The  taxpayer  is  a  Louisiana  corporation  with  its  principal  office  at 
New  Orleans.  It  is  engaged  in  the  business  of  operating  a  book  store 
in  New  Orleans.  For  several  years  prior  to  1915  it  operated  a  branch 
store  at  Tulane  University.  The  students  of  the  University  bought 
books  from  the  taxpayer.  In  1915  the  branch  store  operated  at  the 
University,  having  been  operated  at  a  loss,  was  abandoned.  The 
taxpayer  paid  the  University  $30  a  month  rental  for  space  occupied 
at  the  LTniversity. 

During  1921  contributions  were  solicited  for  the  University  and 
the  taxpayer  contributed  during  that  year  $200.  One  of  the  reasons 
for  this  contribution  was  the  fact  that  the  students  of  the  University 
constituted  a  substantial  portion  of  taxpayer’s  customers  and  the 
further  fact  that  the  taxpayer  felt  under  some  obligation  to  the 
University  on  account  of  relieving  it  of  its  rental  contract  for  space 
occupied  by  the  branch  store  at  a  loss. 

OPINION. 

Trammell:  The  question  here  involved  is  whether  a  contribution 
of  $200  to  Tulane  University  by  the  taxpayer  was  an  ordinary  and 
necessary  expense  of  carrying  on  its  trade  or  business,  or  whether  it 
was,  as  it  purported  to  be,  a  contribution  or  gift.  If  it  was  in  fact 
a  gift  or  contribution,  it  is  not  deductible,  because  gifts  or  contri¬ 
butions  made  by  corporations  are  not  allowed  as  deductions. 

The  benefits  sought  to  be  derived  by  the  so-called  contribution  are 
indirect  and  remote.  There  was  no  obligation  on  the  part  of  the 
taxpayer  to  make  the  payment;  it  was  not  made  in  connection  with 
the  operation  of  the  taxpayer’s  trade  or  business,  and,  in  our  opinion, 
the  amount  is  not  deductible  as  an  ordinary  and  necessary  expense 
paid  or  incurred  during  the  year. 

Judgment  will  be  entered  for  the  Commissioner. 


Appeal  of  Sophia  G.  Goxe. 

Docket  No.  2121.  Decided  October  29,  1926. 

1.  Income  received  by  the  owner  of  a  life  estate  acquired  by 
will  is  taxable  and  can  not  be  regarded  as  a  noil-taxable  legacy 
or  bequest. 

2.  Losses  sustained  by  an  estate  upon  the  sale  of  securities  are 
not  deductible  from  the  gross  income  of  a  person  holding  a  life 
interest  in  such  estate. 

3.  The  Mining  and  Mechanical  Institute  of  the  Anthracite  Coal 
Region,  Inc.,  of  Freeland,  Pa.,  held  to  be  a  corporation,  contri¬ 
butions  to  which  are  deductible  under  the  Revenue  Act  of  1918, 
section  214  (a)  (11). 
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4.  The  Board  will  not  judicially  notice  the  nature  of  an  organi¬ 
zation  merely  from  the  names  of  the  individuals  who  sponsored  it ; 
and  the  fact  that  a  corporation  was  organized  to  promote  world 
peace  is  not  sufficient  per  se  to  bring  it  within  the  classification 
of  “  corporations  organized  and  operated  exclusively  for  religious, 
charitable,  scientific,  or  educational  purposes.” 

John  Cadwdlader ,  Jr .,  Esq.,  for  the  petitioner. 

E.  G.  Lake ,  Esq.,  for  the  Commissioner. 

This  appeal  involves  a  deficiency  in  income  tax  for  the  year  1919, 
in  the  amount  of  $43,075.95.  From  the  evidence  by  oral  testimony 
and  exhibits  introduced  at  the  hearing,  the  Board  makes  the  following 

FINDINGS  OF  FACT. 

The  taxpayer  in  1919  was  a  life  tenant  under  the  will  of  Eckley  B. 
Coxe  and  had  no  interest  in  the  principal  or  remainder  of  the  estate. 

A  loss  of  $39,320.21  on  the  sale  of  securities  by  the  estate  was 
deducted  by  the  taxpayer  in  her  tax  return  for  the  year  1919- 

The  taxpayer  made  contributions  in  1919  of  $2,000  to  the  Mining 
and  Mechanical  Institute  of  the  Anthracite  Coal  Region,  Inc.,  of 
Freeland,  and  of  $5,000  to  the  League  to  Enforce  Peace.  Other  con¬ 
tributions  in  addition  to  those  reported  upon  her  return  were  made 
by  the  taxpayer  in  1919,  totaling  $37,331.33. 

The  Mining  and  Mechanical  Institute  of  the  Anthracite  Coal 
Region,  Inc.,  of  Freeland,  was  a  corporation  organized  and  operated 
exclusively  for  charitable  or  educational  purposes,  no  part  of  the 
net  earnings  of  which  inured  to  the  benefit  of  am^  private  stockholder 
or  individual. 

The  evidence  is  not  conclusive  as  to  the  nature  of  the  League  to 
Enforce  Peace. 

The  Commissioner  determined  a  deficiency  in  the  amount  of 
$43,075.95,  from  which  determination  the  taxpayer  duly  filed  her 
appeal  with  this  Board. 


OPINION. 

Marquette  :  The  first  question  before  us  for  decision  is  whether 
income  received  by  a  life  tenant  is  a  non-taxable  legacy  or  bequest. 
That  question  was  recently  decided  by  the  Supreme  Court  in  Irwin 
v.  Gavit,  268  U.  S.  161,  contrary  to  the  taxpayer's  contention.  In 
the  present  appeal  no  evidence  was  introduced  as  to  the  terms  of 
the  will  or  the  nature  of  the  taxpayer’s  interest  in  the  income.  We 
have  the  mere  statement  that  the  interest  was  a  life  estate.  Such 
evidence  is  insufficient  as  a  basis  for  distinction  from  the  decision  in 
Irwin  v.  Gavit,  supra. 

The  next  question  presented,  broadly  stated,  is  whether  a  life 
tenant  maj^  deduct  from  gross  income  losses  sustained  by  the  estate 
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on  the  sale  of  securities.  That  question  was  passed  upon  by  us 
in  the  Appeal  of  Mary  P.  Eno  Steffanson ,  1  B.  T.  A.  979,  contrary 
to  the  taxpayer’s  contention.  See  also  Appeal  of  Louise  P.  V. 
Whitcomb ,  4  B.  T.  A.  80.  Accordingly,  we  hold  that  the  taxpayer 
was  properly  taxable  as  to  income  received  in  1919,  without  deduc¬ 
tion  for  anv  loss  sustained  bv  the  estate  on  the  sale  of  securities. 

*/ 

The  remaining  issues  are  with  respect  to  the  deductibility  of  cer¬ 
tain  contributions  made  in  the  year  1919. 

The  Mining  and  Mechanical  Institute  of  the  Anthracite  Coal 
Region.  Inc.,  of  Freeland,  was  incorporated  under  the  laws  of  Penn¬ 
sylvania  July  31,  1894,  for  the  purpose  of  affording  educational 
and  scientific  advancement  for  the  men  and  bo3^s  engaged,  or  desirous 
of  engaging,  in  the  business  of  mining,  mechanical  or  other  pursuits 
to  better  fit  themselves  for  the  work  which  they  propose  to  under¬ 
take,  and  to  furnish  those  who  desire  the  same  proper  facilities  for 
preparing  themselves  for  the  examinations  given  by  the  Mining 
Commission  of  the  State  of  Pennsylvania.  It  had  no  other  pur¬ 
pose  than  to  give  education  to  the  boys  and  men  in  that  coal 
region.  It  was  operated  without  profit — was  run  by  means  of 
an  endowment  fund  and  •actually  had  a  deficit  each  year.  Each 
member  of  the  board  of  trustees  paid  a  minimum  fee  of  $10.  Nomi¬ 
nal  tuition  charges  were  made  but  did  not  in  the  aggregate  amount 
to  one-half  of  the  annual  expenses  of  the  institution. 

In  our  opinion  the  taxpayer  has  proved  that  the  $2,000  contribu¬ 
tion  to  the  Mining  and  Mechanical  Institute  of  the  Anthracite 
Coal  Region,  Inc.,  of  Freeland,  was  a  proper  deduction  and  it  should 
be  allowed. 

With  reference  to  the  $5,000  contribution  to  the  League  to  Enforce 
Peace,  the  evidence  does  not  satisfy  us  that  such  corporation  meets 
the  statutory  requirements  as  “  a  corporation  organized  and  oper¬ 
ated  exclusively  for  religious,  charitable,  scientific,  or  educational 
purposes.”  We  can  not  take  judicial  notice  of  the  nature  of  the 
organization  merely  from  the  names  of  prominent  individuals  who 
sponsored  it. 

In  the  tax  return  as  filed,  the  taxpayer  enumerated  contributions 
made  onty  to  the  extent  of  15  per  cent  of  her  net  income  reported. 
The  disallowance  of  the  $39,320.21  loss  increases  the  taxpayer’s  net 
income  and  permits  a  greater  deduction  for  contributions  within  the 
15  per  cent  limitation.  In  addition  to  the  $2,000  and  $5,000  con¬ 
tributions  above  referred  to,  the  taxpayer  made  other  contributions 
in  the  year  1919,  totaling  $37,331.33.  It  was  stipulated  by  the  parties 
that  these  contributions  will  be  subject  to  examination  by  the 
Commissioner. 

Judgment  will  be  entered  on  15  days ’  notice , 
under  Rule  50, 
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Appeal  of  A.  R.  Swartz  &  Co.,  Inc. 

Docket  No.  3688.  Decided  October  29,  1926. 

Compensation  of  officers. — Compensation  at  the  rate  of  $175 
and  $115  per  week,  respectively,  for  the  two  principal  officers  who 
are  also  the  sole  stockholders  of  a  mercantile  corporation  during  a 
year  when  the  gross  business  exceeded  $190,000,  held  to  be  rea¬ 
sonable  compensation  for  such  officers  and  a  proper  deduction  from 
gross  income. 

False  and  fraudulent  returns. — Corporation  income  and 
profits-tax  returns  and  the  circumstances  under  which  the  same 
were  prepared  and  filed  examined,  and  such  returns,  although 
found  to  be  erroneous,  are  not  false  and  fraudulent  under  the  pro¬ 
visions  of  the  Revenue  Act  of  1918.  The  record  discloses  •  no 
evidence  of  intent  to  evade  taxes  sufficient  to  warrant  the  assertion 
of  a  50  per  cent  penalty. 

F.  i  R.  Gibbs ,  Esq.,  and  E.  Barrett  Prettyman,  Esq.,  for  the 
petitioner. 

G.  R.  Conybeare ,  Esq.,  and  J .  E.  Marshall,  Esq.,  for  the  Com¬ 
missioner. 

This  is  an  appeal  from  the  determination  of  deficiencies  in  income 
and  profits  taxes  for  the  years  1919  and  1920  of  $1,572.40  and 
$7,956.05,  respectively,  and  penalties  for  the  same  years  of  $786.20 
and  $3,985.62.  The  deficiency  for  the  year  1919  results  from  an 
increase  of  sales  by  $9,604.10  and  from  an  alleged  decrease  of  pur¬ 
chases  in  the  amount  or  $4,201.72.  For  the  year  1920  closing  inven¬ 
tory  has  been  increased  from  $21,196.30  to  $31,794.25  and  the 
deduction  made  on  account  of  salaries  paid  has  been  disallowed  in 
the  amount  of  $6,080.  The  penalties  are  imposed  under  section 
250(b)  of  the  Revenue  Act  of  1918,  on  the  ground  that  the  taxpayer 
filed  false  and  fraudulent  returns  for  the  years  1919  and  1920  with 
the  intent  to  evade  tax. 


FINDINGS  OF  FACT. 

The  taxpayer  was  organized  in  1915  under  the  laws  of  New  York, 
and  for  a  number  of  years,  1919  and  1920  included,  was  engaged  in 
business  at  47  Court  Street,  Binghamton,  N.  Y.,  as  a  retail  dealer 
in  ladies’,  misses’,  and  children’s  ready-to-wear  garments.  The  cor¬ 
poration  is  not  now  in  existence,  having  since  been  dissolved. 

Capital  stock  of  $10,000  par  value  was  authorized  and,  with  the 
exception  of  a  small  amount,  was  held  by  A.  R.  Swartz  and  his 
wife,  Lottie  Swartz.  A.  R.  Swartz  was  president  and  general 
manager  of  the  taxpayer  corporation  and  his  wife  was  vice  president 
and  assistant  buyer.  During  the  taxable  years  both  of  these 
individuals  devoted  all  of  their  time  to  the  business.  Prior  to  the 
incorporation  of  the  taxpayer,  A.  R.  Swartz  had  been  employed 
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in  similar  work  by  a  number  of  dry-goods  firms.  For  several  years 
he  was  buyer  and  manager  of  the  ladies’  department  of  Herman 
Straus  and  Sons  Co.,  of  Louisville,  Ky.,  one  of  the  largest  firms 
in  that  city.  Subsequently,  he  was  general  manager  of  the  Star 
Dry  Goods  Co.,  located  in  the  same  city. 

The  taxpayer  rented  space  to  outside  parties  for  the  operation 
of  shoe  and  millinery  departments,  charging  as  a  rental  10  per  cent 
of  the  gross  sales.  For  the  purpose  of  operation  there  departments 
were  treated  as  parts  of  the  taxpayer’s  business.  The  taxpayer 
had  nothing  whatever  to  do  with  the  purchase  of  the  stock-in-trade 
of  these  departments  and  assumed  no  responsibility  for  the  payment 
for  such  goods.  The  total  sales  from  the  shoe  and  millinery  depart¬ 
ments  during  the  year  1919  amounted  to  $43,180.73.  The  rental, 
being  10  per  cent  of  the  gross  sales,  was  $4,318.07.  Rentals  were 
reported  on  the  taxpayer’s  return  for  that  year  in  the  amount  of 
$4,286.83.  Gross,  sales  from  the  taxpayer’s  business  for  the  year 
1919  were  reported  on  the  return  as  $147,629.33.  The  taxpayer’s 
books  show  gross  sales  for  the  year  in  the  same  amount.  Purchases 
during  the  year  are  shown  on  the  return  in  the  amount  of  $114,165.62, 
whereas  the  books  show  that  purchases  during  the  year  were 
$114,163.62. 

The  taxpayer’s  return  for  1920  shows  a  closing  inventory  of 
$21,196.30.  The  Commissioner  has  increased  this  amount  to 
$31,794.25,  which  is  admitted  by  the  taxpayer  as  being  correct. 

During  the  year  1919  salaries  paid  to  Mr.  and  Mrs.  Swartz  were 
$5,200  and  $1,800,  respectively.  At  a  meeting  of  the  directors  held 
in  1919,  a  resolution  was  passed  increasing  the  salary  of  Mr.  Swartz 
to  $175  per  week  and  that  of  Mrs.  Swartz  to  $115  per  week.  These 
salaries  were  effective  from  January  1,  1920,  and  were  deducted 
in  full  by  the  taxpayer  on  its  return  for  that  year.  This  deduction 
was  disallowed  by  the  Commissioner  in  the  amount  of  $6,080,  of 
which  $2,600  was  deducted  as  a  part  of  the  salary  of  Mr.  Swartz, 
and  $3,480  as  salary  of  Mrs.  Swartz. 

OPINION. 

Trussell:  With  reference  to  the  computation  of  the  deficiencies 
the  difficulties  presented  by  this  appeal  are  negligible.  The  questions 
involved  are  questions  of  fact,  which  are  very  definitely  disposed  of 
by  the  evidence  presented  at  the  hearing. 

For  the  year  1919,  the  only  items  in  issue  are  sales  and  purchases, 
and  the  books  of  the  taxpayer  disclose  that  sales  w^ere  correctly 
reported  by  the  taxpayer  on  its  return.  Purchases  were  reported  on 
the  taxpayer’s  return  in  the  amount  of  $114,165.62,  whereas  the  tax- 
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payer’s  books  show  that  total  purchases  amounted  to  $114, 163. 62, 
resulting  in  a  net  understatement  of  $2. 

For  the  year  1920,  the  only  items  involved,  so  far  as  the  computa¬ 
tion  of  the  tax  is  concerned,  are  closing  inventory  and  salaries  paid 
to  Mr.  and  Mrs.  Swartz.  With  reference  to  closing  inventory,  the 
taxpayer  has  admitted  that  the  correct  amount  is  $31,794.25  and  that 
it  was  erroneously  stated  on  the  return  as  $21,196.30.  In  the  matter 
of  salaries  paid  to  Mr.  and  Mrs.  Swartz,  the  only  point  for  deter¬ 
mination  is  the  reasonableness  thereof,  since  the  record  shows  that 
the  increases  were  regularly  authorized  by  the  board  of  directors 
at  a  meeting  held  some  time  during  the  year  1919.  The  exact  date  of 
the  meeting  is  not  disclosed,  due  to  the  fact  that  the  taxpayer  could 
not  locate  its  minute  book.  Internal  Revenue  Agent  Dewey,  a 
witness  for  the  Commissioner  who  had  previously  examined  the 
books  of  the  taxpayer,  stated  that  he  had  seen,  in  the  course  of  his 
examination,  the  minute  book  of  the  corporation,*  which  disclosed 
the  fact  that  the  increase  in  the  salaries  of  Mr.  and  Mrs.  Swartz 
had  been  duly  authorized  at  a  meeting  of  the  board  of  directors 
held  prior  to  January  1,  1920.  From  the  evidence,  it  appears  that 
Mr.  Swartz  had  previously  had  a  great  deal  of  experience  in  the 
management  of  business  such  as  that  in  which  the  taxpayer  was 
engaged,  and  to  a  very  large  extent  the  responsibility  for  the  suc¬ 
cessful  operation  of  the  business  rested  upon  him.  From  the  nature 
of  the  business,  its  size,  the  previous  experience  of  Mr.  Swartz, 
and  the  responsibility  which  rested  on  him,  we  see  no  reason  for 
concluding  that  the  salary  of  $175  per  week  paid  to  him  for  his 
services  during  the  year  1920  was  unreasonable.  With  reference  to 
Mrs.  Swartz,  it  appears  that  during  the  years  in  question  she  devoted 
her  full  time  to  the  business  of  the  corporation.  She  was  vice  presi¬ 
dent  and  assistant  buyer,  and  there  is  nothing  to  show  that  the  salary 
paid  to  her  during  the  year  1920  was  excessive,  when  considered  in 
connection  with  the  duties  and  responsibilities  of  positions  such  as 
those  held  by  her ;  and,  in  view  of  the  fact  that  the  board  of  directors 
saw  fit  in  a  regularly  conducted  meeting  to  fix  her  compensation  at 
$115  per  week,  we  must  conclude,  in  the  absence  of  any  facts  to  the 
contrary,  that  they  properly  judged  the  worth  of  her  services  to  the 
taxpayer  corporation. 

Only  one  question  remains  for  disposition,  that  is,  whether  or 
not  the  Commissioner  was  justified  in  imposing  penalties  amounting 
to  50  per  cent  of  the  deficiencies  proposed,  on  the  ground  that  the 
returns  of  the  taxpayer  for  the  years  1919  and  1920  were  false  and 
fraudulent  and  filed  with  the  intent  to  evade  tax.  Sales  and  pur¬ 
chases  reported  by  the  taxpayer  on  its  return  for  that  year  were 
substantially  correct,  sales  being  correctly  reported  and  purchases 
understated  in  the  amount  of  only  $2,  and,  since  these  were  the 
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only  items  affecting  1919  income  that  are  in  controversy,  there  is 
no  ba$is  for  the  assertion  of  the  penalty  for  that  year. 

In  the  case  of  the  1920  return,  the  taxpayer  has  admitted  an 
understatement  of  closing  inventory  in  the  amount  of  $10,598.15. 
There  is  nothing  in  the  record,  however,  which  shows  that  the 
understatement  was  fraudulently  made  with  the  intent  to  evade  tax. 
Furthermore,  A.  W.  Goodman,  assistant  business  manager  of  the 
taxpayer  corporation  during  the  years  1919  and  1920,  testified  that 
a  separate  statement  was  attached  to  the  return  for  the  year  1920, 
showing  the  correct  amount  of  closing  inventory,  and  when  it  ap¬ 
peared  that  such  a  statement  was  not  attached  to  the  return  when 
introduced  in  evidence  the  taxpayer  submitted  in  evidence  a  state¬ 
ment  purporting  to  be  a  copy  of  the  statement  attached  to  the 
return  at  the  time  it  was  filed.  This  copy  disclosed  closing  inventory 
for  the  year  1920  in  the  correct  amount. 

During  the  course  of  the  testimony  many  references  were  made 
by  Internal  Revenue  Agent  Dewey,  a  witness  for  the  Commissioner, 
to  an  audit  of  the  taxpayer’s  books  by  an  accounting  firm,  which 
audit,  it  was  contended,  disclosed  facts  proving  that  the  taxpayer's 
returns  were  false  and  fraudulent.  There  is  reason  to  believe  from 
the  trend  of  his  testimony  that  the  report  of  Revenue  Agent  Dewey, 
which  formed  the  basis  for  the  assertion  of  the  fraud  penalty  by 
the  Commissioner,  was,  to  a  great  extent,  based  upon  such  audit 
by  the  firm  of  accountants  rather  than  upon  the  books  of  the  tax¬ 
payer  corporation.  This  belief  is  strengthened  by  the  fact  that  the 
alleged  overstatement  of  purchases  for  1919,  as  disclosed  by  Revenue 
Agent  Dewey’s  report,  is  based  upon  purchases  as  stated  by  the 
audit  and  not  upon  purchases  as  stated  by  the  taxpayer’s  books. 

The  alleged  understatement  of  sales  for  the  year  1919  was  attrib¬ 
uted  by  Dewey  to  the  omission  of  sales  made  during  January  of  that 
year  from  total  sales  for  the  year,  but  when  confronted  with  the 
books  of  the  taxpayer  he  admitted  that  total  sales  reported  on  the 
taxpayer’s  returns  did  include  January  sales  and  that  the  under¬ 
statement  was  in  fact  due  to  the  intermingling  of  sales  made  by  the 
taxpayer  in  its  business  and  the  sales  of  the  millinery  and  shoe 
departments.  The  books  disclosed,  however,  that  sales  from  the 
shoe  and  millinery  departments  were  recorded  separately  from  the 
sales  of  the  business  of  the  taxpayer  and  that  the  taxpayer  reported 
income  from  the  departments  mentioned  in  the  form  of  rentals. 

On  these  facts  there  is  no  justification,  for  a  conclusion  that  the 
taxpaver’s  returns  for  the  vears  1919  and  1920  were  fraudulent  and 
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filed  with  the  intent  to  evade  tax. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 
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Appeals  of  Kiddy  Shoe  Service,  Inc.,  Harry  Eby  Shoe  Co.,  Inc., 

and  Eby  Shoe  Co.,  Inc. 

Docket  Nos.  1560,  4906.  Decided  October  29,  1926. 

The  petitioners  were  not  affiliated  during  the  years  1919,  1920 
and  1921. 

Theodore  B.  Benson ,  Esq.,  for  the  petitioners. 

Percy  S.  Crewe ,  Esq.,  for  the  Commissioner. 

These  appeals  are  from  the  determination  of  a  deficiency  of  $17,- 
967.82  in  income  and  profits  taxes  for  the  calendar  years  1919,  1920 
and  1921.  The  only  question  raised  is  whether  the  three  petitioner 
companies  were  affiliated  for  the  taxable  years  in  question. 

FINDINGS  OF  FACT. 


The  petitioners  are  Pennsylvania  corporations,  the  Kiddy  Shoe 
Service,  Inc.,  and  the  Eby  Shoe  Co.,  Inc.,  being  located  at  Lititz, 
and  the  Harry  Eby  Co.,  Inc.,  at  Ephrata.  The  Eby  Shoe  Co.,  Inc., 
and  the  Harry  Eby  Shoe  Co.,  Inc.,  were  engaged  in  the  manufacture 
of  children’s  shoes,  and  the  Kiddy  Shoe  Service,  Inc.,  in  the  distribu¬ 
tion  of  shoes.  The  holdings  of  voting  stock  were  as  follows : 


Eby  Co. 

Kiddy  Shoe  Service, 
Inc. 

Harry  Eby  Co. 

1919 

1920 

1921 

1919 

1920 

1921 

1919 

1920 

1921 

Harry  E.  Eby _ _ _ _ 

57 

114 

114 

170 

170 

255 

252 

252 

507 

M.  S.  Ebv _ _ _  _ 

170 

170 

255 

41 

41 

82 

Frank  E.  Eby . . 

57 

114 

114 

20 

20 

30 

16 

16 

32 

Elia  Eby _ _ _ _ 

20 

20 

30 

E.  N.  Eby . . . . 

66 

132 

132 

40 

40 

60 

Elmer  Eby..  _ _  _ _ 

32 

64 

64 

Elizabeth 'Miller  Eby . . . 

10 

10 

20 

2 

2 

6 

John  M.  Miller _  .  _ _ 

47 

94 

94 

50 

50 

50 

16 

16 

32 

N.  B.  Leaman . . .  . . 

37 

81 

81 

Elam  H.  Risser _ _ _ _ 

92 

164 

164 

100 

100 

100 

16 

16 

32 

A.  N.  Wolf _ _ _ 

72 

124 

124 

8 

8 

8 

Norman  Badorf . . . . 

170 

170 

225 

13 

13 

29 

John  S.  Badorf . . . . .  . 

60 

60 

80 

Paul  M.  Badorf .  . . .  .. 

100 

100 

110 

S.  Milo  Herr . . . . .  .. 

40 

40 

120 

108 

108 

216 

Elmer  M.  Badorf. _ _ _ _  _ 

50 

50 

105 

12 

12 

24 

Elizabeth  Holtzhouse. . 

5 

5 

10 

H.  E.  Holtzhouse .  . . . . . 

5 

5 

5 

1 

Total.. . . . 

470 

897 

907 

1,000 

1,000 

1,435 

484 

484 

968 

The  officers  and  directors  of  the  three  corporations  for  the  taxable 
vears  were  as  follows : 
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• 

Eby  Co. 

Harry  Eby  Co. 

Kiddy  Shoe  Serv¬ 
ice,  Inc. 

President  . . . 

Harry  E.  Eby _ 

Harry  E.  Eby _ 

Harry  E.  Eby. 

M.  S.  Eby. 
Norman  Badorf. 
Paul  M.  Badorf. 
Elmer  Badorf. 

Vice  president . . . - 

Elmer  Ebv  * _ 

Elam  H.  Risser . 

Treasurer  _ _ _ _ 

Frank  Eby _ 

S.  Milo  Herr  .  _ 

Secretary . . .  . . 

John  Miller . 

Norman  Badorf _ _ 

Directors  (in  addition  to  officers) _ 

Do..  _ 

Elia  Eby _  ..  ..  .. 

E.  N.  Ebv _ 

M.  S.  Eby . . 

Frank  Eby  _ 

Do _ 

A.  N.  Wolf _ 

John  M.  Miller _ 

Do  .. 

B.  B.  Leaman  _ _ 

Do _ 

N.  B.  Leaman.  _ _ 

Do. . 

Elam  H.  Risser _ _ 

Harry  E.  Eby,  Frank  E.  Eby,  Elia  Eby  and  Elmer  Eby  are 
brothers,  and  E.  N.  Eby  is  their  father,  and  M.  S.  Eby  is  their  first 
cousin.  Elizabeth  Miller  Eby  is  the  wife  of  Harry  E.  Eby  and  a 
sister  of  John  Miller.  •  John  Miller  married  a  sister  of  the  Eby 
brothers.  Norman  Badorf,  Paul  M.  Badorf  and  Elmer  Badorf  are 
brothers,  and  John  S.  Badorf  is  their  father.  The  Badorf  brothers 
are  first  cousins  to  John  M.  Miller  and  Mrs.  Harry  E.  Eby.  Elam 
H.  Risser  is  a  brother-in-law  of  the  Eby  brothers.  N.  B.  Leaman  is 
the  son  of  B.  B.  Leaman  and  married  Elam  H.  Kisser’s  sister.  Eliza¬ 
beth  Holtzhouse  was  secretary  to  Harry  E.  Eby,  and  H.  E.  Holtz- 
house  is  her  father. 

Harry  E.  Eby  was  actively  engaged  as  president  of  all  three 
companies.  M.  S.  Eb}^  was  employed  as  a  salesman  by  the  Eby 
Co.  and  the  Harry  Eby  Co.  jointly.  Frank  E.  Eby  was  employed 
by  the  Eby  Co.  and  had  charge  of  one  of  the  manufacturing  depart¬ 
ments.  Elia  Eby  was  in  the  employ  of  the  Eby  Co.  as  foreman  of  one 
of  the  departments.  Elmer  Eby  was  employed  by  the  Eby  Co.  as 
an  accountant.  Norman  Badorf  was  manager  of  the  Kiddy  Shoe 
Service,  Inc.  Elmer  Badorf  was  superintendent  of  the  Harry  Eby 
factory.  Paul  Badorf  was  employed  by  all  three  of  the  companies  as 
a  salesman.  Elam  H.  Kisser  was  manager  and  superintendent  of  the 
Eby  Co.  S.  Milo  Herr  was  employed  by  the  Harry  Eby  Co.  as 
manager. 

Under  date  of  March  6,  1917,  the  stockholders  of  the  Eby  Co. 
passed  a  resolution  wherein  they  agreed  individually  to  charge  their 
estates  to  sell  their  common  stock  to  the  company  at  book  value. 
This  resolution  was  in  effect  during  the  years  in  question.  Under 
date  of  January  8, 1917,  Harry  E.  Eby  and  S.  Milo  Herr  each  entered 
into  agreements  with  the  Harr}^  Eby  Co.  that,  in  the  event  of  their 
death,  their  stockholdings  would  be  sold  to  the  company  at  the  book 
value  thereof.  These  agreements  were  also  in  effect  during  the  years 
in  question. 

There  has  never  been  a  minority  stockholder  who  did  not  acquiesce 
in  the  management  of  the  companies.  At  times  stockholders  have 
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given  proxies  to  the  secretaries  of  the  respective  companies  to  vote 
their  stock. 

Approximately  50  per  cent  of  the  output  of  the  Eby  Shoe  Co. 
and  the  Harry  Eby  Shoe  Co.  was  disposed  of  through  the  Kiddy 
Shoe  Service,  Inc.  The  shoes  were  sold  to  the  Service  Company 
at  the  same  price  and  on  the  same  terms  as  to  other  jobbers. 

OPINION. 

Morris  :  Section  240  of  the  Revenue  Acts  of  1918  and  1921  pro¬ 
vides  that  two  or  more  domestic  corporations  shall  be  deemed  to  be 
affiliated  if  substantially  all  their  stock  is  owned  or  controlled  by 
the  same  interests.  Applying  the  ownership  test  to  the  facts  in 
these  appeals,  it  appears  that  stockholders  of  the  Eby  Shoe  Co. 
owned  380  shares  of  the  voting  stock  of  the  Kiddy  Shoe  Service, 
Inc.,  of  a  total  of  1,000  outstanding  during  the  years  1919  and  1920, 
or  38  per  cent,  and  495  shares  during  the  year  1921  of  a  total  out¬ 
standing  of  1,435,  or  approximately  34  per  cent;  that  stockholders 
of  that  company  owned  310  shares  of  the  Harry  Eby  Shoe  Co. 
during  the  years  1919  and  1920  of  a  total  outstanding  of  484  shares, 
or  approximately  64  per  cent,  and  617  shares  during  the  year 
1921  of  a  total  outstanding  of  968  shares,  or  approximately  63 
per  cent.  It  further  appears  that,  although  stockholders  of  the 
Kiddy  Shoe  Service,  Inc.,  owned,  during  the  years  1919  and  1920, 
474  shares  of  the  voting  stock  of  the  Harry  Eby  Shoe  Co.  of  a 
total  of  484  shares  outstanding,  and  954  shares  during  the  year 
1921  of  a  total  outstanding  of  968  shares,  stockholders  of  the  Kiddy 
Shoe  Service,  Inc.,  owning  230  shares  during  the  years  1919  and 
1920  of  a  total  of  1,000  outstanding,  or  23  per  cent,  and  295  shares 
luring  1921  of  a  total  of  1,435  shares  outstanding,  or  approximately 
)1  per  cent,  owned  no  stock  at  all  in  the  Harry  Eby  Shoe  Co.  It 
s  therefore  apparent  that  substantially  all  the  stock  of  these  three 
orporations  was  not  owned  by  the  same  stockholders. 

The  petitioners  contend  that  persons  closely  related  by  blood  or 
narriage,  or  closely  associated  by  employment  or  in  business,  con- 
titute  the  same  interests.  The  mere  fact  of  familv  and  business 
'elationship  standing  alone  is  insufficient  to  constitute  control  or 
,o  warrant  a  holding  that  persons  standing  in  such  relationship 
constitute  the  same  interest  with  the  majority.  Appeal  of  Goldstein 
Bros.  Amusement  Co .,  3  B.  T.  A.  408.  Beyond  this  relationship  the 
evidence  affords  us  very  little  upon  which  to  base  an  ownership 
Dr  control  of  substantially  all  the  stock  by  the  same  interests.  Under 
late  of  March  6,  1917,  the  stockholders  of  the  Eby  Shoe  Co.  passed 
a  resolution  wherein  they  agreed  individually  to  charge  their  estates 
to  sell  their  holdings  of  common  stock  to  the  company  at  book  value. 
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and  under  date  of  January  8,  1917,  Harry  E.  Eby  and  Herr  agreed 
with  the  Harry  Eby  Shoe  Co.  that,  in  the  event  of  their  death, 
their  stockholdings  would  be  sold  to  the  company  at  the  book 
value  thereof,  but  these  facts  do  not  establish  any  control  of  the 
stock  of  the  companies  by  the  same  interests.  There  was  no  evidence 
of  an  arbitrary  shifting  of  profits  or  the  operation  of  the  companies 
as  one  business.  Approximately  50  per  cent  of  the  output  of  the 
Eby  Shoe  Co.  and  the  Harry  Eby  Shoe  Co.  was  disposed  of  through 
the  Kiddy  Shoe  Service,  Inc.  The  shoes  were  sold  to  the  Service 
Company,  however,  at  the  same  price  and  on  the  same  terms  as  to 
other  jobbers.  We  are  of  the  opinion  that,  on  the  evidence  presented, 
substantially  all  the  stock  of  the  three  companies  was  not  owned  or 
controlled  by  the  same  interests. 

Judgment  will  be  entered  for  the  C ommissioner. 


Appeal  of  Helvetia  Milk  Condensing  Co. 

Docket  No.  5306.  Decided  October  29,  1926. 

The  selling  of  goods  with  a  protection  clause  against  market 
declines  does  not  result  in  an  actual  liability  until  there  is  a 
decline  in  the  market ;  and,  where  payments  or  credits  are  made  in 
adjustment  of  prices  due  to  a  decline  in  a  subsequent  taxable  year, 
gross  sales  for  the  preceding  year  may  not  be  reduced  by  the 
amount  thereof. 

Hugh  Satterlee ,  Esq.,  for  the  petitioner. 

John  D.  Foley ,  Esq.,  for  the  Commissioner. 

The  petitioner  appeals  from  the  determination  of  a  deficiency  in 
income  and  profits  taxes  for  1919  of  $14,598.29.  Allegations  of  error 
as  to  obsolescence  and  amortization  were  abandoned  at  the  hearing, 
leaving  as  the  sole  question  the  proper  treatment  of  payments  and 
credits  to  jobbers  in  1919  and  1920  in  adjustment  of  sales  made 
during  the  next  preceding  year. 

FINDINGS  OF  FACT. 

The  petitioner,  an  Illinois  corporation,  was  organized  in  1885,  to 
engage  in  the  business  of  producing  evaporated  milk,  and  has  ever 
since  engaged  in  such  business. 

The  petitioner  originated  the  process  of  preserving  milk  by  evap¬ 
oration  and  for  many  years  was  the  only  producer  of  this  product. 
It  lost  this  monopoly  prior  to  1900  and  did  not  thereafter  control 
the  market  price  of  its  product.  The  market  for  the  petitioner’s 
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product  was  highly  competitive  for  many  years  prior  to  1918,  as 
well  as  during  1918,  1919,  and  subsequent  years. 

For  many  years  prior  to  1918,  as  well  as  during  and  after  1918 
and  1919,  it  was  the  universal  practice  of  producers  of  evaporated 
milk,  including  the  petitioner,  to  sell  their  product  to  jobbers  at  a 
price  equal  to  the  lowest  producers’  market  price  prevailing  at  any 
time  after  the  sale  to  the  jobbers  and  prior  to  the  resale  of  such 
product  by  such  jobbers.  In  pursuance  of  this  practice  such  produc¬ 
ers,  including  the  petitioner,  agreed  to  protect  jobbers  against 
declines  in  the  producers’  market  price  from  the  price  at  which  they 
had  been  billed  for  goods  in  their  hands;  that  is  to  say,  when  a 
decline  in  the  producers’  market  price  of  say  50  cents  per  case 
occurred,  each  producer,  including  the  petitioner,  immediately 
requested  each  of  his  jobbers  to  submit  an  inventory  of  goods  pur¬ 
chased  from  him  still  on  hand  and  at  once  either  paid  or  credited 
to  the  jobber  50  cents  per  case  on  all  such  goods  which  the  jobber 
had  on  hand  at  the  time  the  decline  occurred. 

During  1918  and  1919,  as  well  as  before  and  after  those  years,  the 
petitioner  sent  circulars  and  general  and  special  letters  to  the  job¬ 
bers,  soliciting  purchases  of  evaporated  milk  and  offering  its  goods 
for  sale  to  them  on  the  terms  and  conditions  described  in  the 
preceding  paragraph. 

In  all  transactions  for  the  sale  of  evaporated  milk  made  during 
1918  and  1919  by  the  petitioner  with  jobbers,  as  above  stated,  it  was 
agreed  by  the  petitioner  and  the  jobbers  (a)  that  the  latter  should 
pay  to  the  petitioner,  at  the  time  of  the  sale  to  them,  an  amount 
equal  to  the  producers’  market  price  of  the  goods  prevailing  at  the 
time  of  the  sale,  and  (b)  that  the  petitioner  should  protect  the  job¬ 
bers  from  a  decline  in  the  producers’  market  price  of  evaporated 
milk  so  sold  and  purchased  during  said  year,  upon  such  of  said  pur¬ 
chases  as  remained  in  the  jobbers’  hands  at  the  time  of  the  decline, 
by  paying  in  cash  or  crediting  to  the  jobbers,  whenever  the  pro¬ 
ducers’  market  price  was  reduced,  an  amount  equal  to  the  differ¬ 
ence  between  the  amount  invoiced  by  the  petitioner  to  the  jobbers 
at  the  time  the  goods  were  sold  to  them  and  the  amount  of  the 
reduced  producers’  market  price  upon  all  said  goods  remaining 
unsold  by  and  in  the  hands  of  the  jobbers  at  the  time  of  said 
reduction. 

In  accordance  with  such  contracts  of  sale,  each  jobber  to  whom 
goods  were  sold  by  the  petitioner  during  1918  and  1919  was  invoiced 
by  the  petitioner  at  the  time  of  sale  with  an  amount  equal  to  the 
producers*  market  price  of  the  goods  pervading  at  that  time,  sub¬ 
ject  to  the  petitioner’s  agreement  to  protect  the  jobber  from  a  decline 
in  the  producers’  market  price  of  evaporated  milk  so  sold  and  pur- 
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chased  in  1918  and  1919,  upon  such  of  said  purchases  as  remained 
in  the  jobbers'  hands  at  the  time  of  the  decline,  by  paying  in  cash 
or  crediting  to  the  jobbers,  whenever  the  producers’  market  price 
was  reduced,  an  amount  equal  to  the  difference  between  the  amount 
so  invoiced  by  the  petitioner  to  the  jobbers  at  the  time  the  goods 
were  sold  to  them  and  the  amount  of  the  reduced  producers'  market 
price  upon  all  said  goods  remaining  unsold  by  and  in  the  hands  of 
the  jobbers  at  the  time  of  said  reduction. 

In  1919  and  1920  there  occurred  declines  in  the  producers'  market 
price  of  evaporated  milk,  and  by  reason  thereof  the  petitioner,  pur¬ 
suant  to  its  practice  and  agreement  hereinabove  described,  repaid  or 
credited  to  jobbers  in  1919  the  total  sum  of  $42,023.40  in  respect  of 
1918  sales,  and  in  1920  the  total  sum  of  $114,692.68  in  respect  of  1919 
sales,  these  sums  representing  the  difference  between  the  amount  in¬ 
voiced  by  the  petitioner  to  the  jobbers  at  the  time  such  goods  were 
sold  to  them  under  such  agreements  in  1918  and  1919,  respectively, 
and  the  lowest  producers’  market  price  prevailing  during  the  period 
in  each  case  commencing  with  the  date  of  said  sale  to  them  and  end¬ 
ing  with  the  date  of  the  resale  of  said  goods  by  the  jobbers.  The 
petitioner  unconditionally  transferred  the  property  in  said  goods  to 
the  jobbers  in  1918  in  pursuance  of  the  contracts  of  sale  entered  into 
in  that  year,  and  in  1919  in  pursuance  of  the  contracts  entered  into 
in  that  year. 

On  or  about  March  14, 1919,  the  petitioner  sent  the  following  notice 
to  its  trade  relative  to  protection  against  declines  in  the  market  price 
in  the  future. 

All  orders  placed  with  this  company  after  March  15.  will  be  accepted  with  a 
limited  protection  against  decline  on  stocks  in  jobbers  hands  as  follows :  In  the 
event  of  our  own  decline  we  will  rebate  the  jobbers  only  on  stocks  on  hand 
which  have  been  delivered  to  the  jobber  within  fifty  (50)  days  prior  to  the 
date  of  the  decline,  and  in  no  event  will  the  protection  be  given  on  more  than 
one  carload  of  a  maximum  of  one  thousand  (1.000)  cases. 

We  direct  your  attention  to  the  enclosed  letter  of  explanation  on  this  subject. 
The  rule  above  announced  will  be  in  effect  until  you  are  notified  of  change  or 
modification. 

The  notice  was  accompanied  b}T  a  letter  relative  to  the  petitioner’s 
position  before  the  Federal  Trade  Commission  in  the  latter’s  investi¬ 
gation  of  the  above-mentioned  practice  of  guaranteeing  prices  against 
declines. 

The  price  adjustments  in  1920  of  1919  sales  were  accordingly 
limited  to  deliveries  within  fifty  days  prior  to  the  date  of  the  decline 

t/  A 

and  to  a  maximum  of  1,000  cases  on  the  shelves  of  each  jobber. 

On  February  7,  1920,  the  petitioner  announced  a  price  reduction 
of  $1  per  case.  This  decline  was  due  to  a  reduction  announced  by  a 
competitor  on  February  6th.  The  notice  of  the  price  reduction  was 
as  follows: 
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PRICE  REDUCTION  HELVETIA  MILK  CONDENSING  CO. 


TO  THE  JOBBING  TRADE  : 


Highland,  III.,  Feb.  1-1920. 


We  beg  to  announce  that  the  following  prices  will  go  into  effect  at  once : 


Our  Pet  Brand  Evaporated  Milk 


BABY  SIZE 

Per  case  of _ 6  doz.  cans 

In  carload  lots _  $3.  90 

In  less  than  carlots _  3.  95 


F.  O.  B.  your  station. 


TALL  SIZE 
4  doz.  cans 
$5.  75 
5.80 


Terms  :  30  days  net  or  less  2  per  cent  in  10  days. 


Quantities  may  be  made  up  both  sizes  in  order  to  obtain  lowest  price. 

Please  report  all  stock  of  Pet  Milk  on  hand  up  to  1,000  cases  from  last 
car  received  within  fifty  days  prior  to  date  of  this  notice.  (See  Circular 
letter  of  March  14,  1919.) 

Any  Pet  Milk  received  by  you  after  Dec.  19,  1919,  but  billed  prior  to  Dec. 
19,  1919,  invoice  must  be  accompanied  by  expense  bill  showing  date  of  arrival 
to  entitle  you  to  decline. 

Thanking  you  for  past  favors  we  are 
Respectfully  yours, 


Helvetia  Milk  Condensing  Co. 


BABY  SIZE  TALL  SIZE 

72  cans  per  case  40  cans  per  case 

N.  B. — Please  render  invoice  covering  decline  in  price  on  stock  on  hand. 
We  will  remit  for  same.  Please  make  no  deductions  for  remittances. 

The  petitioner  had  no  control  over  the  producers’  market  price  of 
evaporated  milk  at  any  time  during  1919  and  1920.  It  produced 
during  1918  and  1919  from  12  to  15  per  cent  of  the  evaporated  milk 
manufactured  in  the  United  States  during  those  years.  At  the  close 
of  both  1918  and  1919  the  market  was  highly  competitive,  both  pro¬ 
ducers  and  jobbers  then  having  large  stocks  on  hand,  and  the  season 
for  greatest  production  being  almost  at  hand.  The  petitioner  knew  at 
the  close  of  both  1918  and  1919  that  a  drop  in  the  market  price  of 
the  goods  was  practically  certain  to  come  early  in  1919  and  in  1920, 
respectively. 

The  petitioner  kept  its  books  and  accounts  and  made  its  returns 
for  1918  and  1919,  as  well  as  prior  thereto  and  thereafter,  upon  the 
accrual  basis. 

The  petitioner  filed  an  amended  income  and  profits-tax  return 
for  the  calendar  year  1919,  wherein,  for  the  purpose  of  determining 
taxable  net  income,  the  gross  sales,  less  returns  and  allowances  for 
1919,  were  shown  as  $16,636,804.64,  which  amount  excluded  said 
sum  of  $114,692.68  paid  to  jobbers  in  1920  in  adjustment  of  1919 
sales,  and  from  which  there  was  not  deducted  said  sum  of  $42,023.40 
paid  to  jobbers  in  1919  in  adjustment  of  1918  sales. 
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The  Commissioner  computed  the  petitioner’s  taxable  net  income 
for  1919,  realized  by  it  from  sales  of  its  product  in  1919,  without 
subtracting  from  the  amount  invoiced  by  the  petitioner  to  the  job¬ 
bers  at  the  time  of  sale  the  sum  which  the  petitioner  paid  in  cash 
or  credited  to  the  jobbers  in  1920  in  respect  of  1919  sales  as  afore¬ 
said,  to  wit,  $114,692.68,  but  deducting  from  the  amount  invoiced 
by  the  petitioner  to  the  jobbers  at  the  time  of  sale  the  sum  which 
the  petitioner  paid  in  cash  or  credited  to  the  jobbers  in  1919  in  respect 
of  1918  sales,  to  wit,  $42,023.40. 

OPINION. 

Morris  :  The  petitioner  is  seeking  to  reduce  its  gross  sales  for 
1919  by  the  amount  of  certain  credits  or  payments  made  to  jobbers 
in  1920  in  adjustment  of  1919  sales.  Goods  were  sold  with  a  guar¬ 
antee  that  price  declines  within  fifty  days  on  not  more  than  1,000 
cases,  as  to  stock  still  on  hand,  would  be  paid  back  or  credited  to  pur¬ 
chasers  in  the  amount  of  the  decline.  The  question  is  as  to  the 
legal  effect  of  the  clause  which  protects  the  buyer  from  declines  in 
the  market  price. 

The  petitioner  contends  that  the  basis  for  ascertaining  profit  from 
sales  for  1919  is  the  contract  price  to  which  it  was  entitled  and  which 
it  received,  and  such  contract  price  was  the  lowest  producers’  market 
price  prevailing  prior  to  resale  by  the  jobbers,  and  therefore  the 
gross  sales  for  1919  should  include  only  the  difference  between  the 
original  price  and  the  amount  of  the  credits  and  payments  made 
thereon  in  1920  due  to  the  decline.  The  Commissioner  contends 
that  the  amounts  credited  or  refunded  in  1920  on  sales  made  in 
1919  did  not  accrue  as  liabilities  until  1920  and  are  therefore  not 
deductible  from  the  gross  income  of  the  earlier  year. 

The  status  of  the  petitioner  on  December  31,  1919,  was  that  it 
had  executed  sales  upon  which  refunds  and  credits  would  have  to 
be  made  should  there  be  a  decline  in  the  producers’  market  price 
within  fifty  days  from  date  of  delivery.  Market  prices  were  high, 
and,  as  subsequently  developed,  at  their  peak  price.  Petitioner  was 
satisfied  that  declines  would  occur,  but  just  when  it  was  impossible 
to  state.  It  did  not  control  the  market  not  could  it  foresee  what 
price  reductions,  if  any,  would  be  made  by  its  competitors,  which 
would  necessitate  a  like  reduction  on  its  part.  Nothing  could  be 
more  uncertain  than  the  fact  that,  within  a  limited  period  of  time, 
an  unknown  amount  might  become  due  because  of  the  happening 
of  a  contingency.  If  the  price  went  up  or  remained  constant  the 
sale  price  stood ;  but  if  the  producers’  market  price  went  down  within 
the  fifty  days  there  was  a  corresponding  reduction  to  the  jobbers. 
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There  is  no  doubt  in  our  minds  that,  as  of  December  31,  1919,  there 
was  no  actual  liability  on  the  part  of  petitioner  to  pay  any  deter¬ 
mined  or  determinable  amount.  The  liability  was  contingent.  The 
contingency  did  not  develop  until  February  7,  1920.  As  income  is 
reported  on  an  annual  basis,  there  was  no  incurred  liability  on 
December  31,  1919,  which  could  have  been  accrued. 

Counsel  for  the  petitioner  has  argued  at  length  that  the  contin- . 
gency  here  in  question  is  as  to  profits  and  not  as  to  losses.  But 
with  this  contention  we  can  not  agree.  At  the  time  of  the  sale 
every  act  necessary  to  consummate  the  sale  was  done.  The  price 
was  fixed  subject  to  change  only  in  one  possible  event.  Counsel 
admits  that  a  contingency  exists  but  claims  that  the  contingency 
exists  only  as  to  profits.  The  logic  of  the  proposition  seems  to  us 
to  point  entirely  the  other  way.  The  sale  was  made  at  the  market 
price,  with  a  guarantee  that  the  seller  would  stand  for  market 
declines  within  a  limited  period.  Any  liability  of  the  petitioner 
in  such  cases  is  contingent  upon  the  decline. 

Suppose  the  petitioner  had  set  up  a  reserve  for  such  contingent 

liability :  the  decisions  of  the  Board  are  uniformly  to  the  effect  that 

* 

such  reserves  are  not  deductible,  but  that  the  deduction  must  be 
taken  when  the  liability  is  satisfied.  This  question  was  dealt  with 
in  the  Appeal  of  William  J.  Ostkeimer ,  1  B.  T.  A.  18,  where  the 
Board  said  (p.  21)  : 

The  question  remains  as  to  whether  the  taxpayer  in  this  case  was  entitled 
to  accrue  and  take  as  a  deduction  in  the  respective  periods  included  in  this 
appeal  a  liability  which  it  was  known  would  arise  when  the  leased  property 
would  be  required  to  be  returned  to  the  lessor  as  good  as  when  received. 
Since  the  taxpayer  kept  his  books  on  the  accrual  basis,  all  deductions  allow¬ 
able  in  determining  his  net  income  should  be  on  that  basis,  including  his 
contractual  obligation  under  the  terms  of  the  lease.  In  order  that  an  item 
may  be  accrued,  however,  a  liability  must  actually  be  incurred  in  the  taxable 
year.  Schuster  &  Co.  v.  Williams,  283  Fed.  115.  The  statute  recognized  the 
accrual  basis  of  making  returns  by  providing  for  the  deduction  of  expenses 
incurred  but  not  paid.  It  is  apparent  that  no  liability  in  praesenti  was 
incurred  under  the  terms  of  the  lease  in  question  in  the  years  1918  and  1919 
however  well  known  it  might  have  been  that  a  liability  in  some  amount  would 
be  incurred  at  some  time  in  the  future.  The  liability  to  restore  chattels  as 
good  as  new  or  as  good  as  when  received  when  a  lease  is  ultimately  canceled 
or  surrendered  at  some  indefinite  or  indeterminate  time  in  the  future  is  not 
a  present  actual  liability,  and  is  not  the  actual  incurring  of  an  expense  or 
liability. 

See  also  Appeal  of  Richmond  Light  &  Railroad  Co .,  4  B.  T.  A. 
91;  Appeal  of  Brighton  Mills ,  1  B.  T.  A.  392;  Appeal  of  Pan- 
American  Hide  Co .,  1  B.  T.  A.  1249;  Appeal  of  Uvalde  Co .,  1  B. 
T.  A.  932;  Appeal  of  Morris  on- Ricker  Mfg.  Co .,  2  B.  T.  A.  1008; 
Appeal  of  Thatcher  Medicine  Co .,  3  B.  T.  A.  154;  and  Appeal  of 
Greenville  Coal  Co .,  3  B.  T.  A.  1323. 
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In  view  of  the  foregoing,  we  are  of  the  opinion  that  the  gross 
sales  for  1919  may  not  be  reduced  by  the  amount  of  credits  and 
payments  made  to  jobbers  in  1920  on  1919  sales,  and  that  the 
credits  and  payments  made  in  1919  on  1918  sales  are  a  deduction 
from  the  1919  gross  income. 

Judgment  will  be  entered  for  the  Commissioner. 


Appeal  of  Wheeler  Lumber  Bridge  &  Supply  Co. 

Docket  No.  4824.  Decided  October  29,  1926. 

v 

The  Commissioner’s  action  in  reducing  the  petitioner’s  invested 
capital  by  $321,300,  approved. 

K.  N.  Parkinson ,  Esq.,  for  the  petitioner. 

M.  N.  Fisher ,  Esq.,  for  the  Commissioner. 

This  appeal  is  from  the  determination  of  a  deficiency  of  $4,427.55 
in  income  and  profits  taxes  for  the  fiscal  years  ended  November  30, 
1919,  and  November  30,  1920.  The  error  alleged  is  that  the  Commis¬ 
sioner  reduced  invested  capital  for  the  years  in  question  by  the 
amount  of  $321,300,  on  the  ground  that  there  was  a  reorganization 
in  1915  such  as  would  affect  the  invested  capital  of  the  company. 

FINDINGS  OF  FACT. 

The  Wheeler  Lumber  Bridge  &  Supply  Co.  was  organized  under 
the  laws  of  the  State  of  West  Virginia  in  the  year  1908,  $471,300 
of  its  capital  stock  being  outstanding  on  August  31,  1915.  It  was 
engaged  in  buying  and  selling  timber  and  timber  products,  lumber, 
building  materials,  and  fuel.  It  was  also  engaged  in  buying  timber, 
logs,  etc.,  and  it  owned  and  operated  mills  for  the  purpose  of  manu¬ 
facturing  lumber. 

In  1912  a  fire  occurred  which  practically  destroyed  the  entire  mill 
and  yards.  The  company  did  not  carry  sufficient  insurance  to  cover 
the  loss  sustained  as  a  result  of  the  fire.  Consequently,  it  was  so 
badly  crippled,  as  a  result  of  the  enormous  loss,  that  it  was  unable 
to  rebuild  its  plant,  nor  could  it  operate  on  a  profitable  basis  for 
several  years  after  the  fire.  Operations,  however,  were  continued 
until  1915,  when  the  stockholders  decided  the  business  could  never 
be  operated  on  a  profitable  basis  unless  a  change  was  made.  Accord¬ 
ingly,  it  was  decided  to  reduce  the  par  value  of  the  capital  stock  of 
the  company  by  an  amount  sufficient  to  wipe  out  the  then  exiting 
deficit.  It  was  also  decided,  at  the  time  of  making  this  change  in 
the  capital  stock  of  the  company,  to  obtain  a  new  charter  under  the 
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laws  of  the  State  of  Iowa.  In  1915  the  deficit  of  the  company, 
according  to  the  books  of  account,  amounted  to  $321,300.  Capital 
stock  was  therefore  reduced  by  this  amount.  Besides  reducing  its 
capital  stock  by  an  amount  equal  to  the  then  existing  deficit,  the 
company  surrendered  its  West  Virginia  charter  and  took  out  a 
charter  under  the  laws  of  the  State  of  Iowa. 

No  change  was  made  in  the  books  of  account  of  the  company  at 
the  time  of  the  reduction  of  the  capital  stock  and  the  obtaining  of 
a  new  charter  under  the  laws  of  the  State  of  Iowa,  nor  was  there 
any  change  in  the  method  of  keeping  the  books.  The  officers  of 
the  company  were  the  same  as  before.  The  company  continued  to 
do  business  in  the  same  way  as  previously,  maintaining  the  same 
officers  and  employees.  The  percentages  of  stockholdings  remained 
approximately  the  same. 

OPINION. 

Morris:  On  the  facts,  as  hereinabove  set  forth,  the  question  is 
raised  whether  the  Commissioner's  action  in  reducing  the  petitioner’s 
invested  capital  by  $321,300  for  the  taxable  years  in  question  was 
correct.  There  is  no  doubt  but  that  there  was  a  reduction  of  $321,300 
in  the  actual  value  of  the  property  turned  in  to  the  new  corporation. 
Under  section  326  of  the  Revenue  Act  of  1918,  invested  capital 
includes  the  actual  cash  value  of  tangible  property  paid  in  for  stock 
at  the  time  of  such  payment. 

Counsel  for  the  petitioner  contends,  however,  that  the  invested 
capital  of  the  new  corporation  should  be  the  same  as  that  of  the 
old,  in  that  the  reorganization  was  merely  one  in  form,  and  that  the 
substance  of  the  transaction,  rather  than  the  form,  should  be  deter¬ 
minative  of  the  issue.  He  argues  that  after  the  reorganization  the 
net  value  of  the  stockholders’  interest  was  neither  more  nor  less 
than  before,  nor,  in  fact,  were  the  assets  of  the  corporation  itself 
greater  or  less;  that  therg  was  no  segregation  of  a  loss  to  the 
stockholders,  and,  there  being  no  loss  to  the  stockholders,  and  the 
loss  not  being  of  such  a  nature  as  to  reduce  invested  capital,  invested 
capital  stands  as  before.  This  argument  reduces  itself  to  the  propo¬ 
sition  that,  for  the  purposes  of  invested  capital,  the  petitioner  should 
not  be  considered  a  new  corporation  but  a  continuation  of  the  old. 
With  that  conclusion  we  can  not  agree.  The  Supreme  Court,  in 
Marr  v.  United  States ,  268  U.  S.  536,  541,  after  commenting  on 
the  case  of  Weiss  v.  Steam ,  265  U.  S.  242,  said : 

In  the  case  at  bar,  the  new  corporation  is  essentially  different  from  the 
old.  A  corporation  organized  under  the  laws  of  Delaware  does  not  have  the 
same  rights  and  powers  as  one  organized  under  the  laws  of  New  Jersey. 
Because  of  these  inherent  differences  in  rights  and  powers,  both  the  preferred 
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and  the  common  stock  of  the  old  corporation  is  an  essentially  different  thing 
from  stock  of  the  same  general  kind  in  the  new. 

i 

The  petitioner  Avas  not  only  incorporated  under  the  laws  of  a 
different  State,  but  there  was  a  change  in  the  amount  of  its  authorized 
capital  stock.  In  view  of  the  above  opinion  and  section  326  of  the 
Revenue  Act  of  1918,  we*  are  satisfied  that  the  action  of  the  Commis¬ 
sioner  in  reducing  the  petitioner's  invested  capital  by  $321,300  was 
correct. 

> 

Judgment  will  be  entered  for  the  Commissioner. 


C.  D.  Lennox  and  Sallie  B.  Lennox,  Petitioners,  v.  Commis¬ 
sioner  of  Internal  Revenue,  Respondent. 

Docket  No.  1737.  Decided  October  30,  1926. 

C .  D.  Lennox ,  for  the  petitioners. 

Robert  A.  Littleton ,  Esq.,  for  the  respondent. 

Green:  The  taxpayers  appeal  from  a  deficiency  in  income  tax 
for  the  year  1919  in  the  sum  of  $341.50.  The  deficiency  arises  from 
the  disallowance  of  certain  depreciation  on  farm  improvements 
claimed  by  the  taxpayers. 

FINDINGS  OF  FACT. 

The  taxpayers  own  several  large  farms  in  the  State  of  Texas. 
These  farms  are  divided  into  smaller  tracts  and  rented  to  white  and 
colored  tenants.  Each  tenant  is  provided  with  a  small  house,  barns, 
sheds,  and  fencing.  There  are  in  all  some  400  sets  of  tenant  improve¬ 
ments.  The  houses  are  cheaply  constructed  and  have  a  varying  life, 
depending  upon  the  care  they  receive,  the  repairs  made  upon  them, 
the  materials  used,  and  the  nature  of  their  construction.  We  are 
unable  to  determine  from  the  evidence  what  the  life  of  any  partic¬ 
ular  building,  or  the  average  life  of  a  group  of  buildings,  would  be. 
In  addition  to  the  frame  buildings  and  other  improvements  men¬ 
tioned,  the  taxpayers  owned  and  claimed  depreciation  on  one  brick 
building. 

The  taxpayers  and  the  Commissioner  agree  that  the  total  value 
of  the  improvements  in  the  year  1919  was  $57,910.  The  Commis¬ 
sioner  allowed  depreciation  upon  the  brick  building  at  the  rate  of 
3  per  cent  and  upon  the  frame  building  and  other  improvements 
at  the  rate  of  6  per  cent.  The  taxpayers  deducted  depreciation  at 
the  rate  of  10  per  cent. 

Judgment  will  be  entered  for  the  Commissioner. 


280 


5  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


Stillwater  Milling  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  5687.  Decided  October  30,  1926. 

1.  Additional  allowance  for  amortization  of  war  facilities  denied 
for  want  of  proof. 

2.  Amount  expended  by  petitioner  for  repairs  in  1918  deter¬ 
mined. 

/ 

Charles  H.  Garnett ,  Esq .,  for  the  petitioner. 

Robert  A.  Littleton ,  Esq.,  for  the  respondent. 

In  this  proceeding  the  petitioner  seeks  a  redetermination  of  defi¬ 
ciencies  in  income  and  profits  taxes  for  the  years  1919  and  1920  in 
the  sums  of  $106.01  and  $305.44,  respectively. 

The  errors  alleged  are,  first,  the  denial  of  an  allowance  for  amor¬ 
tization  of  war  facilities  as  a  deduction  from  income  in  the  year 
1919 ;  second,  the  prorating  of  the  erroneous  sum  of  $2,204.04  as  1918 
taxes,  instead  of  the  correct  sum  of  $290.40,  in  determining  invested 
capital  for  1919;  and  third,  the  disallowance  of  the  deduction  of 
the  sum  of  $4,575.81  as  expense  in  the  year  1920. 

• 

FINDINGS  OF  FACT. 

1 

In  the  year  1918  the  United  States  Food  Administration  required 
the  petitioner  to  remodel  its  mill  so  that  it  would  be  suitable  for 
the  manufacture  or  production  of  whole  wheat  flour.  The  change 
necessitated  the  installation  of  certain  new  machinery  and  the  rear- 
rangement  of  practically  all  the  old  machinery,  which  was  continued 
in  use.  The  total  expenditure  for  the  remodeling  of  the  mill  was 
$6,339.33.  The  greater  part  of  this  expenditure  was  for  labor.  In 
1919,  after  the  Food  Administration  had  relaxed  its  requirements, 
the  mill  was  restored  to  its  prewar  condition.  This  restoration 
necessitated  a  rearrangement  of  practically  all  of  the  machinery. 
The  machinery  which  had  been  installed  in  1918  was  retained  by 
the  petitioner  and  continued  in  use.  There  was  left  over  a  small 
amount  of  lumber  and  other  surplus  materials  wTich  the  petitioner 
sold  for  $118.67.  Of  the  amount  expended  in  1918  in  remodeling 
the  mill,  the  Commissioner  allowed  as  a  deduction  against  the  tax¬ 
payer’s  income  for  1918  the  sum  of  $4,058.65. 

The  petitioner  included  in  one  account  all  of  its  expenditures  for 
improvements,  replacements  and  repairs.  At  the  close  of  the  year 
the  various  items  were  examined  by  the  bookkeeper  and  the  presi¬ 
dent  of  the  corporation  and  carefully  segregated  into  the  various 
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classifications.  In  1920  the  petitioner  expended,  in  making  repairs, 
the  sum  of  $4,575.81.  This  amount  was  claimed  by  the  petitioner 
as  a  deduction  and  denied  by  the  Commissioner  upon  the  ground  that 
it  represented  a  capital  expenditure. 

In  arriving  at  the  petitioner’s  invested  capital  the  Commissioner 
prorated  $2,204.04  as  the  amount  of  taxes  paid  for  the  year  1918. 
The  amount  of  tax  actually  paid  was  the  sum  of  $290.40. 

OPINION. 

# 

Green  :  Of  the  total  amount  expended  by  the  petitioner  in  re¬ 
modeling  its  plant  for  the  purpose  of  manufacturing  war-time  flour, 
the  Commissioner  has  allowed,  as  a  deduction  in  1918,  $4,058.65. 
The  petitioner  contends  that  the  remainder,  less  $118.67  received 
from  the  sale  of  lumber  and  other  small  items,  should  be  allowed  as  a 
deduction  in  1919.  It  appears,  however,  that  when  the  mill  was 
remodeled  in  1918,  certain  machinery  was  purchased,  some  new  and 
some  second-hand,  and  that  this  machinery  was  continued  in  use  by 
the  taxpayer  after  the  mill  was  restored  in  1919  to  its  prewar  con¬ 
dition.  The  cost  of  this  machinery  does  not  appear  in  the  record, 
and,  except  for  the  fact  that  the  major  portion  of  the  amount  ex¬ 
pended  in  1918  was  due  to  labor,  we  have  no  information  as  to  the 
proportionate  amount  representing  the  cost  of  the  machinery,  and 
we  are  not  in  position  to  say  that  the  petitioner  has  not  been  allowed 
as  a  deduction  the  full  amount  to  which  it  is  entitled  under  the  law. 

From  the  record  it  appears  that  the  petitioner  kept  its  accounts 
covering  expenditures  in  a  rather  irregular  manner  by  posting  im¬ 
provements,  replacements  and  repairs  in  one  account  until  the  end  of 
the  year,  at  which  time  the  amounts  expended  for  repairs  were  segre¬ 
gated  from  the  capital  expenditures.  At  that  time  the  petitioner’s 
bookkeeper  and  president  checked  each  item  and  listed  as  repairs  only 
such  amounts  as  were  expended  for  the  purpose  of  keeping  the  plant 
in  running  condition.  The  evidence  convinces  us  that  the  petitioner 
expended  the  sum  of  $4,575.81  in  making  repairs  in  the  year  1918, 
and  is  entitled  to  a  deduction  of  that  amount. 

With  reference  to  the  taxes  for  1918  prorated  in  determining  the 
petitioner’s  invested  capital  for  1919,  the  Commissioner  has  ad¬ 
mitted  that  the  proper  amount  is  $290.40,  instead  of  $2,204.04,  as 
used  in  his  computation. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 
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Autovent  Fan  &  Blower  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  240.  Decided  October  30,  1926. 

1.  Valuation  of  patent. — In  1918  the  petitioner  acquired  a  cer¬ 
tain  patent  for  which  it  issued  shares  of  its  capital  stock.  Upon 
the  evidence,  held,  that  at  the  time  acquired  this  patent  had  a  cash 
value  of  $12,500. 

2.  Deduction  for  exhaustion. — During  the  taxable  years  peti¬ 
tioner  is  entitled  to  deduction  for  this  patent  on  the  basis  of 
$12,500  prorated  over  the  life  of  the  patent. 

F.  E.  Feldman ,  G.  P.  A.,  and  M.  Wexler ,  C.  P.  A .,  for  the  peti¬ 
tioner. 

John  W.  Fisher ,  Esq .,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  and  profits  taxes  for  the  calendar  years  1918,  1919,  and  1920. 

The  petitioner  alleges  that  the  Commissioner  erred  in  disallowing, 
in  each  of  the  years  involved,  a  deduction  for  depreciation  on  a 
patent  acquired  by  the  petitioner  in  1918  at  an  alleged  cost  of 
$12,500. 

FINDINGS  OF  FACT. 

The  Autovent  Fan  &  Blower  Co.  is  an  Illinois  corporation,  with 
its  principal  office  at  Chicago,  and  is  the  successor  to  the  Batterman- 
Truitt  Co. 

The  Batterman-Truitt  Co.  was  incorporated  in  Januar}7,  1916, 
by  H.  E.  Batterman,  Emil  Ackerman,  and  Joseph  E.  Truitt,  with 
an  authorized  capital  stock  of  $5,000.  Each  of  the  three  named 
incorporators  held  166%  shares  of  $10  par  value.  The  corporation 
engaged  in  the  business  of  selling  fans  and  ventilating  equipment. 
In  1918,  Ackerman  and  Truitt  purchased  Batterman’s  166%  shares 
of  stock  for  $4,000. 

In  1909,  Truitt  started  working  on  the  development  of  an  auto¬ 
matic  shutter,  or  damper,  to  be  used  as  an  attachment  to  fans  and 
blowers  to  prevent  a  back-draft  after  turning  off  the  fan  or  blower. 
This  apparatus  was  known  as  a  louvre.  Truitt  and  Ackerman 
experimented  together  on  this  apparatus  until  about  1915.  On 
January  1,  1918,  patent  No.  1,251,593  was  issued  to  Truitt  and 
Ackerman  for  this  shutter  apparatus  or  louvre.  All  expenses  in¬ 
curred  in  experimenting  and  in  obtaining  the  patent  were  paid  by 
Truitt  and  Ackerman.  During  the  year  1917  and  during  a  part 
of  the  year  1918  a  few  louvres  were  manufactured  by  the  corporation 
and  sold,  with  fans  or  separately,  and  the  profits  were  included  in 
the  profits  of  the  corporation,  but  the  patent  remained  the  property 
of  Truitt  and  Ackerman.  They  received  no  royalties  on  the  sale 
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of  this  attachment  by  the  corporation.  At  the  time  this  louvre 
was  invented  there  was  one  of  a  similar  nature  on  the  market,  but 
it  was  rectangular  in  shape  and  operated  by  gravity,  while  the  louvre 
patented  by  Truitt  and  Ackerman  was  circular  in  shape  so  as  to 
fit  the  fan  and  was  operated  automatically,  opening  when  the  fan 
was  turned  on  and  closing  when  the  fan  was  turned  off. 

Truitt  and  Ackerman  decided  to  have  a  third  partner  in  the 
business  and  to  sell  their  patent  to  the  corporation.  The  following 
agreement  was  entered  into : 

This  Agreement  made  and  entered  into  this  10th  day  of  April,  A.  D.  1918, 
by  and  between  Joseph  E.  Truitt  and  Emil  Ackerman,  parties  of  the  first 
part,  and  Theodore  F.  LeJeune,  party  of  the  second  part  witnesseth  : 

That  in  consideration  of  the  purchase  by  the  second  party  from  the  first 
parties  of  one  hundred  and  sixty-six  and  two-thirds  (166%rds)  shares  of 
the  capital  stock  of  Batterman  Truitt  Company,  an  Illinois  corporation,  for 
the  sum  of  Four  thousand  dollars  ($4,000)  it  is  understood  and  agreed  by 
and  between  the  parties  hereto,  being  the  owners  of  all  of  the  capital  stock 
of  said  corporation,  that  said  second  party  thereby  acquires  an  equal  one- 
tliird  interest  in  said  corporation,  and  in  all  of  its  business,  assets  and  surplus 
of  every  kind  and  nature  as  the  same  stands  of  this  date  subject  to  the 
payment  of  all  existing  debts  and  obligations,  it  being  a  part  of  the  inducement 
moving  said  second  party  to  purchase  said  stock  that  he  be  permitted  to 
enter  said  corporation  on  an  equal  basis  with  each  of  the  parties  of  the 
first  part. 

In  further  consideration  of  the  premises  and  of  the  payment  by  the  party 
of  the  second  part  to  the  parties  of  the  first  part  of  one-third  of  the  cost 
and  expense  incurred  by  them  in  procuring  a  certain  patent  known  as 
“  Louvre  ”  patent  issued  January  1,  1918,  bearing  patent  number  1251593  and 
serial  number  178094,  said  party  of  the  second  part  shall  be  beneficially  and 
equitably  entitled  to  a  one-third  interest  in  said  patent  on  an  equal  basis 
with  each  of  said  first  parties.  For  convenience  the  legal  title  to  said 
patent  shall  for  the  present  remain  in  said  first  parties  and  no  formal  assign¬ 
ment  thereof  shall  be  made  of  said  one-third  interest  to  said  second  party, 
but  said  legal  title  is  hereby  understood  to  be  held  for  the  equal  use  and 
benefit  of  each  of  the  three  signers  of  this  agreement  and  the  proceeds  of 
any  disposition  or  use  of  said  patent  shall  be  equally  divided  among  said 
Joseph  E.  Truitt,  Emil  Ackerman  and  Theodore  F.  LeJeune. 

In  pursuance  to  above-quoted  agreement,  LeJeune  acquired  the 
166%  shares  of  stock  which  Truitt  and  Ackerman  had  acquired  from 
Batterman,  and  the  $4,000  represented  the  book  value  of  the  stock. 
At  the  time  the  taxpayer  corporation  made  its  offer  to  LeJeune  he 
was  earning  from  $6,000  to  $8,000  a  year.  The  corporation  could 
not  afford  to  pay  him  that  amount  for  his  services  so,  to  offset  the 
difference  in  salary,  LeJeune  acquired  a  one-third  interest  in  the 
patent  as  well  as  a  one-third  interest  in  the  corporation. 

During  1918,  Arthur  Donovan,  attorney  for  the  petitioner,  and 
Benjamin  M.  Anderson,  head  of  his  own  insurance  business,  offered 
in  writing  to  purchase  as  much  stock  as  the  corporation  would  sell 
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at  the  book  value.  Both  of  these  men  were  ready,  willing,  and  able 
to  buy. 

In  August,  1918,  the  capital  stock  of  the  Batterman-Truitt  Co. 
was  increased  to  $12,500  through  the  issue  of  a  stock  dividend  of 
750  shares  of  the  total  par  value  of  $7,500.  The  stock  was  issued 
to  Joseph  E.  Truitt,  250  shares;  to  M.  O.  Ackerman,  250  shares;  and 
to  Theodore  E.  LeJeune,  250  shares. 

September  19,  1918,  the  patent  for  the  louvre  was  assigned  to  the 
Batterman-Truitt  Co.  The  capital  stock  of  the  corporation  was 
increased  to  $25,000,  and  the  1,250  shares  of  new  stock,  at  a  par 
value  of  $10  per  share,  were  issued  in  payment  for  the  patent.  This 
new  stock  was  issued  to  Truitt,  416%  shares;  to  Ackerman,  416%; 
and  to  LeJeune,  416%  shares.  In  1919  the  capital  stock  was  in¬ 
creased  to  $30,000  by  a  stock  dividend. 

The  petitioner’s  books  show  the  following  in  reference  to  sales : 


Louvre. 

Fans. 

Motor- 

driven 

blowers. 

Pulley- 

driven 

blowers. 

1917... _ _ _ _ _ _ _ _ 

$282.  21 

1,  668.  30 

2,  844.  22 
6,  602.  90 
5,  493. 14 
5,  799.  81 
8,  287.  63 

1918 _ _ _ 

$59,  860.  87 
89,  451.  13 
146,  842.  14 
124,  334.  58 
119,  322.  55 
164,  588.  99 

$14,  593. 16 
15, 459. 10 
25, 140.  99 
17.  071.  50 

$8,  847.  70 
9,  746.  35 
8,  642.  11 
15.  468.  00 

1919 _ 

1920 _ . . . 

1921 _ _ _ 

1922 _ _ _ _ _ 

30,400.83  !  14,088.95 

24,938.38  18,771.46 

1923 _ _ _ _ _ _ _ _ 

Total 

sales 

(including 

miscel¬ 

laneous). 

Net  profits 
(after  all 
deductions, 
including 
income 
taxes,  and 
deprecia¬ 
tion). 

Net  worth 
of  company 
(including 
capital 
stock,  sur¬ 
plus,  and 
surplus  re¬ 
serve  as  at 
Jan. 1  of 
each  year) . 

1916 . .  ..  _  _ _ 

$31,  239.  74 
67, 949. 90 
95,  060.  88 
130,  885.  72 
222,  024.  69 
201,  370.  63 
224,  996.  10 
296,  907.  34 

$4.  877.  23 
4, 177.  56 
3,  506.  31 

6,  647.  67 
9,  372.  09 
3,  981.  26 
6,  862. 13 
21,  404.  03 

Not  given. 
Not  given. 
Not  given. 
$26, 990. 87 
35, 188.  70 
45,  630.  20 
55,  950.  03 
52,  624.  26 

1917. .  _ 

1918.. _ _  _ _ _ 

1919 _  _ _ _ 

1920 _ _  _  _ _ _ 

1921 . . . . . . . . 

1922 . . . . . . . . . . 

1 J23 . . . . . . . . 

The  books  do  not  show  a  separate  record  of  the  sales  of  louvres 
attached  to  fans  or  blowers,  for  they  were  sold  as  a  unit.  The 
greater  percentage  of  fans  sold  had  the  louvre  attachment,  for  the 
sale  of  the  fan  and  louvre  as  a  unit  greatly  increased  the  petitioner’s 
sales  of  fans. 

The  petitioner  in  its  original  returns  for  the  years  1919  and  1920 
claimed  a  deduction  for  depreciation  of  the  louvre  patent,  which  the 
Commissioner  disallowed. 
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OPINION. 

I 

Trussell  :  Prior  to  the  assignment  of  the  patent  to  the  petitioner, 
Truitt  secured  three  appraisals  of  the  value  thereof.  In  August, 
1918,  John  Johnson  Haines  valued  the  patent  at  $25,000.  Haines  is 
vice  president  and  secretary  of  the  Haines  Company,  which  has  been 
engaged  in  the  business  of  ventilating  contractor  for  twenty  years. 
Haines  has  been  connected  with  the  company  for  twenty  years,  and 
in  his  business  as  a  contractor  he  has  come  in  contact  with  various 
patented  articles  used  in  ventilating.  While  he  has  never  appraised 
patented  articles,  his  experience  in  buying  and  selling  such  articles 
as  are  used  in  his  business  has  familiarized  him  with  the  values  of 
such  patents.  In  placing  the  value  of  $25,000  on  the  patent  in  ques¬ 
tion,  he  took  into  consideration  the  business  which  the  petitioner 
was  doing;  the  demand  and  cost  of  the  one  other  gravity-operated 
louvre  which  had  been  on  the  market  for  several  years,  and  the  de¬ 
mand  which  would  be  made  for  the  petitioner’s  automatic  louvre; 
the  fact  that  this  attachment  would  materially  increase  the  sales  in 
fans,  for  he  knewT  through  experience  that  purchasers  would  rather 
buy  the  fan  and  attachment  as  a  unit  from  one  concern ;  and  also  the 
economic  life  of  the  patent,  that  is,  about  how  long  a  time  would 
elapse  before  a  new  and  better  shutter  device  would  supersede  it. 
After  the  petitioner  began  producing  the  louvre  the  Haines  Company 
purchased  articles  from  it  for  use  in  contracting  work,  and  90  per 
cent  of  the  fans  purchased  were  equipped  with  the  patented  louvre. 

In  August,  1918,  Charles  Edward  Murray  valued  the  patent  at 
$15,000.  Murray  has  been  connected  with  the  Mellish-Hayward 
Co.  for  thirty  years,  and  is  engaged  in  closing  contracts,  estimating, 
superintending  and  looking  after  finances  for  the  company,  which 
is  a  contractor  for  heating  and  ventilating.  Murray  is  experienced 
in  the  matter  of  patented  articles  used  in  connection  with  ventilating 
and  has  assisted  in  valuing  such  articles  as  they  effected  increases  in 
sales  and  profits.  Murray  was  familiar  with  the  gravity-operated 
louvre  and  the  louvre  covered  by  the  patent  here  in  question,  and 
the  value  which  he  placed  upon  the  latter  was  the  amount  his  com¬ 
pany  would  have  paid  for  the  patent  had  the  company  had  the 
opportunity  to  purchase  it.  Murray  estimated  that  the  profits  on 
the  patented  louvre  would  amount  to  $2,500  or  $3,000  a  year,  and 
this  was  based  on  the  fact  that  the  article  was  satisfactory  mechani¬ 
cally,  that  it  was  not  a  new  proposition  which  would  have  to  be  in¬ 
troduced  because  there  had  been  a  similar  article  on  the  market  for 
several  years  which  was  quite  successful,  that  a  louvre  was  necessary 
in  proper  ventilating,  and,  also,  he  foresaw  a  great  demand  for  this 
patented  louvre.  Murray  valued  the  patent  at  $15,000,  independent 
and  irrespective  of  the  petitioner  and  its  business. 
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In  August,  1918,  Fred  B.  Gillespie  valued  the  louvre  patent  at 
$20,000.  Gillespie  is  president  of  the  Gillespie-Dwyer  Co.,  con¬ 
tractor  for  heating  and  ventilating  systems.  Gillespie  has  been  en¬ 
gaged  in  this  line  of  business  since  1914  and  has  been  in  constant 
contact  with  the  various  devices  and  equipment  used  in  the  business  of 
ventilating  and  heating  and  also  with  improvements  on  such  devices. 
He  was  familiar  with  the  patented  louvre  and  knew  that  it  was 
mechanically  superior  to  any  louvre  or  shutter  already  on  the  market, 
being  more  substantially  constructed  and  requiring  less  power  to 
operate  it.  The  valuation  of  $20,000  was  based  on  Gillespie’s  ex¬ 
perience  with  ventilating  devices  and  the  values  of  the  same;  the 
fact  that  his  concern  had  experienced  difficulty  in  selling  fans  without 
shutters  or  louvres;  that  it  had  been  at  times  embarrassing  to  pur¬ 
chase  fans  from  one  concern  and  louvres  from  another;  that  there 
was  a  great  demand  for  shutters  or  louvres;  that  in  1918  his  concern 
was  interested  in  trying  to  produce  a  shutter  or  louvre  of  its  own, 
and,  further,  that  the  sale  of  the  fan  and  louvre  as  a  unit  by  one 
concern  would  greatly  increase  sales.  Gillespie  had  never  valued 
patents  before  but  based  his  appraisal  on  his  own  knowledge  of  the 
ventilating  and  heating  business  and  the  values  of  the  various 
devices  used. 

Edward  T.  Blaker,  sales  engineer  for  the  Bishop  &  Babcock 
Sales  Co.,  is  a  bachelor  of  mechanical  engineering  and  for  seven 
years  has  been  engaged  as  sales  engineer,  his  duties  being  to  inves¬ 
tigate  new  devices  and  patented  articles  to  determine  their  mechan¬ 
ical  utility  and  sales  value.  Blaker  first  became  acquainted  with 
the  louvre  covered  by  the  patent  here  in  question  in  the  latter  part 
of  1918  in  a  competitive  manner.  He  was  selling  a  louvre  manu¬ 
factured  by  another  concern.  It  was  a  part  of  Blaker’s  duties  to 
make  a  special  examination  for  his  company  of  the  mechanical  and 
sales  features  of  this  patented  louvre.  This  patented  louvre  is  the 
same  article  today  as  it  was  in  1918,  when  it  was  first  put  on  the 
market.  In  the  latter  part  of  1925,  or  early  in  1926,  Blaker  sug¬ 
gested  to  his  company  that  they  negotiate  with  the  petitioner  cor¬ 
poration  in  regard  to  their  handling  the  fan  and  louvre  because 
of  its  mechanical  differences  and  advantages  over  the  type  they 
used  and  its  benefit  to  the  sales  organization.  This  suggestion  wTas 
based  upon  Blaker’s  investigation  of  the  patented  louvre’s  mechan¬ 
ical  operations  and  without  reference  to  sales  made  by  the  petitioner 
corporation.  Blaker’s  appraisal  of  the  patent  here  in  question  was 
$20,000,  which  amount  he  would  have  paid  for  the  patent  in  1918 
as  well  as  in  1925. 

At  the  time  the  louvre  patent  was  assigned  to  the  petitioner,  its 
owners  and  the  petitioner  placed  a  value  upon  it  in  the  amount  of 
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$12,500.  Four  competent  witnesses  have  testified  that  in  their 
opinion  this  patent,  at  the  time  acquired  by  the  petitioner,  had  a 
value  ranging  from  $15,000  to  $25,000. 

It  may  also  be  observed  from  the  figures  of  annual  sales  made  by 
the  petitioner  that  the  sales  of  fans  increased  from  an  average  of 
$75,655  for  the  two  years  1918  and  1919  to  an  average  of  $138,000 
per  year  for  the  four  years  1920  to  1923,  inclusive;  and  that  the 
total  sales  made  by  the  petitioner  increased  from  an  average  of 
$64,747  for  the  three  years  1916  to  1918,  inclusive,  to  an  average  of 
$189,059  for  the  five  years  1919  to  1923,  inclusive.  It  thus  seems 
that  there  can  be  no  doubt  that  when  the  petitioner  acquired  this 
patent  it  acquired  a  valuable  asset  which  contributed  in  a  consid¬ 
erable  degree  to  the  volume  of  the  petitioner's  business,  and  we  are 
therefore  of  the  opinion,  and  find,  that  at  the  time  acquired  this 
patent  had  a  cash  value  of  $12,500,  and  that  for  the  years  here  in 
question  the  petitioner  is  entitled  to  a  deduction  based  upon  the  pro 
rata  exhaustion  of  $12,500  over  the  period  of  the  life  of  the  patent. 

Judgment  will  be  entered  on  lb  days ’  notice , 
under  Rule  50. 


Laurens  Hardware  Co.,  Petitioner,  v.  Commissioner  of 
Internal  Revenue,  Respondent. 

Docket  No.  11252.  Decided  October  30,  1926. 

A  debt  ascertained  to  be  worthless  after  the  close  of  the  taxable 
year  is  not  deductible  from  the  gross  income  of  the  petitioner  for 
such  taxable  year. 

Thomas  IF.  Hardwick ,  Esq .,  for  the  petitioner. 

IF.  Frank  Gibbs ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  and  profits  tax  for  the  fiscal  year  ended  June  30,  1920,  in 
the  amount  of  $1,378.29,  only  a  portion  of  which  is  in  controversy. 
The  point  in  issue  is  the  right  of  the  petitioner  to  deduct  from  gross 
income  debts  ascertained  to  be  worthless  after  the  close  of  the  fiscal 
year  and  charged  off  the  petitioner's  books  of  account  in  1925  as 
of  June  30,  1920. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Georgia  corporation  with  its  place  of  business 
at  Dublin.  It  is  a  retail  dealer  in  farming  implements  and  other 
hardware.  In  its  income-tax  return  for  the  fiscal  year  ended  June 
30,  1920,  it  deducted  from  gross  income  $972.56  for  bad  debts 
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ascertained  to  be  worthless  and  charged  off  within  the  taxable  vear. 
In  1924  or  1925,  the  Commissioner  audited  the  petitioner’s  tax  return 
and  determined  a  deficiency  in  tax  for  the  taxable  year  under  review 
of  $1,378.29.  In  the  determination  of  such  deficiency  the  Commis¬ 
sioner  did  not  disallow  the  deduction  of  any  amount  for  bad  debts 
taken  in  the  return.  The  petitioner  then  had  an  audit  made  of  its 
books  of  account  by  an  accountant  and  determined  that  of  its 
accounts  receivable  at  June  30,  1920,  (after  the  $972.56  had  been 
charged  off),  $2,863.44  thereof  constituted  bad  debts.  The  peti¬ 
tioner  thereupon,  on  April  30,  1925,  charged  off  its  books  of  account 
as  of  June  30,  1920,  the  $2,863.44  in  question. 

The  amount  of  $2,863.44  charged  off  in  1925  was  the  sales  price 
of  merchandise  sold  during  the  fiscal  year  ended  June  30,  1920. 
Subsequent  to  June  30,  1920,  the  petitioner  brought  suit  and  obtained 
judgment  against  a  number  of  its  debtors  whose  accounts  were 
charged  off  as  worthless  in  1925.  A  number  of  individuals  whose 
debts  were  charged  off  in  1925  went  through  bankruptcy  subsequent 
to  June  30,  1920,  and  the  petitioner  never  collected  anything  from 
them. 

OPINION. 

Smith  :  The  petitioner  claims  the  right  to  deduct  from  its  gross 
income  for  the  fiscal  year  ended  June  30,  1920,  $2,863.44,  for  bad 
debts,  in  addition  to  an  amount  of  $972.56  charged  off  its  books  of 
account  and  allowed  as  a  deduction  from  gross  income  by  the  Com¬ 
missioner  as  debts  ascertained  to  be  worthless  and  charged  off  within 
the  taxable  year.  The  claim  of  the  petitioner  is  that  the  merchan¬ 
dise  was  sold  during  the  fiscal  year  ended  June  30,  1920,  and  that 
in  truth  the  loss  was  sustained  during  that  year. 

Section  234(a)  of  the  Revenue  Act  of  1918  permits  a  corporate 
taxpayer  to  deduct  from  gross  incoipe,  inter  alia: 

(4)  Losses  sustained  during  the  taxable  year  and  not  compensated  for  by 
insurance  or  otherwise; 

(5)  Debts  ascertained  to  be  worthless  and  charged  off  within  the  taxable 
year. 

We  think  that  the  petitioner  is  entitled  to  claim  a  deduction  for 
bad  debts  under  subdivision  (5)  only  of  the  statute  above  quoted. 
Deductions  from  gross  income  may  be  made  only  in  accordance  with 
the  provisions  of  the  statute.  Claims  for  deductions  as  losses  sus¬ 
tained  may  not  be  made  in  respect  of  bad  debts.  Electric  Reduction 
Co.  v.  Lewellyn ,  8  Fed.  (2d)  91;  11  Fed.  (2d)  493. 

It  may  further  be  noted  that  the  petitioner  sold  merchandise 
during  the  fiscal  year  ended  June  30,  1920,  on  credit.  In  exchange 
for  merchandise  it  had  an  account  receivable  against  the  debtor. 
Until  that  account  receivable  has  been  ascertained  to  be  worthless. 
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the  petitioner  has  sustained  no  loss.  The  evidence  in  the  instant 
case  shows  that  the  accounts  receivable  in  the  amount  of  $2,863.44  in 
question  were  not  ascertained  to  be  worthless  during  the  fiscal  year 
ended  June  30,  1920.  There  was  therefore  no  loss  sustained  during 
that  year  in  respect  of  the  sales  of  merchandise,  nor  was  there  any 
bad  debt  ascertained  to  be  worthless  or  charged  off  within  the  tax¬ 
able  year.  The  amount  was  not  a  legal  deduction  from  gross  income 
in  the  tax  return  for  the  year  ended  June  30,  1920. 

Judgment  will  be  entered  for  the  Commissioner. 

SternhAgen  concurs  in  the  result  only. 


Appeal  of  Box  Board  &  Lining  Co. 

Docket  No.  5438.  Decided  October  30,  1926. 

1.  The  evidence  is  insufficient  to  show  that  taxpayer  acquired 
good  will  of  any  determinable  cash  value,  when  it  purchased  the 
assets  and  business  of  another  corporation  in  1903. 

2.  Upon  organization  in  1903  taxpayer  entered  upon  its  books 
good  will  in  the  amount  of  $115,753.56,  which  amount  it  thereafter 
reduced  from  time  to  time  in  subsequent  years,  including  the 
fiscal  year  ending  April  30,  1919,  by  charges  against  surplus  in  the 
total  amount  of  $48,091.59.  Held,  that  the  amount  of  $48,091.59 
should  be  restored  to  surplus  and  included  in  invested  capital 
for  the  fiscal  year  ending  April  30,  1920. 

Herbert  B.  Hawkins ,  C.  P.  A.,  for  the  petitioner. 

Arthur  H.  Murray ,  Esq.,  for  the  Commissioner. 

The  Commissioner  determined  a  deficiency  of  $3,876.88  for  the 
fiscal  year  ending  April  30,  1920.  The  taxpayer  computed  its  in¬ 
vested  capital  for  the  taxable  year  by  including  therein  alleged  good 
will  claimed  to  have  been  acquired  in  1903  for  stock  at  $67,622.27. 
It  assigns  the  exclusion  of  this  item  from  invested  capital  by  the 
Commissioner  as  error. 

FINDINGS  OF  FACT. 

The  taxpayer  is  a  New  York  corporation  organized  April  9,  1903, 
to  take  over  the  assets,  other  than  cash  on  hand  and  open  accounts, 
of  G.  S.  Cook  &  Co.,  a  New  Jersey  corporation.  In  May,  1903,  it 
purchased  the  assets  of  the  business  of  D.  J.  O’Connell  &  Co.,  a 
Maine  corporation. 

G.  S.  Cook  &  Co.  was  organized  about  1897,  and  until  1903  had 
been  engaged  in  the  box  and  straw-board  business.  The  profits  of 
the  company  from  its  first  year’s  operations  amounted  to  $6,000. 
There  was  a  gradual  increase  thereafter  until  1903,  in  which  year 
the  profits  were  $20,000. 

In  the  early  part  of  1903,  Joseph  J.  Kline,  who  owned  all  of  the 
stock  of  Cook  &  Company,  desired  to  retire.  He  approached  Daniel 
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J.  O'Connell,  who  was  engaged  in  the  same  business,  with  the  view 
of  selling  him  the  assets  of  Cook  &  Company.  O’Connell  was  inter¬ 
ested  and  proposed  that  Kline  give  him  an  option  to  purchase  the 
assets  and  business  of  Cook  &  Company  at  the  inventory  value  of 
the  tangible  assets  at  that  time.  This  was  done.  O’Connell  paid 
$5,000  in  cash  for  this  option.  The  cash  and  accounts  receivable 
retained  by  the  corporation  amounted  to  approximately  $40,000. 

On  May  2,  1903,  O’Connell  submitted  to  the  taxpayer  the  following 
propositions : 

I  learn  that  your  Company  has  been  established  with  an  authorized  capital 
stock  of  One  Hundred  and  fifty  thousand  Dollars  ($150,000)  divided  into 
Five  hundred  (500)  shares  of  preferred  capital  stock  of  the  par  value  of  One 
hundred  Dollars  ($100)  each,  and  One  thousand  (1,000)  shares  of  common 
stock  of  the  par  value  of  One  hundred  Dollars  ($100)  each,  *  *  *;  that 
your  Company  wishes  to  acquire  properties  sufficient  for  the  prosecution  of 
its  lawful  corporate  purposes,  and  in  connection  therewith  I  submit  the  follow¬ 
ing  proposition : 

I  have  made  arrangements  whereby  I  am  entitled  to  acquire  and  to  trans¬ 
fer  or  cause  to  be  transferred  the  merchandise,  machinery,  good  will  and 
entire  properties  of  the  G.  S.  Cook  Company,  a  corporation  organized  under 
the  laws  of  the  State  of  New  York,  having  its  principal  place  of  business  in 
the  Borough  of  Manhattan,  City  of  New  York,  at  152  Wooster  Street. 

I  offer  to  transfer  or  cause  to  be  transferred  said  merchandise,  machinery, 
good  will  and  properties  of  the  G.  S.  Cook  Company,  to  the  Box  Board  & 
Lining  Company,  upon  payment  by  your  Company  to  the  G.  S.  Cook  Com¬ 
pany  of  the  sum  of  Seven  thousand  Dollars  ($7,000)  in  cash,  and  an  addi¬ 
tional  sum  in  cash,  equal  to  the  inventory  value  of  the  merchandise  of  the 
G.  S.  Cook  Company,  such  merchandise  to  be  valued  and  inventoried  at  the 
market  price  to  authorized  dealers  of  such  stock. 

I  also  offer  to  pay  or  cause  to  be  paid  to  your  Company  the  sum  of  Sixteen 
thousand  Dollars  ($10,000)  in  cash,  such  amount  to  be  credited  on  the  amount 
of  cash  payable  to  the  G.  S.  Cook  Company  as  above  stated,  in  the  event  that 
said  properties  and  business  of  said  Cook  Company  are  transferred  or  are 
caused  to  be  transferred  by  me. 

I  also  offer  to  work  for  your  Company  for  a  period  of  one  year,  at  a  salary 
of  Four  thousand  Dollars  ($4,000)  per  annum  and  expenses  and  during  the 
said  period  to  use  my  best  endeavors  to  put  your  Company  upon  a  sound 
basis  and  in  good  working  condition. 

The  consideration  of  the  transfer  of  the  properties  and  business  aforesaid, 
of  the  payment  of  said  Sixteen  thousand  Dollars  ($10,000)  in  cash  and  of 
my  agreement  to  enter  your  employ  for  the  period  of  one  year,  upon  the  terms 
stated,  is  to  be  the  issue  to  me  of  the  full  paid  non-assessable  stock  of  your 
Company  as  follows : 

All  of  the  preferred  stock,  to-wit,  Five  hundred  (500)  shares,  and  all  of 
the  common  stock  (less  such  shares  as  have  heretofore  been  subscribed  for 
by  the  Incorporators  and  Subscribers)  to-wit,  Nine  hundred  and  ninety-five 
(995)  shares,  all  of  such  shares  of  stock  being  of  the  par  value  of  One  hun¬ 
dred  Dollars  ($100)  each,  aggregating  a  total  amount  of  One  Hundred  and 
forty-nine  thousand  five  hundred  Dollars  ($149,500),  all  of  said  stock  to  be 
issued  and  delivered  to  me  simultaneously  with  the  perfection  of  arrange¬ 
ments  for  the  transfer  to  your  Company  of  the  properties  and  business  and 
the  payment  of  the  cash  aforesaid. 
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This  proposition  was  accepted  by  the  taxpayer  and  it  exercised 
the  option  to  purchase  the  assets  of  Cook  &  Company  and  paid  that 
company  the  inventory  value  of  such  assets,  totaling  $27,425.75, 
which  included  the  $5,000  paid  by  O'Connell  for  the  option.  Joseph 
J.  Kline  subsequently  caused  Cook  &  Company  to  be  dissolved  and, 
having  no  further  use  for  the  books  and  records  of  the  corporation, 
destroyed  them  in  1908  or  1909.  The  taxpayer’s  total  authorized 
capital  stock  was  $150,000  par  value,  consisting  of  $50,000  preferred 
and  $100,000  common,  and  has  since  remained  in  that  amount.  All 
of  this  stock,  with  the  exception  of  five  qualifying  shares  of  common 
stock,  was  issued  to  Daniel  J.  O'Connell  for  his  option  to  purchase 
the  assets  of  Cook  &  Company,  for  $16,000  in  cash  paid  in  by  him, 
and  for  his  agreement  to  manage  the  affairs  of  the  taxpayer  for 
one  year  at  a  salary  of  $4,000.  Prior  to  1903,  O'Connell  had'  been 
in  the  box  and  straw-board  business  for  about  twenty-seven  years 
in  various  capacities  with  other  concerns.  At  the  time  of  taxpayer’s 
organization  and  his  election  as  its  president,  he  was  treasurer  of 
D.  J.  O’Connell  &  Co.,  a  Maine  corporation,  which  had  been  engaged 
in  the  straw-board  business  for  about  two  years. 

About  May,  1903,  O’Connell  turned  back  to  the  taxpayer  certain 
of  the  preferred  and  common  stock  theretofore  issued  to  him,  and 
during  the  same  year  the  corporation  sold  355  shares  of  preferred 
stock  at  par,  one  share  of  common  stock  being  given  as  a  bonus 
with  each  of  the  240  of  the  preferred  shares  sold. 

At  a  meeting  of  the  directors  of  the  taxpayer  on  May  27,  1903, 
the  following  proceedings  were  had : 

The  president  then  referred  to  a  proposition  for  the  purchase  of  the 
properties  and  business  of  the  I).  J.  O’Connell  Company,  a  corporation  of 
the  State  of  Maine,  engaged  in  a  similar  business  to  that  of  the  Box  Board 
&  Lining  Company,  in  the  City  of  New  York.  He  stated  that  he  thought  he 
could  purchase  the  properties  of  the  Company  or  acquire  the  same  through 
the  purchase  of  the  stock  of  the  Company,  for  the  sum  of  $15,000 — $6,000 
in  cash,  $6,000  in  time  notes  of  this  Company  and  $3,000  in  preferred  stock, 
the  outstanding  liabilities  of  the  D.  J.  O’Connell  Company  to  be  assumed 
by  the  Box  Board  &  Lining  Company  in  the  event  of  the  purchase  of  its 
properties  rather  than  the  acquisition  of  its  stock.  lie  stated  that  he  had 
surrendered  to  the  Company  150  shares  of  its  preferred  stock,  which  had  been 
duly  issued  to  him  and  which  was  now  available  as  treasury  stock  for  the 
purpose  aforesaid.  He  stated  that  he  thought  it  was  essential  to  the  interests 
of  the  Company  that  the  purchase  should  be  made,  but  as  to  the  means  to 
be  adopted  he  was  not  yet  able  to  decide.  Discussion  thereupon  ensued  at 
length,  and  after  due  deliberation,  on  MOTION  duly  seconded  and  unani¬ 
mously  carried,  the  following  resolutions  were  duly  adopted : 

Resolved  that  this  Company  purchase  or  otherwise  acquire  the  properties, 
business  and  good  will  of  the  I).  J.  O’Connell  Company,  a  corporation  of  the 
State  of  Maine,  having  a  capital  stock  of  $10,300  par  value  outstanding,  for 
the  consideration  as  follows :  $6,000  in  cash,  $6,000  in  time  notes  of  this 
Company,  and  $3,000  in  preferred  stock ;  further 
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Resolved  that  the  President  and  Secretary  of  this  Company  be  and  they 
hereby  are  authorized,  empowered  and  directed  to  enter  into  negotiations 
with  the  D.  J.  O’Connell  Company  and  with  the  stockholders  thereof,  to  pur¬ 
chase  the  properties  and  good  will  of  said  Company  or  acquire  the  same 
by  the  purchase  of  the  stock  of  said  Company,  the  manner  and  method  of 
acquisition,  whether  by  purchase  of  properties  or  by  the  purchase  of  stock, 
the  terms  and  conditions  thereof  and  the  entire  management  of  and  procedure 
in  such  purchase  or  acquisition  to  be  absolutely  in  the  discretion  of  such 
President  and  Secretary ;  the  consideration  for  such  purchase  not  to  exceed 
the  sum  of  $15,000  payable  as  and  in  the  manner  aforesaid ;  and  in  event 
of  the  purchase  of  the  properties  of  such  Company  as  distinguished  from  the 
purchase  of  the  stock  thereof,  the  additional  consideration  on  the  part 
of  this  Company  to  assume  all  outstanding  liabilities  of  said  D.  J.  O’Connell 
Company;  further 

Resolved  that  such  President  and  Secretary  be  and  they  hereby  are  author¬ 
ized,  empowered  and  directed  to  do  any  and  all  things,  and  to  make,  execute 
and  deliver  any  and  all  instruments  by  them  deemed  necessary  or  proper  for 
the  purchase  of  said  properties  or  the  purchase  of  said  stock,  including  the 
power  in  event  of  the  purchase  of  properties,  to  assume  the  outstanding  lia¬ 
bilities  of  said  D.  J.  O'Connell  Company  and  to  effectuate  the  intentions  of 
these  resolutions. 

On  the  same  date  the  stockholders  authorized  the  purchase  of  "the 
stock  or  the  assets  of  the  O’Connell  Company  at  a  price  not  to  ex¬ 
ceed  $15,000.  A  few  days  subsequent  the  assets  of  the  O’Connell 
Company  were  purchased  for  $15,000. 

Upon  the  acquisition  of  the  aforementioned  properties,  taxpayer 
entered  upon  its  books  good  will  at  $115,753.56. 

The  taxpayer’s  operations  have  been  profitable  from  the  start,  its 
earnings  from  the  date  of  incorporation  to  September  7,  1903, 
amounting  to  $12,502.12.  Since  its  organization  it  has,  with  the  ex¬ 
ception  of  a  few  3^ears,  paid  annual  dividends  upon  its  preferred 
and  common  stock. 

After  the  payment  of  dividends  the  remaining  surplus  or  a  portion 
thereof  was  credited  to  the  good  will  originally  entered  upon  the 
books  in  the  amount  of  $115,753.56,  with  the  result  that  from  April, 
1903,  to  the  close  of  the  fiscal  year  ending  April  30,  1919,  $48,091.59 
had  been  so  credited  and  the  good  will  account  thereby  reduced  to 
$67,662.27. 

OPINION. 

Littleton  :  The  taxpayer  claims  that  when  it  acquired  the  assets 
and  business  of  G.  S.  Cook  &  Co.  through  the  exercise  of  an  option 
to  purchase  theretofore  given  to  D.  J.  O’Connell,  and  by  reason  of 
the  contract  with  O’Connell  to  work  for  the  company  for  one  year 
at  a  salary  of  $4,000,  it  acquired  for  stock  good  will  of  an  actual 
cash  value  of  $67,622.27.  The  evidence  submitted  does  not  convince 
the  Board  that  taxpayer  acquired  good  will  of  any  determinable 
cash  value.  It  has  been  shown  however  that  upon  organization  the 
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taxpayer  entered  upon  its  books  good  will  in  the  amount  of  $115,- 
753.5£,  and  that  in  the  years  following,  including  the  fiscal  year 
ending  April  30,  1919,  this  amount  was  reduced  from  time  to  time  by 
charges  against  surplus  in  the  total  amount  of  $48,091.59 ;  $21,225.43 
being  so  charged  in  the  fiscal  year  ending  April  30,  1918. 

In  view  of  the  fact  that  the  Commissioner  has  held  that  taxpayer 
acquired  no  good  will  having  an  actual  cash  value  and  has  refused 
to  include  any  amount  in  invested  capital  of  this  account,  and  we 
have  approved  this  action  on  his  part,  it  is  apparent  that  surplus  in 
the  amount  of  $48,091.59  credited  to  alleged  good  will  arbitrarily 
entered  upon  the  books  at  $115,753.56  should  be  restored  to  the  sur¬ 
plus  account  and  included  in  invested  capital  for  the  taxable  year. 
The  Commissioner  included  in  the  invested  capital  for  the  taxable 
year  surplus  of  $51,000.  If  this  figure  included  the  above  sum  of 
$48,091.59  credited  to  good  will,  the  Commissioner’s  determination 
was  correct ;  otherwise  it  was  erroneous. 

Judgment  will  be  entered  on  15  days'*  notice, 
under  Rule  50. 


Appeal  of  Pennant  Cafeteria  Co. 

Docket  No.  6469.  Decided  October  30,  1926. 

William  T.  S.  Curtis ,  Esq.,  and  Walter  E.  Barton,  Esq.,  for  the 
petitioner. 

Henry  Ravenel,  Esq.,  for  the  Commissioner. 

Sternhagen:  The  petitioner  contests  the  determination  of  an 
aggregate  deficiency  of  $2,558.28  for  the  years  1921,  1922,  and  1923. 
It  alleges  in  its  petition  and  proves  that  its  books  for  the  years  prior 
to  1922  were  all  destroyed  in  a  fire  which  occurred  in  August  1922. 
A  revenue  agent  made  an  investigation  of  the  petitioner’s  returns 
and  upon  his  recommendation  the  Commissioner  made  certain  ad¬ 
justments  upon  which  the  deficiency  is  founded.  The  petitioner  took 
the  depositions  orally  of  two  witnesses,  one  its  secretary,  treasurer 
and  manager  in  whose  charge  the  books  of  account  were  kept,  and 
the  other  a  person  who  prepared  the  returns  for  the  years  in  ques¬ 
tion.  From  these  depositions  the  petitioner  asks  the  Board  to  find 
that  the  returns  were  correctly  made  and  in  accordance  with  the 
books.  Upon  such  a  finding  the  petitioner  contends  that  it  is  en¬ 
titled  to  judgment  setting  aside  the  deficiency. 

The  record  contains  no  evidence  upon  which  we  can  hold  that  the 
Commissioner’s  determination  is  in  error.  Any  presumption  that 
the  petitioner’s  returns  were  correct  disappears  when  the  Commis¬ 
sioner  after  an  examination  officially  and  in  the  manner  prescribed 
by  statute  determines  that  they  were  incorrect  and  so  notifies  the 
taxpayer.  Otherwise  the  proceeding  before  the  Board  in  which  the 
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taxpayer  undertakes  to  prove  the  Commissioner’s  error  and  Rule  20 
of  the  Board’s  Rules  of  Practice  would  amount  to  nothing.  The  very 
root  of  every  case  before  the  Board  is  the  taxpayer’s  statutory 
return  under  oath.  Manifestly  he  does  not  prove  his  case  by  proving 
his  statutory  return. 

But  it  is  said  that  the  petitioner  here  made  its  return  in  due 
course  from  its  books  which,  it  is  said,  reflected  its  income,  and  that 
when  these  books  were  destroyed  it  was  deprived  of  its  evidence 
and  left  helpless.  This  is  not  necessarily  true.  However,  in  the 
present  case  we  are  not  convinced  of  the  hardship  upon  the  peti¬ 
tioner.  The  depositions  of  the  two  witnesses  leave  it  far  from  clear 
as  to  whether  the  books  were  in  fact  a  true  reflection  of  income,  and 
the  categorical  statement  that  they  were  is  not  convincing.  The 
petitioner  argues  that  the  revenue  agent’s  adjustments  were  arbitrary 
and  should  therefore  not  be  sanctioned  by  the  Board.  It  calls  the 
Commissioner  to  task  for  not  calling  the  examining  revenue  agent 
to  the  -stand  to  explain  his  adjustments.  The  revenue  agent  was 
present  at  the  taking  of  the  depositions  and  so  far  as  we  are  aware 
he  was  entirely  available  to  the  petitioner  to  be  called  as  a  witness. 
If  through  him  the  petitioner  could  have  proven  that  the  adjust¬ 
ments  were  arbitrary  or  otherwise  not  in  accordance  with  the  facts, 
it  might  have  established  the  preponderance  in  its  favor.  But  until 
it  did  so  in  one  way  or  another  there  was  no  occasion  for  the  respond¬ 
ent  to  prove  the  correctness  of  his  action. 

Judgment  will  be  entered  for  the  Commissioner. 


Everett  L.  Millard,  Donald  S.  Boynton,  and  Continental  and 
Commercial  Trust  and  Savings  Bank  of  Chicago,  as  Co-trus¬ 
tees  UNDER  THE  LAST  WlLL  AND  TESTAMENT  OF  CHARLES  T. 
Boynton,  Deceased,  Petitioners,  v.  Commissioner  of  Internal 
Revenue,  Respondent. 

Docket  No.  840.  Decided  October  30,  1926. 

Everett  L.  Millard ,  Esq.,  for  the  petitioners. 

L.  C.  Mitchell ,  Esq.,  for  the  respondent. 

Sternhagen  :  The  petitioners  contest  the  determination  of  a 
deficiencv  in  income  tax  for  the  calendar  vear  1920  in  the  amount 

c/  */ 

of  $9,110.76.  The  deficiency  results  from  the  disallowance  of  part 
of  an  alleged  loss  on  the  sale  of  stock.  The  Commissioner  allowed 
a  loss  of  $4,160.  The  petitioners  claim  an  additional  loss  on  the 
same  transaction  in  the  amount  of  $14,768.  The  Commissioner 
found  the  value  of  the  stock  to  be  $100  per  share  at  the  date  of 
acquisition,  while  the  petitioners  claim  the  fair  market  value  at 
that  time  was  $171  per  share. 
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FINDINGS  OF  FACT. 

I 

The  decedent,  W.  L.  Brown,  and  Charles  P.  Wheeler  were  the 
principal  stockholders  of  Pickands,  Brown  &  Co.  The  company 
had  15,000  shares  of  capital  stock  outstanding  during  1916  and  for 
the  years  prior  thereto.  Brown  owTned  4,818  shares,  Wheeler  4,232, 
Boynton  3,775,  and  the  remaining  2,175  shares  were  owned  by  em¬ 
ployees  of  the  company.  The  three  principal  stockholders,  under 
an  agreement  with  the  corporation,  made  advances  to  the  corpora¬ 
tion  in  proportion  to  their  stock  ownership.  On  January  4,  1909, 
they  advanced  $220,000;  on  January  25,  1909,  $57,000;  on  January 
25,  1910,  $50,000;  on  January  23,  1911,  $200,000;  making  a  total 
of  $527,000.  No  advances  wTere  made  by  any  of  the  other  stock¬ 
holders  of  the  company.  By  the  terms  of  the  agreement  the  cor¬ 
poration  was  to  pay  interest  at  5  per  cent  per  annum,  payable 
quarterly.  As  these  advances  ceased  to  be  needed  for  working 
capital  the  money  was  invested  in  securities.  On  December  19,  1916, 
by  resolution  of  the  board  of  directors,  these  securities  were  author¬ 
ized  to  be  distributed  among  all  the  stockholders.  Boynton  received 
in  this  distribution,  among  other  securities,  208  shares  of  By-Prod¬ 
ucts  Coke  Corporation  stock.  The  company  distributed  this  stock 
on  the  basis  of  the  book  value  or  cost,  which  was  $100  per  share. 
The  fair  market  value  of  this  stock  on  December  19,  1916,  was  $171 
per  share.  On  December  30,  1920,  Boynton  sold  396  shares  of 
By-Products  Coke  Corporation  at  $80  per  share,  sustaining  a  loss 
in  the  aggregate  of  $18,928,  of  which  the  Commissioner  has  allowed 
$4,160. 

Judgment  will  be  entered  on  15  days’’  notice , 
under  Rule  50. 


Lobsitz  Hardware  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  3620.  Decided  October  30,  1926. 

The  amount  of  earnings  credited  to  stockholders’  accounts 
held  to  have  been  properly  excluded  from  invested  capital. 

Herman  Muhlherr ,  C.  P.  A .,  for  the  petitioner. 

Bruce  A.  Low ,  Esq .,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  for 
the  year  1921  in  the  amount  of  $23.62. 

FINDINGS  OF  FACT. 

The  taxpayer,  a  small  Oklahoma  corporation  the  stock  of  which 
:s  closely  held,  is  engaged  in  the  mercantile  business  at  Perry,  Okla. 
No  meetings  of  the  stockholders  or  directors  have  been  held  at  any 
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time.  At  the  close  of  each  year  it  has  been  the  custom  of  the  cor¬ 
poration  to  credit  its  earnings  for  the  year  to  the  stockholders’ 
accounts  according  to  the  stock  held.  In  determining  the  deficiency 
here  involved,  the  Commissioner  has  excluded  from  invested  capital 
$5,285.48,  representing  earnings  for  1920  which  were  credited  to  the 
stockholders’  accounts  as  of  December  31,  1920. 

OPINION. 

Green  :  On  the  evidence  we  are  of  the  opinion  that  the  Commis¬ 
sioner  must  be  sustained.  The  pertinent  parts  of  section  326  of  the 
Revenue  Act  of  1921,  which  defines  the  term  “  invested  capital,”  read 
as  follows: 

(a)  That  as  used  in  this  title  the  term  “invested  capital”  for  any  year 
means  (except  as  provided  in  subdivision  (b)  and  (c)  of  this  section)  : 

(1)  Actual  cash  bona  fide  paid  in  for  stock  or  shares; 

(2)  Actual  cash  value  of  tangible  property,  other  than  cash,  bona  fide  paid 

in  for  stock  or  shares,  at  the  time  of  such  payment,  but  in  no  case  to  exceed 
the  par  value  of  the  original  stock  or  shares  specifically  issued  therefor,  unless 
the  actual  cash  value  of  such  tangible  property  at  the  time  paid  in  is  shown 
to  the  satisfaction  of  the  Commissioner  to  have  been  clearly  and  substantially 
in  excess  of  such  par  value,  in  which  case  such  excess  shall  be  treated  as 
paid-in  surplus ;  *  *  * 

(3)  Paid-in  or  earned  surplus  and  undivided  profits;  not  including  surplus 
and  undivided  profits  earned  during  the  year.” 

From  this  definition,  the  amount  in  question,  if  it  is  to  be  included 
in  invested  capital,  must  be  included  as  earned  surplus  and  undivided 
profits.  The  question  then  is  whether  the  crediting  of  the  amounts 
to  the  stockholders’  accounts  in  proportion  to  the  stockholdings 
represents  a  distribution.  That  no  distribution  was  made  as  a  result 
of  a  formal  act  of  the  directors  or  stockholders  is  disclosed  by  the 
facts,  but  that  does  not  necessarily  mean  that  the  earnings  were  not 
effectively  distributed.  Smith  v.  Moore ,  199  Fed.  689;  Hartley  v. 
Pioneer  Ironworks ,  73  N.  E.  576;  181  N.  Y.  73;  Central  of  Georgia 
Ry.  Co.  v.  Central  Trust  Co .,  135  Ga.  472;  69  S.  E.  708;  and  Red¬ 
head  v.  Iowa  National  Bank ,  127  Iowa,  572;  103  N.  W.  796. 

We  have  had  the  same  question  before  us  in  the  Appeal  of  Kelly - 
Buckley  Co .,  1  E.  T.  A.  1154,  and  Appeal  of  Electrical  Supply  Co ., 
1  B.  T.  A.  658.  In  those  appeals  formal  dividends  were  not  declared 
but  earnings  were  credited  to  stockholders  in  the  same  manner  as  in 
the  instant  case.  In  those  cases  the  facts  also  show  that  the  accounts 
were  subject  to  withdrawal  by  the  stockholders  and  that  withdrawals 
were  actually  made.  See  also  Appeal  of  H.  H.  Ilornfeck  <&  Son , 
Inc.,  3  B.  T.  A.  1165.  We  held  that  the  Commissioner  properly  ex¬ 
cluded  the  amounts  so  credited  from  invested  capital  on  the  ground 
that  the  crediting  of  the  profits  amounted  to  a  division  and  distri¬ 
bution  and  that  such  amounts  as  were  still  used  in  the  business 
represented  borrowed  capital. 
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In  the  instant  case,  the  record  fails  to  show  the  attitude  of  the 
stockholders  toward  these  accounts  and  whether  or  not  they  were 
subject  to  withdrawal  at  the  will  of  the  stockholders,  or  whether 
they  were  in  fact  drawn  on  by  them. 

The  taxpayer  has  advanced  in  support  of  its  case  the  decisions  in 
English  <&  MersicJc  Co.  v.  Eaton ,  299  Fed.  646,  affirmed  by  the  Circuit 
Court  of  Appeals,  7  Fed.  (2d)  54,  and  Davidson  dc  Case  Lumber  Co. 
v.  M  otter,  14  Fed.  (2d)  137.  In  the  case  first  cited  the  court  found 
that  the  crediting  of  profits  did  not  constitute  a  distribution,  that 
it  was  not  so  considered  by  the  stockholders,  and  that  the  surplus 
remaining  in  the  business  had  at  all  times  been  invested  in  machinery 
and  equipment  and  no  fund  had  been  placed  at  the  disposal  of  the 
stockholders.  In  the  Davidson  case  it  also  appears  that  the  court 
had  sufficient  facts  before  it  to  convince  it  that  the  amount  in  ques¬ 
tion  had  never  been  placed  at  the  disposal  of  the  stockholders  but 
at  all  times  belonged  to  the  corporation  and  was  so  considered.  In 
that  respect  the  court  was  in  an  entirely  different  position  from  that 
in  which  we  find  ourselves.  In  this  case  the  taxpayer  has  failed  to 
submit  evidence  to  show  that  the  amounts  so  credited  were  not  sub¬ 
ject  to  withdrawal  at  will,  or  that  amounts  were  not  customarily 
so  drawn.  The  Commissioner  has  found  that  a  distribution  was 
made,  and,  since  the  burden  is  on  the  taxpayer  to  show  error  on  the 
part  of  the  Commissioner  (which  has  not  been  done  in  this  case), 
we  must  approve  his  findings. 

Judgment  will  be  entered  for  the  C  ommissioner . 

Smith  dissents. 


Philip  R.  Brand,  Hedwig  B.  Gottfried,  and  Alfred  Brand, 
Petitioners,  v.  Commissioner  of  Internal  Revenue,  Re¬ 
spondent. 

Docket  Nos.  8432,  8553,  8572.  Decided  October  30,  1926. 

Valuation  of  property  acquired  by  devise. — Evidence  respect¬ 
ing-  the  value  of  properties  acquired  by  the  petitioners  by  bequest 
as  of  March  24,  1916,  held  to  be  too  indefinite  and  uncertain  to 
warrant  us  in  overthrowing  the  values  determined  by  the 
Commissioner. 

R.  A.  Gallagher,  Esq.,  for  the  petitioners. 

J.  W.  Fisher,  Esq.,  for  the  respondent. 

Each  of  the  three  above-named  petitioners  complained  of  deficiency 
letters  dated  September  4,  1925,  asserting  deficiencies  in  income  taxes 
against  each  of  the  respective  petitioners,  as  follows : 

1920.  1921. 

Philip  R.  Brand _ $279.  90  $654.  41 

Hedwig  B.  Gottfried _  87.  01  299. 64 

Alfred  Brand _  529.  92  1,  296.  28 
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The  issue  presented  for  our  consideration  is,  What  was  the  true 
value  of  certain  properties  acquired  by  the  petitioners  by  bequest 
from  their  father  on  March  24,  1916,  which  must  be  used  as  a  basis 
for  ascertaining  the  question  of  gain  or  loss  on  the  sale  of  such 
properties  in  the  }^ears  1919  and  1920? 

By  agreement  of  all  parties  the  three  actions  were  consolidated 
for  hearing  and  decision. 

FINDINGS  OF  FACT. 

The  three  petitioners  are  individuals  residing  at  Chicago,  Ill. 

Each  taxpayer  acquired  a  one-third  interest  in  certain  property 
by  bequest  and  devise  from  their  father,  Rudolph  Brand,  who  died 
on  March  24,  1916.  To  facilitate  and  equalize  the  distribution  of  this 
property  to  the  heirs,  a  partnership,  known  as  the  Brand  Heirs 
Trust,  was  formed  on  July  6,  1917,  consisting  of  the  three  petitioners 
named  herein.  The  sales  of  the  assets  of  the  partnership  were  to  be 
effected  at  prices  agreeable  to  the  members  thereof  and  distribution 
of  the  amount  realized  made  in  cash.  Each  partner  was  to  share 
equally  with  the  others  in  the  profits  and  losses.  Approximately  60 
per  cent  of  the  assets  of  the  partnership  consisted  of  real  estate, 
improved  and  unimproved,  and  the  balance  consisted  of  personal 
property. 

During  the  years  1920  and  1921  sales  of  real  estate  were  made  as 
follows : 


Petitioners’ 
valuation 
as  of  Mar. 
24,  1916. 

Special  as¬ 
sessments 
paid  be¬ 
tween  Mar. 
24,  1916, 
and  date 
of  sale. 

Commis¬ 
sions  and 
other 
selling 
expenses. 

Selling 

price. 

Commis¬ 
sioners' 
valuation 
as  of  Mar. 
24,  1916. 

Properties  sold  during  the  year  1920. 

Group  A — 4  lots  in  Rose  Park  subdivision,. 

Group  B — 3  lots  in  Blue  Island. . . 

Group  C — Palos  farm.  132.8  acres . . 

Properties  sold  in  1921. 

Group  D— 1  lot  Hale  subdivision . . 

Group  E— 1  lot  in  Blue  Island. _ _  ... 

Group  F — 4  lots  in  Blue  Island _  . 

Group  G— Murphy  farm  155} 4  acres.  _ 

$3. 125.  00 
750.00 
84,  770.  00 

$538.  20 
57.  72 

$94.  40 
143.  70 
4,  540.  50 

$3, 000.  00 
750.  00 
72. 490. 00 

$3, 060.  00 
495.00 
60, 000.00 

88,  645.  00 

595.  92 

4. 778.  50 

76,  240.  00 

63.  555.  00 

500.  00 
600.  00 
1,  000.  00 
41,  771.  25 

68.  92 
11.67 
178.  97 

4.  50 
149.  50 
110.  25 
759.  44 

650.  00 
700.  00 

1,  225.  00 
40,  000.  00 

600.00 
200.00 
620.00 
24,  000. 00 

43,  871.  25 

259.  56 

1,  023.  69 

42,  575.  00 

25,  420.  00 

In  the  foregoing  tabulation,  the  figures  of  special  assessments, 
selling  expenses  and  selling  price  were  established  either  by  evi¬ 
dence  or  by  agreement  of  the  parties  to  these  proceedings.  The 
Commissioner’s  valuations  as  of  March  24,  1916,  as  to  all  the  proper¬ 
ties  except  the  Palos  Farm,  Group  C,  are  the  values  stated  in  an 
appraisal  made  for  the  purposes  of  the  Illinois  state  inheritance 
tax.  The  Commissioner’s  valuation  as  of  March  24,  1916,  for  the 
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Palos  Farm  was  $60,000,  which  amount  is  in  excess  of  the  valuation 
for  state  inheritance  tax  purposes.  The  valuations  as  of  March  24, 
1916,  claimed  by  the  petitioners  are  the  result  of  an  appraisal  made 
in  the  year  1922  as  of  March  24,  1916,  by  an  experienced  real  estate 
agent  and  dealer  of  Chicago. 


OPINION. 

Trussell:  At  the  trial  of  these  actions  the  petitioners  produced 
as  a  witness  the  same  real  estate  dealer  who  made  the  appraisals 
upon  which  the  petitioners  rely  and  which  they  claim  to  be  the 
true  values  as  of  March  24,  1916.  This  witness’  testimony  respecting 
the  properties  described  in  groups  A,  B,  D,  E  and  F  does  not 
convince  us  of  the  value  claimed,  and  wTe  must,  therefore,  conclude 
that  the  Commissioner’s  valuations  are  representative  of  the  true 
values  on  the  date  when  the  properties  ivere  acquired  by  the 
petitioners. 

As  to  the  properties  included  in  groups  C  and  G,  the  witness’ 
testimony  shows  that  these  properties  are  farms  in  the  environs  of 
the  City  of  Chicago,  and  the  witness  testified  that  during  the  years 
1915,  1916  and  1917,  various  farms  somewhere  in  the  near  neighbor¬ 
hood  had  been  acquired  for  the  Chicago  Forest  Preserve  and  that 
such  farms  had  been  purchased  at  various  prices  ranging  from 
$250  to  $500  per  acre.  None  of  the  farms  so  purchased  for  the  forest 
preserve  were  identified,  either  as  to  location,  character  of  land, 
or  improvements,  nor  did  the  witness  state  how  far  any  of  such 
forest  preserve  property  was  from  the  properties  here  under  con¬ 
sideration.  The  witness’  valuation  of  the  Palos  Farm  was,  land 
$59,760,  improvements  $25,010,  which  is  the  equivalent  to  about 
$452  per  acre,  exclusive  of  the  improvements,  and  his  description 
of  the  farm  indicated  that  he  regarded  it  in  the  light  of  a  gentle¬ 
man's  farm  and  that  much  of  the  cost  of  improvements  was  in 
landscaping  and  shrubberies,  which  might  be  of  special  value 
to  the  owner  causing  them  to  be  made,  but  of  little  value  to  a 
buyer,  and  would  add  little  to  the  general  market  value  of  the 
property. 

This  witness’  valuation  of  Group  G,  the  Murphy  Farm,  was,  land 
$34,931.25,  improvements  $6,840.  This  value  placed  upon  the  land 
is  the  equivalent  of  approximately  $225  per  acre,  exclusive  of  the 
improvements,  and  he  described  the  farm  as  being  poor  farm  land, 
very  little  tillable,  and  the  buildings  as  being  hardly  worth  talking 
about. 

There  wTere  also  introduced  in  evidence  certificates  of  appraisal 
made  by  the  valuation  committee  of  the  Chicago  Real  Estate  Board 
in  1924,  as  of  March  24,  1916,  of  which  valuation  committee  the 
witness  hereinabove  described  was  a  member.  The  aggregate  of 
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values  shown  by  these  certificates  is  slightly  in  excess  of  the  values 
claimed  by  the  petitioners. 

In  view  of  all  the  testimony  which  we  have  here  briefly  sum¬ 
marized,  we  have  arrived  at  the  conclusion  that  it  is  not  of  such  a 
character  as  wTill  warrant  us  in  overthrowing  the  values  determined 
by  the  Commissioner,  and  we  are  of  the  opinion  that  the  gain  or 
loss  upon  the  sale  of  each  of  the  several  groups  of  property  herein 
under  consideration  must  be  computed  on  the  valuations  determined 
by  the  Commissioner  as  of  March  24,  1916,  plus  the  special  assess¬ 
ments  paid  by  the  petitioners  between  that  date  and  the  date  when 
the  properties  were  sold,  and  the  selling  price  less  selling  expenses, 
as  hereinabove  showm. 

A  redetermination  of  deficiencies  in  each 
case  will  be  made  upon  15  days'  notice ,  pur¬ 
suant  to  Rule  50 ,  and  judgment  entered  thereon 
in  due  course . 
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Appeals  of  Julia  Andrews  Bruce  and  Edith  Andrews  Logan, 
Executrix,  Estate  of  Louisa  Andrews. 

Docket  Nos.  4447,  5461.  Decided  October  30,  1926. 

Taxpayer  sold  stock  on  March  11,  1916,  for  more  than  cost  and 
less  than  the  March  1,  1913  value.  A  part  of  the  consideration  re¬ 
ceived  was  a  contract  providing  for  future  payments  as  ore  was 
mined.  The  contents  and  life  of  the  mine  and  the  annual  pro¬ 
duction  were  capable  of  determination.  Held,  that  the  transaction 
in  1916  was  a  completed  sale  resulting  in  no  taxable  gain  or  loss, 
and  the  payments  made  under  the  contract  in  the  taxable  year 
were  in  part  a  return  of  capital,  that  is,  the  present  worth  of  the 
future  payments  as  of  the  time  of  the  receipt  of  the  contract,  and 
a  portion  was  gain. 

John  W.  Ford ,  Esq.,  and  Walter  M.  Anderson ,  Esq.,  and  George 
Oliver  May,  G.  P.  A.,  for  the  petitioners. 

L.  C.  Mitchell,  Esq.,  for  the  Commissioner. 

These  are  appeals  from  the  determination  of  deficiencies  in  income 
tax,  in  the  amount  of  $6,138.95  for  1920  in  the  case  of  Julia  Andrews 
Bruce,  and  in  the  amount  of  $9,210.88  for  1918  in  the  case  of  the 
estate  of  Louisa  Andrews.  The  deficiencies  arose  out  of  the  sale  of 
certain  stock  on  March  11,  1916,  where  part  of  the  consideration 
was  paid  in  cash  and  part  in  deferred  payments. 

FINDINGS  OF  FACT. 

Julia  Andrews  Bruce,  is  a  resident  of  Greenwich,  Conn.  Edith 
Andrews  Logan  is  the  duly  appointed,  qualified  and  sole  surviving 
executrix  of  the  estate  of  Louisa  Andrews,  and  is  a  resident  of 
Youngstown,  Ohio. 

Prior  to  March  1,  1913,  and  continuously  to  March  11,  1916,  the 
Andrews  &  Hitchcock  Iron  Co.,  an  Ohio  corporation,  had  outstanding 
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4,000  shares  of  capital  stock,  of  which  the  petitioner  Julia  Andrews 
Bruce  owned  350  shares,  and  the  decedent  Louisa  Andrews,  mother 
of  Julia  Andrews  Bruce,  owned  1,180  shares.  That  corporation 
owned  12  per  cent  of  the  capital  stock  of  the  Mahoning  Ore  &  Steel 
Co.,  a  Pennsylvania  corporation,  and,  by  virtue  of  a  contract  (re¬ 
ferred  to  as  exhibit  A  in  the  contract,  excerpts  from  which  are 
herewith  quoted),  was  entitled  to  12  per  cent  of  the  ores  mined  by 
that  company.  On  March  11,  1916,  all  of  the  stockholders  of  the 
Andrews  &  Hitchcock  Iron  Co.,  including  Julia  Andrews  Bruce  and 
Louisa  Andrews,  entered  into  a  written  contract  with  the  Youngs¬ 
town  Sheet  &  Tube  Co.,  a  corporation  of  Ohio,  providing  for  the  sale 
of  their  stock  in  the  Andrews  &  Hitchcock  Iron  Co.  to  the  Youngs¬ 
town  Sheet  &  Tube  Co.,  according  to  the  terms  of  such  contract,  the 
pertinent  parts  of  which  are  as  follows : 

First.  The  stockholders,  for  themselves  and  their  respective  heirs,  representa¬ 
tives  and  assigns,  agree  with  The  Youngstown  Company,  for  itself,  its  suc¬ 
cessors  and  assigns,  that  they  will  sell,  assign,  transfer  and  set  over  to  The 
Youngstown  Company,  and  the  others  hereinafter  designated,  all  of  said  capital 
stock  of  said  The  Andrews  &  Hitchcock  Iron  Company,  and  The  Youngstown 
Company  agrees  that  it  will  purchase  said  stock,  for  itself  and  said  others, 
hereinafter  designated,  and  pay  therefor  to  the  dollar  savings  &  trust  com¬ 
pany  of  Youngstown,  Ohio,  for  the  benefit  of  said  stockholders,  the  sum  of 
one  thousand  dollars  ($1,000.00)  cash  in  hand  upon  the  execution  and 
delivery  of  this  agreement,  receipt  whereof  is  hereby  acknowledged ;  the  fur¬ 
ther  sum  Of  TWO  MILLION  ONE  HUNDRED  NINETY-NINE  THOUSAND  DOLLARS  ( $2,199,- 
000.00)  on  the  11th  day  of  April,  A.  D.  1916,  and  the  further  sum  in  amount 
and  manner  to  be  determined  as  provided  in  paragraph  4  hereof. 

Second.  Said  stockholders  further  agree  that  forthwith  upon  the  execution 
and  delivery  of  this  contract,  they  will  deliver,  or  cause  to  be  delivered  to 
said  The  Dollar  Savings  &  Trust  Company  all  of  said  capital  stock  properly 
assigned,  and  that  they  will  cause  said  The  Dollar  Savings  &  Trust  Company  to 
deliver  the  same  to  said  The  Youngstown  Company  and  others  upon  the  pay¬ 
ment  of  said  sum  of  two  million  one  hundred  ninety-nine  thousand  dollars 
($2,199,000.00)  to  said  The  Dollar  Savings  &  Trust  Company  on  said  11th  day 
of  April,  as  above  provided,  it  being  the  intention  of  the  parties  that  the  title 
to  said  stock  shall  pass  to  and  rest  in  The  Youngstown  Company,  and  said 
others,  upon  the  making  of  said  payment  on  April  31th,  1916,  and  that  delivery 
of  said  stock  and  the  making  of  said  payment  shall  be  simultaneous. 

*  *  *  *  *  *  * 

Fourth.  It  is  understood  that  said  The  Andrew  &  Hitchcock  Iron  Com¬ 
pany  is  the  owner  of  twelve  percent  of  three  hundred  sixty  (360)  shares  of 
the  capital  stock  of  the  Mahoning  Ore  &  Steel  Company,  a  corporation  of  the 
State  of  Pennsylvania,  having  a  capital  stock  of  three  hundred  thousand  dol¬ 
lars  ($300,000.00) )  divided  into  Three  Thousand  (3,000)  shares  of  the  par  value 
of  One  Hundred  Dollars  ($100.00)  each,  which  said  Ore  &  Steel  Company  is  the 
owner  of  certain  valuable  mines  for  the  production  of  iron  ore,  and  that  the 
said  The  Andrews  &  Hitchcock  Iron  Company,  by  an  agreement  in  writing 
in  quintuplicate  being  date  of  December  16,  1914,  is  entitled  to  take  each  year, 
a  full  quota  of  each  grade  of  ore  to  be  produced  by  said  Ore  &  Steel  Company 
in  proportion  to  the  amount  of  stock  owned  by  or  represented  for  it,  as  pro- 
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vided  for  in  said  agreement,  a  copy  of  which  is  hereto  attached,  and  marked 
“  Exhibit  A  ”  for  the  purpose  of  making  the  same  a  part  hereof ;  and  for  the 
purpose  of  fixing  the  balance  of  the  purchase  price  to  be  paid  by  The  Youngs¬ 
town  Company.  *  *  * 

It  was  further  agreed  between  the  parties  as  follows: 

That  the  Youngstown  Company  shall,  and  will  each  year  hereafter,  take  or 
cause  to  be  taken  the  full  quota  of  ore  to  which  the  said  The  Andrews  & 
Hitchcock  Iron  Company,  its  successors  or  assigns,  may  be  entitled,  under 
and  by  virtue  of  the  terms  of  said  written  agreement  of  December  16,  1914, 
and  shall  give  the  notice  provided  for  in  said  agreement,  and  will  pay  or 
cause  to  be  paid  to  said  The  Dollar  Savings  &  Trust  Company  for  the  bene¬ 
fit  of  said  stockholders,  and  as  the  balance  of  said  purchase  price,  each  year, 
on  or  before  thirty  days  after  the  close  of  navigation  of  the  transportation  of 
ore  on  the  Great  Lakes,  the  sum  of  Sixty  Cents  (60c)  per  ton  for  each  and 
every  ton  of  twenty-two  hundred  forty  (2240)  pounds  of  iron  ore  so  entitled 
to  be  taken  for  such  year,  and  actually  delivered  by  said  Ore  &  Steel  Com¬ 
pany,  it  being  understood  that  if  any  part  of  the  quota  for  any  year  be  left 
at  the  mine  by  election  of  The  Youngstown  Company,  The  Youngstown  Com¬ 
pany  shall  pay  on  account  thereof  to  the  stockholders  in  the  same  manner  as 
though  the  same  had  been  shipped  from  the  mine,  but  shall  not  thereafter  be 
required  to  pay  any  additional  sum  on  account  thereof. 

Fifth :  In  order  to  secure  the  making  of  said  deferred  payment  of  said 
purchase  price,  as  provided  for  in  Paragraph  Fourth,  it  is  further  agreed  be¬ 
tween  the  parties  that  said  three  hundred  sixty  (360)  shares  of  said  Ore 
&  Steel  Company  stock  shall  be  properly  assigned  and  deposited  in  the  hands 
of  said  The  Dollar  Savings  &  Trust  Company  as  collateral  security  therefor, 
and  shall  be  so  held  until  all  of  the  balance  of  said  purchase  price  is  fully 
determined  and  paid.  If  at  any  time  The  Youngstown  Company  fails  to  pay 
punctually  any  installment  of  said  purchase  price  as  it  falls  due,  and  such 
default  continues  for  the  period  of  thirty  days  after  written  notice  and  demand 
therefor  made  by  the  stockholders,  or  any  of  them,  then  any  of  said  stock¬ 
holders,  in  addition  to  any  other  lawful  remedy,  may  elect  to  take  and 
keep  as  and  for  his  own,  his  proportionate  share  of  said  Ore  &  Steel  Company 
stock  to  which  his  pro  rata  holdings  of  stock  of  said  The  Andrews  &  Hitchcock 
Iron  Company,  as  herein  set  forth,  may  entitle  him,  and  shall  have  the  further 
additional  right  to  recover  any  and  all  costs,  expenses,  damages  and  attorney 
fees  suffered  or  incurred  by  him  in  the  premises.  *  *  * 

The  pertinent  part  of  “  Exhibit  A,”  above  referred  to,  is  as  fol¬ 
lows  : 

The  tonnage  of  each  grade  to  be  produced  annually  shall  be  fixed  by  the 
Board  of  Directors  on  or  before  April  1st,  in  each  year,  and  notice  of  the 
fixing  of  said  tonnage  shall  be  mailed  promptly  to  each  stockholder. 

Each  of  the  interests,  as  hereinbefore  set  forth,  shall  be  entitled  to  take  a 
full  quota  of  each  grade  to  be  produced,  in  proportion  to  the  amount  of  stock 
owned  by  or  represented  for  them,  and  within  fifteen  days  after  receipt 
of  notice  referred  to  in  preceding  paragraph,  shall  notify  in  writing  the  Presi¬ 
dent  of  said  Mahoning  Ore  &  Steel  Company,  whether  or  not  it  elects  to  take 
the  full  quota  to  which  it  is  entitled.  Undesired  tonnage,  if  any,  shall  be 
offered  pro  rata  to  the  other  stockholders,  and  such  portion  thereof  not 
desired  by  them  can  be  disposed  of  by  the  Board  of  Directors  by  reducing 
the  originally  fixed  production  to  the  extent  of  the  unaccepted  tonnage  or  in 
any  other  manner  the  Board  of  Directors  may  agree  upon. 
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The  price  of  ores  shall  be  fixed  each  year  by  the  Board  of  Directors  and 
shall  be  at  or  about  the  cost  of  production,  including  all  costs,  transportation, 
delivery,  handling,  etc.,  to  the  lower  lake  ports.  *  *  * 

Louisa  Andrews  died  on  the  22nd  day  of  March,  1917,  and  Julia 
Andrews  Bruce  received  by  will  a  one-half  interest  in  the  residuary 
estate  of  Louisa  Andrews.  Prior  to  her  death,  but  subsequent  to 
March  11,  1916,  Louisa  Andrews  gave  to  John  Shaw  an  80/4000 
interest  in  the  sale  price  under  said  contract  of  March  11,  1916,  un¬ 
paid  at  the  time  of  said  gift  and  there  was  contained  in  the  residuary 
estate  of  Louisa  Andrews  an  1100/4000  interest  in  said  sale  price 
under  said  contract  of  March  11,  1916,  unpaid  at  the  time  of  her 
death. 

The  value  as  of  March  1,  1913,  of  350  shares  of  capital  stock  of 
the  Andrews  &  Hitchcock  Iron  Co.,  then  owned  by  Julia  Andrews 
Bruce,  can  not  be  determined  by  the  evidence,  but  it  was  stipulated 
that  such  value  was  in  excess  of  $274,093.33.  Julia  Andrews  Bruce, 
with  respect  to  her  ownership  of  350  shares  of  said  stock,  received 
as  her  share  of  the  cash  consideration  of  $2,200,000  paid  under  said 
contract  of  March  11,  1916,  the  sum  of  $192,500.  In  addition  thereto, 
she  received  in  respect  of  the  sale  price  of  said  350  shares,  and 
further  in  respect  of  the  550/4000  interest  in  the  unpaid  sale  price 
under  said  contract  of  March  11,  1916,  which  she  received  from  her 
mother’s  estate,  the  following  sums  of  money  in  the  aggregate:  in 
the  year  1917,  $13,860;  1918,  $15,750;  1919,  $32,383;  1920,  $19,599.53. 
Of  the  sums  so  received  by  her,  the  part  thereof  attributable  to  the 
550/4000  interest  in  said  unpaid  sale  price  inherited  from  her 
mother,  Louisa  Andrews,  was  less  than  the  value  fixed  by  the  Com¬ 
missioner  upon  said  interest,  for  the  purposes  of  Federal  estate 
tax  imposed  upon  the  estate  of  Louisa  Andrews,  namely,  $277,164.50. 

The  value  as  of  March  1,  1913,  of  1,100  shares  of  the  capital  stock 
of  the  Andrews  &  Hitchcock  Iron  Co.,  then  owned  by  Louisa 
Andrews,  can  not  be  determined  from  the  evidence,  but  it  was  stipu¬ 
lated  that  it  was  in  excess  of  the  $698,060,  and  that  Louisa  Andrews, 
with  respect  to  her  ownership  of  the  said  1,100  shares  of  stock, 
received  as  her  share  of  the  cash  consideration  of  $2,200,000  paid 
under  said  contract  of  March  11,  1916,  the  sum  of  $605,000;  in  addi¬ 
tion  thereto,  Louisa  Andrews  and  her  estate  received,  in  respect  of 
the  sale  price  of  said  1,100  shares,  the  following  sums  in  the  aggre¬ 
gate  :  in  1917,  $43,560 ;  in  1918,  $49,500.  The  amount  so  received  by 
the  estate  of  Louisa  Andrews  for  the  taxable  year,  namely,  $49,500, 
was  less  than  the  value  fixed  by  the  Commissioner  for  the  purpose  of 
Federal  estate  tax  upon  the  1100/4000  interest  of  Louisa  Andrews 
in  the  unpaid  sale  price  under  said  contract  of  March  11,  1916, 
namely,  $554,329. 
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Louisa  Andrews  and  her  estate,  between  March  1,  1913,  and  De¬ 
cember  31,  1918,  and  Julia  Andrews  Bruce,  between  March  1,  1913, 
and  December  31,  1920,  kept  no  books,  and  their  returns  for  Federal 
income  taxation  purposes  for  the  years  1916  to  1918,  inclusive,  in 
the  Louisa  Andrews  estate,  and  for  the  years  1916  to  1920,  inclusive, 
in  the  Julia  Andrews  Bruce  case,  were  made  upon  the  basis  of  cash 
receipts  and  disbursements. 

At  the  date  of  the  contract,  March  11,  1916,  the  estimated  ore 
reserves  of  the  Mahoning  Ore  &  Steel  Co.  were  82,858,535  tons. 
The  Commissioner,  in  fixing  the  deficiencies  in  these  appeals,  has 
determined  that  the  estimated  annual  production  at  that  time  was 
1,841,300  tons.  The  determination  of  the  Commissioner  as  to  annual 
production  and  life  of  the  mine  was  based  upon  opinions  of  engi¬ 
neers  qualified  by  education  and  training  in  the  mining  industry 
to  give  such  opinions.  The  actual  production  for  three  years  prior 
to  March  11,  1916,  was  in  accordance  with  the  Commissioner’s  find¬ 
ing  as  to  the  estimated  future  production.  At  the  rate  of  60  cents 
per  ton,  the  amount  to  be  received  in  the  future,  under  the  provi¬ 
sions  of  the  contract  of  March  11,  1916,  was  upon  the  basis  of  ore 
reserves  of  82,858,535  tons — at  that  date  $5,965,814.52.  The  pres¬ 
ent  worth  of  this  amount,  at  March  11,  1916,  discounted  at  6  per 
cent  with  provision  for  a  sinking  fund  of  4  per  cent,  covering  a 
period  of  45  years,  was  $1,942,111.46. 

The  petitioners’  returns  were  made  upon  the  theory  that  there  was 
no  taxable  income  received  by  virtue  of  the  payments  made  under 
the  contract  of  March  11,  1916,  until  the  March  1,  1913,  value,  or 
the  value  at  the  time  of  the  death  of  the  decedent,  of  the  stock 
sold  had  been  returned.  The  Commissioner  did  not  accept  this  theory 
of  the  transaction  and  determined  that  income  was  received  each 
year  as  payments  were  made  for  ore  mined  during  the  respective 
years,  after  attributing  a  portion  of  the  payments  to  a  return  of 
capital. 

OPINION. 

Trammell:  These  appeals  grow  out  of  the  sale  on  March  11, 
1916,  by  the  stockholders  of  the  entire  capital  stock  of  the  Andrews 
&  Hitchcock  Iron  Co.  to  the  Youngstown  Sheet  &  Tube  Co.  The 
issues  involved  are  as  follows: 

(1)  What  amount,  if  any,  is  taxable  to  the  estate  of  Louisa 
Andrews  in  1918  and  to  Julia  Andrews  Bruce  in  1920,  on  account 
of  the  deferred  payments  of  the  Youngstown  Sheet  &  Tube  Co. 
received  by  them  as  vendors  of  the  shares  of  the  Andrews  &  Hitch¬ 
cock  Iron  Co.  stock  under  the  contract  for  the  sale  of  that  Stock 
made  by  them  along  with  the  other  stockholders  on  March  11,  1916? 
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(2)  What  amount,  if  any,  is  taxable  to  Julia  Andrews  Bruce  on 
account  of  her  interest  of  550/4000  in  the  deferred  payments  acquired 
by  her  by  inheritance  from  her  mother,  Louisa  Andrews,  who  died  on 
March  22,  1917? 

The  Commissioner  has  determined  that  the  total  consideration  re¬ 
ceived  from  the  sale  on  March  11,  1916,  consisting  of  the  cash  pay¬ 
ment  and  the  present  worth  of  the  future  payments  exceeded  the  cost 
of  the  stock  prior  to  March  1,  1913,  but  was  less  than  the  value  as  of 
March  1,  1913;  that  the  contract  right  received  by  the  stockholders 
had  a  determinable  market  value,  and  that  the  sale  on  March  11,  1916, 
constituted  a  completed  transaction  from  which  no  taxable  gain  or 
deductible  loss  resulted ;  that  as  a  consequence  a  new  basis  for  deter¬ 
mining  gain  or  loss  was  created ;  that  the  amounts  received  from  the 
contract  in  excess  of  the  present  worth  thereof  when  the  right  was 
received  in  1916  were  taxable  gain ;  and  that  the  amount  reserved  by 
Julia  Andrews  Bruce  with  resepct  to  the  550  shares  of  stock  inherited 
by  her  was  taxable  to  the  extent  of  the  excess  of  the  payments  re¬ 
ceived  over  the  value  of  the  right  to  receive  them,  or  their  present 
worth,  when  received.  It  has  been  stipulated  that  the  estimated  ore 
reserves  of  the  Mahoning  Ore  &  Steel  Co.  on  March  11,  1916,  were 
82,858,535  tons.  It  was  also  stipulated  that  engineers  qualified  by 
training  and  education  to  give  opinions  as  to  the  annual  production 
and  life  of  the  mine  estimated  the  future  production  at  1,841,300  tons 
annually,  and  that  the  life  of  the  mine  was  45  years  as  of  March  11, 
1916.  The  total  ore  payments  to  be  made  to  the  stockholders  of  the 
Andrews  &  Hitchcock  Iron  Co.,  under  the  contract  of  March  11,  1916, 
would  then  be  $5,965,814.52.  It  was  further  stipulated  that  the 
present  worth  of  this  amount  at  the  time  of  the  sale,  assuming  that 
it  would  be  received  in  equal  annual  installments  for  45  years,  dis¬ 
counted  at  6  per  cent,  with  provisions  for  a  sinking  fund  at  4  per 
cent  was  $1,942,111.46.  In  accordance  with  these  estimates  and 
calculations,  the  Commissioner  determined  that  the  4,000  shares  of 
Andrews  &  Hitchcock  Iron  Co.  stock  were  sold  on  March  11,  1916, 
for  $2,200,000,  cash,  and  for  future  payments  having  a  present  worth 
of  $1,942,111.46. 

Louisa  Andrews  died  on  March  22,  1917.  She  possessed  at  the 
time  of  her  death  the  right  to  receive  ore  payments  at  the  rate  of  60 
cents  per  ton  incident  to  her  former  ownership  of  1,100  shares  of  the 
Andrews  &  Hitchcock  Iron  Co.  The  Commissioner  valued  this  con¬ 
tract  right  for  estate-tax  purposes  at  $554,329  at  the  time  of  her 
death.  There  is  no  other  evidence  as  to  its  value  and  we  therefore 
accept  that  valuation.  In  the  year  1918  the  estate  received  as  ore 
payments  the  total  sum  of  $49,500.  Of  this  total  sum  the  Commis¬ 
sioner  determined  that  $16,383.68  represented  a  return  of  capital, 
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that  is,  the  present  worth  of  future  payments,  and  that  the  pro  rata 
portion  of  the  remainder  represented  taxable  income. 

Julia  Andrews  Bruce  inherited  a  part  of  the  contract  right  pos¬ 
sessed  by  her  mother.  During  the  year  1920  she  received  a  total  of 
$19,599.53  from  ore  payments.  These  payments  accrued  to  her  by 
reason  of  the  sale  of  her  stock  in  1916  and  through  her  succession  to 
contract  rights  owned  by  her  mother.  The  Commissioner  deter¬ 
mined  that  of  the  total  amount  received  $6,445.65  represented  return 
of  capital  and  that  the  remainder  represented  taxable  income. 

The  petitioners  contend  that  the  Commissioner  erred  in  adding  to 
the  taxable  income  any  part  of  the  ore  payments  received;  that  the 
consideration  received  in  1916,  in  addition  to  the  cash,  possessed  no 
market  value;  that  it  was  undeterminable  by  reason  of  the  fact  that 
the  tonnage  to  be  produced  annually  was  to  be  fixed  by  the  board  of 
directors  of  the  Mahoning  Ore  &  Steel  Co.  on  or  before  April  1  of 
each  year,  and  that  there  were  no  means  of  determining  the  annual 
or  total  production;  that,  as  a  consequence,  the  sale  in  1916  did  not 
result  in  taxable  gain  and  that  the  amounts  received  should  not  be 
subjected  to  tax  until  the  March  1,  1913,  value  has  been  returned  to 
the  petitioners,  and  with  respect  to  the  550  shares  inherited  by  Julia 
Andrews  Bruce,  until  the  value  thereof  at  the  time  of  the  death  of 
Louisa  Andrews  has  been  recovered. 

Considering,  first,  the  contention  of  the  petitioners  that  the  con¬ 
sideration  for  the  stock  received  on  March  11,  1916,  was  not  deter¬ 
minable,  we  find  in  the  stipulation  of  facts  that  on  that  date  the  esti¬ 
mated  ore  reserves  of  the  Mahoning  Ore  &  Steel  Co.  were  82,858,535 
tons;  that  the  stockholders  of  the  Andrews  &  Hitchcock  Iron  Co. 
were  entitled  to  receive  60  cents  per  ton,  or  12  per  cent  of  the  total 
tonnage,  or  9,943,024  tons.  From  these  facts  it  follows  that  the 
stockholders  were  to  receive  total  ore  payments  of  $5,965,814.52  dur¬ 
ing  the  life  of  the  mine.  The  controversy,  however,  arises  over  the 
possible  annual  production  and  life  of  the  mine.  But  it  was  stipu¬ 
lated  that  the  Commissioner’s  determination  of  an  anticipated  an¬ 
nual  production  of  1,841,300  tons  and  an  anticipated  life  of  45  years 
were  based  upon  the  opinions  of  engineers  qualified  by  education  and 
training  in  the  iron  mining  industry  to  give  such  opinions.  It  is  also 
agreed  that  for  three  years  prior  to  March  11,  1916,  the  actual  pro¬ 
duction  was  substantially  1,841,300  tons  annually. 

The  Massabe  Range,  where  this  mine  is  located,  is  one  of  the  out¬ 
standing  iron  producing  regions  of  the  world.  The  annual  produc¬ 
tion  of  this  mine  for  several  years  prior  to  1912  had  been  around 
1,250,000  tons.  During  the  earlier  years  of  the  World  War  period, 
and  up  to  1916,  it  was  approximately  1,870,000  tons.  The  company, 
as  of  March  11,  1916,  in  the  midst  of  the  World  War,  and  with  the 
greatest  demand  for  steel  in  its  history,  was  contemplating  a  pro- 
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duction  of  3,000,000  tons  annually.  In  1918,  when  this  country  was 
in  the  war  and  the  demand  for  steel  was  great,  the  production  was 
2,500,000  tons,  as  shown  by  the  payment  of  $49,500  to  the  estate  of 
Louisa  Andrews,  attributable  to  1,100  shares.  In  1920,  when  the  war 
was  over,  the  production  had  dropped  to  approximately  1,361,000 
tons,  as  shown  by  the  payment  of  $19,599.50  to  Julia  Andrews 
Bruce,  attributable  to  900  shares.  These  results  indicate  that  the 
annual  production  of  1,841,300  tons  was  a  fair  and  reasonable  esti¬ 
mate  and  that  the  life  of  the  mine  from  1916  would  be  approximately 
45  years. 

While  testimony  was  introduced  to  the  effect  that  the  contents  of 
the  mine  and  the  annual  production  could  not  be  determined  in  1916, 
from  a  consideration  of  all  the  evidence  we  are  disposed  to  accept 
the  figures  of  the  engineers  who,  it  was  stipulated,  were  qualified  to 
express  an  opinion  with  respect  thereto. 

The  petitioners  have  also  raised  the  point  that  there  was  no  market 
value  for  the  contract  right  received  by  Julia  Andrews  Bruce  and 
Louisa  Andrews  in  1916.  The  only  testimony  offered  in  support  of 
these  contentions  was  by  Hitchcock,  former  president  of  the  Andrews 
&  Hitchcock  Iron  Co.  This  witness  testified  that  in  the  negotia¬ 
tions  for  the  sale  of  the  stock  there  was  no  discussion  concerning  a 
full  cash  payment,  because  the  buyer,  the  Youngstown  Sheet  &  Tube 
Co.,  could  not  afford  to  pay  cash  in  full.  This  is  all  the  testimony 
offered  in  support  of  the  allegation  that  the  contract  to  receive  future 
payments  had  no  market  value. 

The  contract  of  December  16,  1914,  between  the  Mahoning  Ore  & 
Steel  Co.  and  its  stockholders  was  unequivocal  and  applied  to  the  total 
contents  of  the  steel  company’s  mine,  as  and  when  mined.  The  con¬ 
tract  of  March  11,  1916,  between  the  Youngstown  Sheet  &  Tube  Co. 
and  the  former  stockholders  of  the  Andrews  &  Hitchcock  Iron  Co., 
assured  to  the  latter  deferred  payments  equivalent  to  60  cents  per  ton 
on  12  per  cent  of  the  total  ore  reserves  of  the  steel  company’s  mines. 
The  deferred  payments  were  secured  by  shares  of  the  capital  stock 
of  the  steel  company  owned  by  the  Andrews  &  Hitchcock  Iron  Co., 
which  had  been  placed  in  the  hands  of  a  trustee  for  that  purpose, 
and,  under  the  terms  of  the  contract  by  virtue  of  which  these  shares 
were  deposited  with  the  trustee,  the  stockholders  were  assured  that, 
in  the  event  of  default  in  any  of  the  deferred  installments  by  the 
purchaser  of  the  stock,  they  would  receive  their  pro  rata  share  of  the 
ore  produced  by  the  steel  company  by  exercising  their  option  to  take 
over  the  collateral  securities.  It  must  follow  that  the  contract  right 
was  of  such  nature  and  the  payments  therein  provided  for  were  so 
determinable  and  assured  that  it  had  a  market  value  when  received. 
The  amounts  received  in  the  taxable  years  were  in  excess  of  the  value 
which  the  contract  had  when  received.  The  property,  consisting  of 
the  contract  for  future  payments  received,  had  a  market  value. 
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The  transaction  of  March  11,  1916,  was  complete  within  itself.  It 
amounted  to  what  is  commonly  known  and  referred  to  as  a  “  closed 
transaction.”  It  was  of  such  a  nature  that  it  created  a  new  basis 
for  determining  gain  or  loss  with  respect  to  the  subsequent  payments 
made  under  the  terms  of  the  contract.  In  view  of  this  fact  the  March 
1,  1913,  value  of  the  assets  sold  becomes  immaterial  to  the  considera¬ 
tion  or  decision  of  the  case.  The  Commissioner  in  his  determination 
of  the  deficiency  has  determined  the  fair  market  value  of  the  right 
to  receive  future  payments,  and  from  the  evidence  presented  we  can 
not  say  that  his  determination  is  not  correct.  A  portion  of  each 
payment  under  the  contract  was  a  return  of  capital  and  a  portion 
represented  gain.  The  Commissioner  has  determined  what  portion 
is  gain  by  dividing  the  1916  value  of  the  contract  by  the  total  ton¬ 
nage  to  be  obtained,  reaching  the  conclusion  that  the  payment  for 
each  ton  represents  19.53  cents  return  of  principal  and  40.47  cents 
income,  or,  in  other  words,  that  each  payment,  whether  made  one 
year  after  the  agreement  was  made  or  45  years  thereafter,  is  made  up 
35.554  per  cent  return  of  principal  and  67.446  per  cent  income. 

The  payments  to  all  the  stockholders  were  estimated  by  the  Com¬ 
missioner  to  be  $132,573.60  annually  for  45  years.  These  payments 
were  reduced  to  present  worth,  using  a  discount  of  6  per  cent  on 
future  payments  with  a  4  per  cent  return  on  sinking  fund.  It  is 
evident  that  the  present  worth  of  the  payment  to  be  received  at  the 
end  of  the  first  year  differs  substantially  from  the  present  worth  of 
the  payment  to  be  received  45  years  in  the  future.  It  is  further 
evident  that  the  present  worth  of  all  of  the  payments  is  the  sum  of 
the  present  worth  of  each  annual  payment,  proper  adjustment  for 
the  sinking  fund  being  made.  In  determining  what  portion  of  the 
payment  represented  a  return  of  the  1916  value,  the  Commissioner 
has  made  the  allocation  between  principal  and  gain  as  if  the  present 
value  in  1916  of  each  of  the  annual  payments  to  be  received  was 
exactly  the  same.  The  proper  manner  in  which  to  determine  what 
portion  of  the  payment  is  principal  is  to  split  up  the  total  1916 
present  worth  into  its  component  parts  and  to  treat  the  present  value 
of  the  first  year’s  payment  as  a  return  of  principal  upon  the  first 
1,841,300  tons  (the  estimated  annual  production)  mined,  the  present 
value  of  the  second  year’s  payment  as  a  return  of  principal  upon  the 
second  1,841,300  tons  mined,  and  similarly  each  year  until  the  mine 
becomes  exhausted,  or  the  principal  is  all  returned. 

With  respect  to  the  stock  received  by  Julia  Andrews  Bruce  on  the 
death  of  Louisa  Andrews  there  is  no  reason  or  authority  for  going 
back  of  the  date  of  death  for  a  basis  for  computing  gain  or  loss. 
The  rights  of  the  taxpayer  under  the  contract  had  a  market  value  in 
1917,  when  her  right  thereunder  was  received,  and  upon  a  subsequent 
conversion  of  such  contract  right,  or  upon  receipt  of  any  gain  by 
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virtue  thereof,  the  value  thereof  at  the  date  of  acquisition  is  to  be 
taken  as  the  basis  for  computing  taxable  gain  or  deductible  loss. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 


Elm  City  Cotton  Mills,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  7636.  Decided  October  30,  1926. 

A  payment  made  by  a  corporation  to  another  corporation  organ¬ 
ized  and  operated  exclusively  for  the  promotion  of  social  welfare 
work  among  the  employees  and  families  of  the  employees  of  the 
incorporators,  for  the  advancement  of  the  physical,  mental  and 
moral  interests  of  such  employees  and  their  families,  and  to  assist 
them  in  sickness,  disability,  old  age  and  death,  is  an  ordinary 
and  necessary  expense  of  the  business  of  the  petitioner. 

Hatton  Love  joy,  Esq.,  for  the  petitioner. 

Henry  Ravenel,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  and  profits  taxes  of  $6,900  for  the  year  1919.  The  deficiency 
results  from  the  action  of  the  Commissioner  in  disallowing  a  deduc¬ 
tion  of  $15,000  representing  the  payment  made  to  the  Textile  Benefit 
Association. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Georgia  corporation  with  its  principal  office  at 
La  Grange.  During  1919  it  operated  a  cotton  manufacturing  plant 
employing  approximately  450  persons.  The  employees,  with  their 
families,  lived  in  houses  owned  by  the  petitioner,  which  surrounded 
the  plant.  From  the  time  it  began  operation  in  May,  1907,  the 
petitioner  has  taken  an  active  interest  in  promoting  welfare  work 
among  its  employees.  Such  interest  had  manifested  itself  in  the 
construction  of  school  houses,  churches,  and  a  Y.  M.  C.  A.  building. 
It  contributed  to  the  payment  of  salaries  of  teachers  and  ministers, 
provided  ground  for  children’s  gardens,  furnished  supervision  there¬ 
for,  promoted  the  activities  of  the  Boy  Scouts,  the  Salvation  Army 
and  the  Y.  M.  C.  A.,  which  serves  men  and  women,  boys  and  girls, 
and  furnished  play  grounds  and  other  facilities  for  various  athletic 
and  recreational  activities.  It  also  provided  nurses  and  hospital 
facilities  for  its  employees  in  case  of  illness.  These  facilities  were 
provided  by  the  taxpayer  for  the  exclusive  use  of  its  employees  and 
their  families.  Not  over  5  per  cent  of  the  attendance  at  the  churches 
and  schools  was  by  outsiders. 
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Since  the  organization  of  the  petitioner  corporation,  only  on  one 
occasion  has  it  had  any  serious  labor  trouble  and  that  was  in  1909. 
Approximately  10  per  cent  of  its  present  employees  have  been  with 
petitioner  since  it  began  operations  in  1907,  and  about  one-half  of  the 
employees  have  been  with  it  for  a  period  of  10  years.  Petitioner’s 
labor  turnover  has  been  small  and  the  employees  generally  are  con¬ 
tented.  This  has  been  due  largely  to  the  promotion  of  welfare 
work  among  the  employees.  No  labor  disputes  were  pending  be¬ 
tween  the  petitioner  and  its  employees  on  December  31,  1919. 

On  December  30,  1919,  the  petitioner  and  four  other  mills  organ¬ 
ized  the  Textile  Benefit  Association,  which  was  incorporated  for  a 
period  of  20  years,  with  the  privilege  of  renewal.  As  provided  in  the 
charter,  the  corporation  was  “  not  to  be  operated  for  pecuniary  profit 
but  to  be  operated  exclusively  for  religious,  charitable  and  educational 
purposes,  and  for  the  promotion  of  social  welfare;  to  promote  the 
welfare  of  employees  and  families  of  employees  of  the  incorporators, 
their  associates  and  other  employers  who  may  become  connected 
herewith ;  to  advance  the  physical,  mental,  moral  and  religious  inter¬ 
ests  of  such  employees  and  families  of  the  employees;  and  to  assist 
.them  in  sickness,  disability,  old  age  and  death;  such  corporation 
to  have  no  capital  stock.” 

The  articles  of  incorporation  provide  that  officers  of  each  mill 
connected  with  the  association  shall  select  a  trustee  for  each  mill  or 
plant  and  each  trustee  shall  hold  office  at  the  pleasure  of  the  officers 
of  the  company  selecting  him.  The  trustees  thus  selected,  together 
with  a  trustee  selected  by  them  jointly,  compose  the  board  of  trustees. 

The  board  of  trustees  manages,  controls  and  directs  the  business 
and  property  of  the  association.  The  association  has  “  the  right  and 
authority  to  receive  gifts,  bequests  and  devises,  to  invest  the  funds 
of  the  corporation  in  stocks,  bonds,  choses  in  action  and  every  char¬ 
acter  of  property  real  and  personal ;  and  to  handle  and  manage  such 
property  in  such  manner  as  will  best  insure  safety  of  investment  and 
return  upon  the  same;  to  act  as  trustee  in  any  trust  created  for  the 
promotion  of  the  object  of  its  incorporation;  and  to  apply  any  money 
or  property  in  its  hands  to  the  promotion  of  the  objects  of  its  in¬ 
corporation.”  A  majority  vote  of  the  board  of  trustees  is  sufficient 
to  authorize  or  accept  an  amendment  to  the  association’s  charter  or 
to  authorize  its  surrender. 

On  December  31,  1919,  the  petitioner  and  the  Textile  Benefit 
Association  entered  into  a  contract  containing  the  following  provi¬ 
sions  : 

That  whereas  the  said  Company  desires  to  enter  into  a  contract  with  the 
said  Association  and  to  pay  certain  money  to  said  Association  for  the  benefit 
of  the  employees  and  families  of  employees  of  the  said  Company:  now,  there¬ 
fore,  in  consideration  of  the  sum  of  Fifteen  thousand  dollars  paid  by  the 
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said  Company  to  the  Association  and  of  such  money  as  may  hereafter  be 
paid,  the  said  Association  agrees  on  its  part : 

First.  That  upon  the  death  of  each  employee  of  the  said  Company,  who  has 
been  in  such  employment  for  three  months  immediately  prior  to  such  death, 
the  Association  will  pay  the  sum  of  $100.00  toward  the  burial  expenses  of  the 
said  employee.  Said  sum  shall  be  paid  to  the  undertaker  or  to  the  family  of 
the  employee  to  be  used  for  the  said  purpose,  or  to  any  person  who  has  paid 
the  burial  expenses,  as  may  be  determined  by  the  Association. 

Second.  The  Association  agrees  to  employ  and  furnish  a  competent  physician 
to  give  a  thorough  medical  examination  to  each  employee  of  the  said  com¬ 
pany  and  also  to  each  member  of  the  family  of  each  employee  when  the  said 
Company  so  desires,  and  also  to  examine  each  person  becoming  an  employee 
or  desiring  to  become  an  employee  of  the  said  company  at  any  time  hereafter, 
when  so  requested. 

Third.  The  Association  agrees  that  the  remainder  of  the  above  amount  paid 
by  the  Company  to  the  Association  as  well  also  as  any  amount  hereafter  paid 
by  the  said  Company  to  the  said  Association  under  this  contract  shall  be  used 
and  applied  by  the  said  Association  for  the  benefit  of  the  employees  and 
families  of  the  employees  of  the  said  Company  for  such  other  purposes  as 
shall  be  agreed  upon  by  the  said  Association  and  the  officers  of  the  said 
Company.  Such  money  is  not  to  be  held  and  accounted  for  separately;  but 
is  to  become  a  part  of  the  common  assets  of  the  Association  and  subject 
to  its  liabilities  and  contracts. 

Fourth.  It  is  the  intention  and  desire  of  the  parties  thereto  that  the  amount 
received  shall  be  invested  and  the  income  therefrom  primarily  to  be  used  for 
the  purpose  stated,  and  that  the  corpus  may  be  increased  as  a  basis  for 
and  income  to  be  used  in  increasing  proportions  and  for  other  and  wider 
purposes ;  for  the  benefit  of  the  employees  and  families  of  the  employees  in 
whose  interest  this  contract  is  made,  but  if  it  should  become  necessary  to 
carry  out  the  terms  of  this  contract  or  when  otherwise  so  agreed  by  the  said 
Association  and  the  said  Company,  the  corpus  may  be  used  for  such  purpose. 

Fifth.  In  the  event  that  in  the  future  the  administration  of  these  funds 
and  the  execution  of  this  contract  shall  prove  unsatisfactory,  or  should  become 
impossible  for  any  reason,  this  contract  may  be  rescinded  by  either  party  and 
thereupon  the  Association  shall  repay  to  the  said  Company  the  remainder  in 
its  hands  from  the  money  paid  into  the  said  Association  by  the  said  Company, 
or  the  said  Association  shall  pay  to  the  said  Company  the  proportion  of  the 
net  assets  of  the  said  Association,  which  the  amount  paid  in  by  the  said 
Company  bears  to  all  the  money  paid  to  the  Association  by  the  said  Company 
and  by  other  companies  under  similar  contracts. 

The  petitioner,  on  the  30th  day  of  December,  1919,  made  a  con¬ 
tribution  of  $15,000  to  the  association.  This  was  about  4  per  cent  of 
the  petitioner’s  payroll. 

By  the  end  of  1919,  the  amount  of  $105,000  had  been  paid  in  to  the 
association  by  the  incorporators.  Part  of  the  amount  paid  in  has 
been  expended  under  the  provisions  of  the  contract.  However, 
the  greater  part  has  been  invested.  Of  that  invested,  a  portion  was 
used  to  purchase  stock  of  the  incorporators,  the  remainder  being 
invested  in  securities  of  other  corporations.  The  petitioner  paid 
in  to  the  association  an  additional  $15,000  in  1920.  The  books  and 
records  of  the  association  are  kept  separately  from  those  of  the 
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petitioner  or  of  the  other  incorporators.  The  property  of  the  asso¬ 
ciation  is  held  in  its  own  name  and  separate  and  distinct  from  that  of 
the  incorporators.  The  amounts  paid  in  by  each  of  the  incorporators 
are  paid  into  a  common  fund. 

The  activities  of  the  association  down  to  date  have  consisted  largely 
of  paying  $100  toward  burial  expenses  of  employees  of  the  different 
mills  which  organized  it,  as  provided  in  the  contract;  providing 
nurse  and  hospital  care  for  employees,  and  giving  physical  examina¬ 
tions  to  employees  and  their  families.  Prior  to  entering  into  the 
contract  with  the  association,  the  petitioner’s  hospital  budget  ran 
about  $12,000  a  year.  Since  that  time  petitioner  does  not  furnish 
nurses  or  hospital  facilities,  except  to  furnish  a  janitor  in  times  of 
epidemics. 

While  the  trustees  have  exercised  great  care  in  the  management 
of  the  association’s  funds,  they  have  been  unable  to  keep  the  ex¬ 
penditures  below  the  amounts  received  from  the  investments.  It 
was  the  purpose  to  accumulate  the  association’s  assets  to  the  point 
where  the  funds  would  be  sufficient  to  begin  the  payment  of  pensions 
to  old  and  disabled  employees  of  the  different  members  of  the 
association. 

OPINION. 

Trammell:  The  benefits  rendered  by  the  association  were  the 
physical  examination  of  all  of  the  petitioner’s  employees  and  their 
families,  the  payment  of  $100  for  burial  expenses  of  deceased  em¬ 
ployees,  and  the  furnishing  of  nurses  to  employees  in  the  case  of 
illness.  Of  these  the  physical  examinations  and  burial  payments 
were  benefits  not  previously  offered  to  its  employees  by  the  petitioner. 
The  nursing  service  previously  furnished  by  the  petitioner  to  its 
employees  was,  under  the  contract,  taken  over  and  rendered  by  the 
association. 

The  expenditures  made  in  connection  with  furnishing  nurses  and 
hospital  facilities  to  sick  employees  and  other  benefits  derived  from 
the  association  produce  a  direct  benefit  to  the  petitioner.  The  method 
by  which  such  services  are  furnished — directly  by  the  employer  itself 
or  through  another  as  in  this  case — does  not  change  the  result.  In 
this  case  there  was  a  material  saving  in  expenses,  since  the  peti¬ 
tioner’s  hospital  budget  of  about  $12,000  was  almost  eliminated,  in 
addition  to  the  other  direct  benefits. 

It  is  our  opinion  that  an  expenditure  made  under  the  conditions 
presented  by  this  case  is  one  which  can  be  considered  as  ordinary 
and  necessary  expense  of  the  business  of  this  petitioner.  Appeal  of 
Poinsett  Mills ,  1  B.  T.  A.  6. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 


C.  A.  WEAVER. 
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Appeal  of  C.  A.  Weaver. 

'  Docket  No.  8920.  Decided  October  30,  1926. 

Ad  individual  who  kept  his  books  and  filed  his  returns  on 
the  calendar  year  basis  was  a  member  of  a  partnership  which 
kept  its  books  on  the  basis  of  a  fiscal  year  ended  in  the  calendar 
year  1924.  Held,  that  he  is  not  entitled  to  the  benefit  of  the 
25  per  cent  reduction  in  tax  provided  in  the  1924  Act  for  the  year 
1923  with  respect  to  his  share  of  the  partnership  profits  for  the 
fiscal  year  ended  in  1924. 

Willis  Crone ,  Esq.,  for  the  petitioner. 

T.  M.  Wilkins ,  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  a  deficiency  in  income 
tax  for  the  calendar  year  1924  in  the  amount  of  $11,027.01. 

The  question  presented  is  whether  the  taxpayer  is  entitled  to  the 
25  per  cent  reduction  of  his  income  tax  by  virtue  of  sections  1200  and 
1201  of  the  Revenue  Act  of  1924. 

The  facts  are  not  disputed.  The  Commissioner  moved  to  dismiss 
the  petition  upon  the  ground  that  it  did  not  state  a  cause  of  action. 

% 

FINDINGS  OF  FACT. 

The  taxpayer  is  a  partner  in  the  partnership  of  C.  H.  Weaver  & 
Co.  The  partnership  operated  and  filed  its  income-tax  return  upon 
the  fiscal  year  basis.  Its  fiscal  year  ended  March  31,  1924.  The 
taxpayer’s  share  of  the  profits  of  the  partnership  for  the  fiscal  year 
ended  March  31,  1924,  attributable  to  the  year  1923,  was  $79,555.24. 
This  amount  was  reported  in  the  taxpayer’s  return  for  the  calendar 
year  1924  as  taxable  at  the  1923  rates.  The  income  was  shown  on 
the  regular  printed  return  Form  1040-FY,  which  provided  “For 
calendar  year  1924  if  income  is  derived  from  a  partnership  or 
fiduciary  computed  on  the  fiscal  year  basis.” 

This  return  form  provided  for  separate  computation  of  taxes  on 
income  taxable  at  1923  rates  and  provided  for  a  deduction  of  25  per 
cent  of  such  taxes  computed  at  1923  rates.  The  total  tax  on  income 
taxable  at  1923  rates,  without  the  deduction  of  25  per  cent,  would 
be  $44,108.08.  Twenty-five  per  cent  of  this  amount  is  $11,027.01. 
The  tax  on  income  taxable  at  1923  rates,  less  the  25  per  cent,  would 
be  $33,081.04.  The  Commissioner  disallowed  the  25  per  cent  deduc¬ 
tion  referred  to. 

OPINION. 

Trammell:  The  decision  of  the  question  involved  in  this  appeal 
is  governed  by  Appeal  of  Charles  Colip,  5  B.  T.  A.  123. 

Judgment  will  he  entered  for  the  Commis¬ 
sioner. 
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Appeals  of  J.  A.  Bentley  and  E.  W.  Zimmerman. 

Docket  Nos.  2512,  2513.  Decided  October  30,  1926. 

1.  A  corporation  which  was  legally  organized  in  1908,  but  which 
never  issued  any  shares  of  stock  or  received  any  assets  of  any  de¬ 
scription,  or  transacted  any  business  whatever,  derived  no  income 
from  a  business  operated  by  a  partnership,  which,  at  the  time  the 
corporation  was  formed,  it  was  intended  the  corporation  should 
take  over  and  carry  on. 

2.  A  taxpayer  is  entitled  to  deduct  from  gross  income  in  his  in¬ 
come-tax  return  his  proportionate  share  of  any  net  loss  actually 
sustained  by  a  partnership  of  which  he  was  a  member  within  the 
same  taxable  year  as  a  result  of  the  embezzlement  of  moneys  by  an 
employee  of  the  partnership,  unless  such  loss  has  been  included 
in  the  computation  of  the  distributive  income  of  the  partnership, 
but  the  amount  of  the  deduction  to  which  such  partnership  is 
entitled  in  computing  net  income  on  account  of  the  embezzlement 
is  limited  to  the  amount  of  the  loss  actually  sustained  within  the 
taxable  year ;  and,  where  the  embezzlements  have  covered  a  series 
of  years  and  the  amount  thereof  can  not  be  determined,  the  part¬ 
nership  is  limited  to  the  deduction  of  a  loss  in  the  year  under 
review  of  the  amount  of  the  embezzlement  proven  for  that  year. 

3.  Where  individuals  on  January  2,  1919,  sell  to  a  corporation 
organized  on  December  31,  1918,  certain  assets  in  exchange  for 
shares  of  stock  of  the  corporation,  any  loss  sustained  upon  the 
transaction  is  deductible  from  the  gross  income  of  the  year  1919 
and  not  of  the  year  1918. 

4.  The  depreciated  cost  or  cost  of  reproduction  of  property  on 
March  1,  1913,  is  not  evidence  of  the  fair  market  price  or  value 
of  the  property  on  the  same  date. 

Albert  L.  Hopkins ,  Esq.,  R.  S.  Doyle,  Esq.,  and  L.  Dana  Latham, 
Esq.,  for  the  petitioners. 

C.  H.  Curl,  Esq.,  for  the  Commissioner. 

The  Commissioner  found  deficiencies  in  income  taxes  of  J.  A. 
Bentley  for  the  years  1917,  1918,  1919,  and  1920,  in  the  respective 
amounts  of  $24,586.31;  $109,184.94;  $10,488.44;  and  $17,819.54,  a  total 
of  $162,079.23;  and  of  E.  W.  Zimmerman  for  the  same  taxable  years, 
in  the  respective  amounts  of  $8,375.26;  $30,306.58;  $3,853  and 
$7,148.14,  a  total  of  $49,682.98.  The  issues  pleaded  by  the  taxpayers 
being  identical,  a  motion  to  consolidate  the  appeals  for  hearing  and 
decision  was  granted. 

The  issues  pleaded  in  behalf  of  the  taxpayers  are : 

(1)  The  Commissioner  erroneously  determined  a  taxable  net  in¬ 
come  of  the  Hotel  Bentley  Co.,  a  partnership,  in  1917,  in  the  amount 
of  $16,887.08,  and  added  to  the  gross  income  of  the  taxpayers  their 
respective  shares  of  such  distributive  income. 

(2)  The  Commissioner  refused  to  allow  the  taxpayers  to  deduct 
from  their  respective  gross  incomes,  in  their  income  returns  for  1917, 
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their  proportionate  shares  of  a  net  loss  in  the  amount  of  $142,588.69, 
which  the  Hotel  Bentley  Co.  is  alleged  to  have  sustained  in  that 
year. 

(3)  In  computing  the  net  income  of  the  Hotel  Bentley  Co.  for 
the  year  1918,  the  Commissioner  disallowed  as  a  deduction  from 
gross  income  the  amount  of  $317,998.86,  alleged  as  a  loss  sustained 
in  that  year  by  the  partnership  in  the  sale  of  all  its  assets  to  the 
Hotel  Bentley  Co.,  Inc. 

(4)  The  Commissioner  refused  to  allow  the  taxpayers  to  deduct 
from  their  respective  gross  incomes,  in  their  income-tax  returns  for 
1918,  their  proportionate  shares  of  a  net  loss  in  the  amount  of 
$295,307.49,  which  the  Hotel  Bentley  Co.  is  alleged  to  have  sustained 
in  that  year. 

At  the  hearing  the  Commissioner  amended  his  answers  to  the  tax¬ 
payers’  petitions,  denied  that  the  Hotel  Bentley  Co.  was  a  partner¬ 
ship  during  the  years  1917  and  1918,  or  at  any  other  time,  and 
asserted  that  it  was  in  fact  a  corporation  during  such  years.  The 
taxpayers  presented  no  evidence  to  support  their  allegations  that 
the  deficiencies  for  1920  were  erroneously  determined,  leaving  only 
the  years  1917,  1918,  and  1919  in  controversy. 

FINDINGS  OF  FACT. 

» 

On  or  about  January  1,  1907,  J.  A.  Bentley,  of  Alexandria,  La., 
and  E.  W.  Zimmerman,  of  Zimmerman,  La.,  partners  in  the  J.  A. 
Bentley  Lumber  Co.T  of  Alexandria,  decided  to  build  a  high  class 
hotel  at  Alexandria.  The  town  of  Alexandria,  in  Rapides  Parish, 
is  the  center  of  a  rich  lumber  district  and  at  that  time  had  a  popula¬ 
tion  of  about  11,000.  There  was  then  no  first  class  hotel  in  the  town. 
The  agreement  between  Bentley  and  Zimmerman  for  the  construction 
of  the  hotel  was  oral,  but  the  parties  agree  that  Bentley  was  to  have 
a  three-fourths  interest  and  Zimmerman  a  one-fourth  interest  there¬ 
in.  Pursuant  to  the  agreement,  Bentley  purchased  two  tracts  of 
real  estate  in  Alexandria  in  1907,  at  a  total  cost  of  $40,000.  The 
title  to  each  tract  was  taken  in  the  names  of  Bentley  and  Zimmerman. 

The  construction  of  the  hotel  was  begun  in  1907.  Bentley  had  first 
contemplated  building  a  hotel  with  100  rooms,  at  a  cost  of  not  to 
exceed  $300,000,  and  had  gone  ahead  with  plans  for  that  for  some 
time,  but  later  decided  upon  a  building  with  168  guest  rooms.  He 
thought  that  a  hotel  of  such  size  would  take  care  of  the  needs  of 
the  town  for  many  years  to  come,  and  that  there  was  little  likelihood 
that  such  a  hotel  would  be  superseded  by  a  larger  and  better  build¬ 
ing.  It  was  built  on  a  cost  plus  10  per  cent  basis.  It  was  built  of 
stone,  steel  reinforced  concrete,  and  brick,  and,  as  nearly  as  possible, 
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was  fireproof.  It  was  elaborately  built ;  the  lobby  is  unusually  large. 
The  furnishings  are  of  fine  quality  and  the  hotel  compares  favorably 
with  first  class  hotels  of  much  larger  cities.  The  total  cost  of  the 
land,  buildings  and  improvements  was  from  $650,000  to  $700,000. 
The  cost  was  paid  partly  by  Bentley  and  partly  by  Zimmerman. 
The  J.  A.  Bentley  Lumber  Co.,  in  which  Bentley  and  Zimmerman 
were  partners,  advanced  a  part  of  the  money  for  the  construction. 
The  amounts  thus  advanced  were  charged  to  Bentley’s  and  Zimmer¬ 
man’s  individual  accounts.  The  checks  drawn  by  Zimmerman,  by 
Bentley,  and  by  the  J.  A.  Bentley  Lumber  Co.  were  deposited  in 
the  First  National  Bank  of  Alexandria  in  the  name  of  the  Hotel 
Bentley.  Paul  Lisso,  an  officer  of  the  bank,  signed  the  checks  in 
payment  of  construction  costs  as  treasurer  of  the  Hotel  Bentley 
The  hotel  was  opened  for  business  on  or  about  April  1,  1908. 

Subsequent  to  the  completion  and  opening  of  the  hotel,  Bentley 
and  Zimmerman  contemplated  the  formation  of  a  corporation  to 
take  over  and  operate  the  property.  Articles  of  incorporation  were 
drawn  up  and  executed  in  the  office  of  Louis  J.  Hakenyos,  Bentley’s 
attorney,  and  duly  recorded  with  the  local  recorder  of  Rapides 
Parish  on  August  15,  1908.  The  name  of  the  corporation  is  desig¬ 
nated  in  the  articles  of  incorporation  as  Hotel  Bentley  Co.,  Ltd.  All 
of  the  formalities  of  incorporation  required  by  the  statutes  of  Loui¬ 
siana  were  complied  with,  except  that  a  copy  of  the  articles  of  in¬ 
corporation  was  not  filed  in  the  office  of  the  Secretary  of  State.  The 
charter  stated  that  the  capital  stock  of  the  corporation  shall  consist 
of  7,000  shares  of  a  par  value  of  $100  each,  of  which  4,666  were 
subscribed  for  by  J.  A.  Bentley,  2,333  by  E.  W.  Zimmerman,  and  1 
by  Paul  Lisso.  The  Hotel  Bentley  Co.,  Ltd.,  never  acquired  title 
to  the  real  estate  or  other  hotel  property  held  by  Bentley  and  Zim¬ 
merman.  No  stock  was  ever  issued  or  paid  for.  The  corporation 
never  operated  the  Hotel  Bentley  nor  did  it  at  any  time  have  any 
money  or  any  bank  account. 

At  the  request  of  the  Commissioner,  corporation  excise-tax  returns 
were  filed  for  the  hotel  for  the  years  1909  to  1912,  inclusive,  and 
corporation  income-tax  returns  were  filed  for  the  years  1913  to  1915, 
inclusive.  The  return  filed  for  the  year  1909  was  executed  by  J.  A. 
Bentley,  president,  and  by  Paul  Lisso,  treasurer.  Returns  for  sub¬ 
sequent  years  purport  to  have  been  signed  by  J.  A.  Bentley,  presi¬ 
dent,  by  one  Barnes,  the  manager  of  the  hotel,  who  was  authorized 
to  sign  Bentley’s  name  to  checks  in  connection  with  the  financial 
operations  of  the  hotel.  The  Rapides  Parish  tax  assessment  rolls 
show  that  taxes  for  the  years  1909  to  1913,  inclusive,  were  assessed 
against  Bentley  Hotel  Co.,  Ltd.  For  the  years  1914  to  1918,  in¬ 
clusive,  the  taxes  were  assessed  against  J.  A.  Bentley,  individually. 
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The  change  was  made  at  the  instance  of  Bentley,  who  advised  the 
assessor  that  the  taxes  should  be  assessed  against  him.  The  excise 
and  income-tax  returns  filed  for  Hotel  Bentley  Co.,  Ltd.,  for  the 
3'ears  1909  to  1915,  show  net  losses  as  follows : 


1909  _ $28,938.90 

1910  _ • _  23,  637.  44 

1911  _ 7,  560.  48 

1912  _  12,  527.  20 

1913  _ 14,  906.  85 

1914  _ 21,  790.  21 

1915  _ ; _  14,  318.  67 


123,  679.  84 

The  first  manager  of  the  hotel  resigned  in  1911  and  was  succeeded 
by  T.  L.  Barnes,  who  brought  with  him  one  George  Lawrence,  a 
bookkeeper.  Barnes  and  Lawrence  remained  as  manager  and  book¬ 
keeper,  respectively,  until  May  1,  1917.  Barnes  was  married  and  his 
wife  was  employed  as  housekeeper  of  the  hotel.  Throughout  the 
period  of  his  employment  Barnes  received  a  salary  o  f  $150  per 
month,  plus  room  and  board;  his  wife  received  $75  per  month,  plus 
room  and  board ;  and  Lawrence  received  $100  per  month,  plus  room 
and  board.  Barnes  was  given  a  free  hand  in  the  operation  of  the 
hotel  during  all  this  period.  At  stated  intervals  and  at  the  end  of 
each  year  Barnes  reported  to  Bentley,  who  from  the  date  of  the 
opening  of  the  hotel  occupied  a  suite  of  rooms  at  the  hotel,  the 
results  of  operation.  He  usually  informed  Bentley  that  the  hotel 
was  about  breaking  even,  although  several  times  he  called  upon 
Bentley  to  advance  money  for  the  payment  of  taxes  and  other  bills. 

In  April,  1917,  Bentley’s  suspicions  as  to  the  honesty  of  Barnes 
and  Lawrence  was  aroused  by  the  fact  that  representatives  of 
Armour  &  Company  and  Swift  &  Company  came  to  him  asking  him 
personally  to  guarantee  current  bills  for  supplies  furnished  the 
hotel.  They  had  been  unable  to  make  collections  in  regular  course 
and,  not  understanding  whether  Bentley  was  personally  responsible, 
approached  him  upon  the  subject.  At  about  the  same  time  he  also 
learned  of  the  extravagant  habits  of  Barnes,  and  at  the  suggestion 
of  a  business  associate  he  called  in  a  public  accountant  by  the  name  of 
Robinson  to  make  an  audit  of  the  books  of  account.  At  about  this 
time  Bentley  had  words  with  Lawrence,  who  suddenly  disappeared. 
As  soon  as  Robinson  was  called  in,  Barnes  destroyed  a  great  many 
vouchers  and  records  relating  to  the  finances  of  the  hotel.  After 
Robinson  had  made  a  preliminary  investigation  he  formed  the 
opinion  that  the  moneys  and  other  property  of  the  hotel  were  being 
embezzled.  A  few  days  after  the  investigation  was  begun,  and  after 
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he  had  been  informed  that  he  would  be  discharged  as  manager, 
Barnes  committed  suicide. 

The  accountant  completed  an  audit  from  the  inaccurate  and  incom¬ 
plete  records  which  he  could  obtain.  This  audit  showed,  among 
other  things,  that  the  hotel  had  operated  at  a  loss  from  January  1 
to  April  30,  in  1917,  the  estimated  amount  being  $14,933.33,  and  that 
the  total  deficit  resulting  from  operations  from  the  date  of  its  open¬ 
ing  to  April  30,  1917,  was  $164,036.93.  This  audit  report  is  dated 
June  22,  1917.  Employees  in  the  hotel  and  others  having  know¬ 
ledge  of  the  circumstances  told  the  auditor  of  considerable  waste 
and  misappropriation  of  the  hotel’s  supplies  and  liquors  by  Barnes 
and  Lawrence. 

Hotel  checks  made  by  Barnes  in  1917  for  payment  of  personal 
debts  were  found,  but  there  was  no  record  that  they  had  ever  been 
charged  to  his  personal  account.  The  following  is  a  list  of  these : 


Wolf  Shirt  Co.,  Kansas  City _  $650.  00 

Simon  Bros,  (hardware  merchants,  Alexandria,  La.) _  800.00 

Winberg's  Livery  Stable,  Alexandria,  La _  130. 00 

House  in  Olathe,  Kans _  6,  200.  00 

Conrad  Beauty  Parlor,  Alexandria,  La _  1,  000. 00 


Total _  8,780.00 


In  1917,  Barnes  sold  certain  billiard  tables  belonging  to  the  hotel 
for  $1,500  and  did  not  account  for  the  cash  in  the  hotel  receipts. 

Shortly  after  Barnes’  death  and  as  soon  as  Robinson’s  audit  was 
completed,  Bentley  and  Zimmerman  undertook  to  collect  from 
Barnes’  estate  any  amounts  they  could  lay  their  hands  on.  It  was  not 
clear,  however,  that  Lawrence  embezzled  anything.  The  assets  of 
Barnes’  estate  consisted  of  wearing  apparel,  jewelry  and  other  per¬ 
sonal  effects,  insurance  policies  payable  to  his  widow,  and  a  house  in 
Olathe,  Kans.,  valued  at  about  $5,000.  Barnes’  widow  offered  to  pay 
Bentley  and  Zimmerman  $5,010,  the  value  of  the  house  in  Olathe, 
which  they,  on  advice  of  counsel,  accepted  in  full  settlement  of  their 
claims  against  Barnes’  estate.  The  charge  made  by  Robinson  for  his 
services  in  auditing  the  books  was  $1,000. 

Robinson  opened  a  new  set  of  books  for  the  Hotel  Company  as  of 
May  1,  1917.  The  books  of  account  for  the  balance  of  the  calendar 
year  were  kept  under  his  direction.  He  made  an  audit  of  such  books 
shortly  after  the  close  of  the  year  1917,  and  in  his  report  to  the  part¬ 
nership,  dated  February  14,  1918,  he  reported  that  the  earnings  of 
the  hotel  for  the  last  eight  months  of  the  year  amounted  to  $17,- 
946.69.  In  this  audit  he  also  adjusted  the  estimated  operating  deficit 
for  the  first  four  months  of  the  year  1917  and  found  that  the  actual 
loss  for  such  period  was  $15,441.78.  He  computed  the  net  loss  of  the 
partnership  for  the  calendar  year  1917  as  follows: 
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Deficit  to  April  30,  1917 - 

Error  in  computing  such  deficit 
Audit  expense - 

From  Barnes’  estate _ 

Earnings  May  1  to  Dec.  31 - 


$164,  036.  93 
508.  45 
1,  000.  00 

-  $165,  545.  38 

5,  010.  00 
17,  946.  69 

-  22,  956.  69 


Net  loss  for  year _  142,  588. 69 

In  making  up  this  net  loss  the  accountant  assumed  that  approxi¬ 
mately  the  entire  amount  of  the  deficit  existing  at  April  30,  1917, 
was  attributable  to  the  defalcations  of  Barnes  and  Lawrence.  The 
taxpayers  have  allocated  all  the  defalcations  to  the  year  1917. 

Balance  sheets  set  up  by  Robinson  at  April  30,  1917,  and  December 
31,  1917,  read  as  follows : 


ASSETS. 

Cash _ 1 _ 

Accounts  receivable _ 

Storeroom  inventory - 

Wine  and  liquor  inventory _ 

Real  estate  and  building _ 

Furniture  and  fixtures _ 

Linen _ 

Glassware  and  crockery _ 

Silverware _ 

Licenses,  etc.,  prepaid _ 


Apr.  30,  1917. 

$350.  00 
35.  00 
_  1,  742. 12 

_  2,  935.  43 

_  540,454.44 
_  62,  545.  56 

_  8,  000. 00 

_  7,  000.  00 

_  7,  200.  00 

_  1,  270.  00 


Dec.  31,  1917. 
$11,  276.  22 
3,991.81 
3,  446.  27 
11,  212.  33 
540,  454.  44 
63,  874.  01 
8, 135.  45 
7,  024.  88 
7,  891.  46 


631,  532.  55 

657,  306.  87 

Loss  reserve  for  depreciation 

8,53^.33 

25,  599.  81 

622,  999.  22 

631,  707.  06 

Deficit 

164,  036.  93 

142,  588.  69 

787,  036. 15 

774,  295.  75 

LIABILITIES. 

$26,  744.  59  $11,  890.  53 
60,  000.  00  45,  000.  00 

1,  509. 17  2,  207.  65 

1,  625.  00  5,  054. 18 

71,  590.  72  84,  576.  72 

366.  67  366.  67 

468,  900.  00  468,  900.  00 
156,  300.  00  156,  300.  00 

787,  036. 15  774,  295.  75 

In  computing  the  income  of  the  hotel  for  the  year  1917  the  ac¬ 
countant  deducted  from  gross  income  $25,599.81  for  depreciation, 
which  amount  included  $15,000  for  depreciation  of  the  hotel  build¬ 
ing.  In  the  audit  of  the  taxpayers’  returns  for  1917  the  Commis- 


Accounts  payable _ 

Notes  payable - 

Payroll _ 

Reserve  for  taxes _ 

J.  A.  Bentley — personal _ 

E.  W.  Zimmerman — personal 

J.  A.  Bentley — capital _ 

E.  W.  Zimmerman — capital.  _ 
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sioner  disallowed  $4,990.91  of  the  depreciation  claimed  on  the  hotel 
building  in  computing  the  income  of  the  partnership. 

In  1918  it  was  suggested  to  Bentley  that  a  corporation  should  be 
organized  to  take  over  the  hotel ;  that  a  corporation  could  manage  the 
hotel  to  better  advantage,  and  that  the  stockholders  would  thereby 
be  saved  from  personal  losses.  Acting  upon  this  suggestion,  the 
charter  of  Hotel  Bentley  Co.,  Inc.,  was  drawn  up  and  executed  under 
date  of  December  31, 1918.  The  capital  stock  of  this  corporation  was 
fixed  at  $200,000.  The  charter  provided  that  capital  stock  might 
be  paid  up  in  property,  but  if  so  paid  up  the  property  should  be 
appraised.  For  this  purpose  an  appraisal  of  the  hotel  property  and 
other  assets  of  the  partnership  was  made.  Such  appraisal  was  made 
by  J.  A.  Bentley  and  P.  F.  Appel  under  date  of  January  1, 1919.  The 
assets  were  appraised  at  a  total  of  $250,000.  On  January  2,  1917, 
Bentley  and  Zimmerman  transferred  all  of  the  Hotel  Bentley  prop¬ 
erty  to  the  newly  organized  corporation,  in  accordance  with  the  oral 
agreement  entered  into  with  the  subscribers  at  the  date  the  articles 
of  incorporation  were  drawn  up.  The  charter  was  placed  on  record 
in  the  office  of  the  recorder  in  Rapides  Parish,  La.,  on  January  10, 
1919.  It  designates  J.  A.  Bentley  as  president,  E.  W.  Zimmerman 
as  vice  president,  and  P.  F.  Appel  as  secretary  and  treasurer.  The 
stock  of  the  new  corporation  was  subscribed  for  as  follows : 

Shares.  Amount. 


J.  A.  Bentley  of  Alexandria,  La _  1,  200  $120, 000 

E.  W.  Zimmerman  of  Alexandria,  La.  per  J.  A.  Bentley _  400  40,  000 

O.  G.  Zoder  of  Alexandria,  La _  20  2,  000 

H.  C.  Collier  of  Alexandria,  La _  20  2,  000 

H.  H.  Furby  of  Alexandria,  La _  50  5,000 

P.  F.  Appel  of  Alexandria,  La _  50  5,  000 

F.  M.  Friel  of  Alexandria,  La _  50  5, 000 

Gus  Gehr  of  Alexandria,  La _  50  5,  000 

H.  D.  Foote  of  Alexandria,  La _  50  5,  000 

W.  D.  Hill  of  Alexandria,  La _  50  5,  000 

L.  J.  Hackenyos  of  Alexandria,  La _  50  5,  000 

W.  O’Shee  of  Alexandria,  La _  10  1,  000 


The  subscribers  were  for  the  most  part  employees  of  the  hotel 
and  business  associates  of  Bentley  in  Alexandria.  None  of  the  stock 
was  paid  for  in  cash.  Certificates  of  stock  were  issued  to  the  sub¬ 
scribers  who  endorsed  them  in  blank  and  turned  them  over  to  Bent¬ 
ley,  together  with  interest-bearing  promissory  notes,  in  payment 
therefor.  The  certificates,  together  with  the  promissory  notes  at¬ 
tached  thereto,  were  held  by  Bentley.  None  of  these  notes  has  as 
yet  been  paid,  nor  has  any  interest  been  collected  on  them. 

The  fair  market  price  or  the  value  of  the  land  on  which  the 
Hotel  Bentley  was  located  on  March  1,  1913,  was  $40,000.  The 
original  cost  of  the  hotel  building  was  approximately  $600,000.  The 
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depreciated  cost  at  March  1,  1913,  was  $540,000.  The  depreciated 
cost  of  the  furniture,  fixtures  and  equipment  at  March  1,  1913,  was 
$52,000.  The  cost  of  reproduction  of  the  Hotel  Bentley  building 
on  the  same  date  was  approximately  $540,000. 

OPINION. 

Lansdon  :  In  his  amended  answers,  filed  at  the  hearing,  without 
objection  from  the  taxpayers,  the  Commissioner  denied  that  the 
Hotel  Bentley  was  owned  and  operated  during  the  years  1917  and 
1918  by  a  partnership  composed  of  J.  A.  Bentley  and  E.  W.  Zim¬ 
merman,  with  respective  interests  of  three-fourths  and  one  fourth 
therein,  and  alleged  that  such  hotel  was  erected,  owned  and  oper¬ 
ated  during  the  years  1917  and  1918  by  the  Hotel  Bentley  Co.,  Ltd., 
a  Louisiana  corporation  organized  in  1908.  The  issue  so  raised 
must  be  decided  before  any  consideration  of  the  other  matters  in 
controversy. 

The  record  discloses  that  the  charter  of  a  corporation  designated 
as  the  Hotel  Bentley  Co.,  Ltd.,  was  recorded  in  the  office  of  the 
recorder  of  the  Parish  of  Rapides,  State  of  Louisiana,  on  August  15, 
1908.  There  is  conclusive  evidence,  however,  that  such  corporation 
never  issued  any  stock:  never  acquired  the  property  known  as  the 
Hotel  Bentley  from  the  owners  thereof,  Bentley  and  Zimmerman; 
never  had  any  bank  account,  and  that  it  never  operated  the  Hotel 
Bentley  either  as  owner  or  lessee  of  such  property.  If  such  a  cor¬ 
poration  had  any  legal  existence  during  the  years  1917  and  1918,  it 
was  a  mere  shadow  without  substance  or  function.  The  corporation 
excise  and  income-tax  returns  for  the  years  1909  to  1915,  inclusive, 
made  in  the  name  of  the  Hotel  Bentley  Co.,  Ltd.,  were  without 
authority  or  legal  effect,  since  they  wTere  the  returns  of  a  corporation 
which  was  not  engaged  in  the  business  the  income  and  expenses  of 
which  they  purported  to  show.  The  gains  and  losses  of  the  Hotel 
Bentley,  with  which  we  are  concerned  here,  were  not  the  gains  and 
losses  of  the  shadow  corporation  which  never  issued  any  stock, 
acquired  any  property  or  at  any  time  operated  this  hotel.  We  are 
fully  persuaded  that  all  such  gains  or  losses  were  the  gains  or  losses 
of  the  partnership  composed  of  Bentley  and  Zimmerman. 

The  second  issue  presented  for  our  consideration  is  the  determina¬ 
tion  of  the  true  tax  liability  of  these  taxpayers,  resulting  from  the 
operation  of  the  Hotel  Bentley  during  the  year  1917.  The  taxpayers 
aver  that  the  hotel  was  operated  during  such  year  at  a  loss  of 
$142,588.69,  and  in  their  income-tax  returns  each  of  them  deducted  his 
proportionate  share  of  such  alleged  loss  from  his  gross  income  for 
that  year.  The  Commissioner  disallowed  these  deductions,  held  that 
the  partnership  realized  a  net  income  in  the  amount  of  $16,887.08, 
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and  added  three-fourths  and  one-fourth  of  such  amount  to  the 
respective  gross  incomes  of  Bentley  and  Zimmerman. 

Some  time  in  1911,  Bentley,  presumably  with  the  consent  of  Zim¬ 
merman,  employed  one  T.  L.  Barnes  as  manager  of  the  hotel.  In 
April,  1917,  Bentley  became  suspicious  of  the  integrity  of  Barnes 
and  employed  a  certified  public  accountant  to  audit  the  accounts  and 
books  of  the  hotel  and  to  make  a  report  of  the  result  of  such  audit. 
The  accountant  discovered  gross  discrepancies  between  the  cash 
collections  reflected  in  the  books  of  the  various  cashiers  and  the 
record  of  such  collections  in  the  regular. books  of  account  kept  by  one 
Lawrence  under  the  direction  of  Barnes.  He  also  found  that  many 
of  the  earlier  books  and  records  relating  to  the  hotel  had  been  lost 
or  destroyed,  and  that  many  of  the  vouchers  and  invoices  relating 
to  the  business  of  the  hotel  for  the  time  immediately  preceding  the 
audit  had  been  destroyed  by  Barnes. 

From  all  the  data  available  the  auditor  reached  the  conclusion 
that  the  hotel  should  have  been  operated  at  a  profit  and  that  Barnes 
and  Lawrence,  in  collusion  with  each  other,  had  embezzled  hotel 
funds  and  property  in  the  amount  of  at  least  $175,000.  The  report 
of  the  auditor  dated  June  22,  1917,  showed  an  operating  deficit 
from  the  opening  of  the  hotel  in  1908  to  April  30,  1917,  in  the  amount 
of  $164,036.93,  of  which  $14,983.33  was  ascribed  to  the  period  from 
January  1  to  April  30,  1917.  At  the  close  of  the  year  1917  the  same 
accountant  made  an  audit  covering  operations  from  April  30  to 
December  31,  1917,  and  reported  net  operating  earnings  for  that 
period  in  the  amount  of  $17,946.69.  He  then  made  some  minor  ad¬ 
justments,  assembled  the  results  of  his  audits  and  determined  that 
the  net  operating  deficit  at  that  date  was  $142,588.69. 

Upon  the  theory  that  the  entire  operating  deficit  resulted  from 
the  alleged  peculations  of  Barnes  and  Lawrence  and  was  a  loss 
sustained  in  1917  because  it  was  ascertained  in  that  year,  the  tax¬ 
payers  deducted  proportionate  parts  of  such  deficit  from  their  respec¬ 
tive  gross  incomes  in  their  income-tax  returns  for  such  year  as 
losses  sustained  during  the  year.  The  Commissioner  disallowed  all 
the  alleged  loss  from  defalcation,  except  the  amounts  proved  to  have 
been  embezzled  wdthin  the  taxable  year,  disallowed  part  of  the  depre¬ 
ciation  taken  on  the  building,  and  determined  a  net  income  for  the 
Hotel  Bentley  for  the  year  1917  in  the  amount  of  $16,887.08. 

The  taxpayers  have  not  convinced  us  that  the  entire  amount  of 
$142,588.69  is  a  deductible  loss  of  the  Hotel  Bentley  for  1917.  There 
is  no  conclusive  evidence  that  the  entire  deficit  resulted  from  the 
peculations  of  Barnes  and  Lawrence.  On  the  other  hand,  there  is 
proof  that  the  hotel  lost  much  money  before  Barnes  was  employed, 
and  there  is  good  reason  to  believe  that  it  was  not  meeting  its  oper¬ 
ating  expenses  during  the  earlier  years  of  such  employment.  In  any 
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event  it  is  not  enough  for  the  taxpayers’  purpose  in  this  proceeding 
to  prove  that  the  entire  deficit  resulted  from  the  alleged  embezzle¬ 
ment.  In  order  to  sustain  their  claim  for  deductions  on  this  account 
they  must  show  in  what  years  and  in  what  amounts  their  property 
was  embezzled.  This  they  have  not  done  except  as  to  the  compara¬ 
tively  small  amounts  traced  to  Barnes  in  1917  and  in  part  recouped 
by  a  payment  of  $5,000  by  Mrs.  Barnes  after  the  death  of  her 
husband.  In  the  case  of  United  States  v.  Cleveland ,  Cincinnati , 
Chicago  dc  St.  Louis  By.  Co .,  U.  S.  Dist.  Ct.,  So.  Dist.  Ohio,  Febru¬ 
ary  23,  1916  (not  reported)  the  court  said: 

The  time  of  the  discovery  of  a  loss  bears  no  relation  to  the  loss  sustained. 
The  loss  was  sustained  when  the  theft  occurred,  although  the  defendant  did 
not  know  at  the  time  of  the  depletion  of  its  assets.  As  each  embezzlement 
occurred,  the  defendant  was  poorer  to  the  extent  of  it.  It  then  sustained  a 
loss. 

Inasmuch  as  the  proved  defalcations  are  included  in  the  operating 
deficit  of  the  hotel  for  the  period  from  January  1,  1917,  to  April  30, 

1917,  they  require  no  separate  consideration  in  computing  the  net 
income  of  the  taxpayers  for  the  year  1917.  The  evidence  shows  that 
from  January  1  to  May  1,  1917,  the  estimated  operating  deficit  of 
the  Hotel  Bentley  was  $14,933.33  and  that  the  actual  deficit  for 
that  period  was  later  ascertained  to  have  been  $15,441.78.  The  net 
operating  earnings  as  reflected  by  the  books  and  reported  bj^  the 
auditor  for  the  period  from  May  1  to  December  31,  1917,  was 
$17,946.69.  It  is  obvious,  therefore,  that  the  net  income  of  the  hotel 
for  the  year  1917,  which  is  the  taxable  period,  was  $2,504.91,  unless 
errors  in  the  computations  of  the  petitioners  are  established.  In 
computing  the  net  income  of  the  hotel  for  1917,  a  deduction  on 
account  of  depreciation  of  the  building  was  taken  in  the  amount  of 
$15,000.  The  Commissioner  disallowed  this  in  part  and  allowed 
depreciation  at  the  rate  of  2  per  cent.  We  are  of  the  opinion  that 
%y2  per  cent  should  be  allowed  on  a  valuation  of  $540,000  at  March 
1,  1913. 

The  third  issue  for  our  consideration  is  whether  the  partnership 
sold  the  assets  of  the  Hotel  Bentley  Company,  on  December  31, 

1918,  or  at  some  date  in  the  year  1919.  The  taxpayers  contend  that 
all  the  material  steps  in  this  transaction  were  taken  in  1918  and 
that  the  partnership,  by  virtue  of  an  oral  agreement  to  form  a 
corporation  and  convey  the  hotel  assets  thereto  when  formed,  parted 
with  the  beneficial  title  to  such  property  at  the  date  of  the  agreement 
to  incorporate  and  from  that  time  became  a  trustee  for  the  stock¬ 
holders  of  the  proposed  corporation,  even  though  its  legal  ownership 
continued  until  the  date  of  the  actual  transfer  by  deed.  The  evi¬ 
dence  that  any  agreement  to  transfer  the  assets  was  entered  into  in 
1918  is  not  convincing.  If  there  was  such  an  agreement,  it  was  oral 
and  we  are  not  fully  informed  as  to  its  terms.  It  is  true  that  the 
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charter  of  the  Hotel  Bentley  was  executed  December  31,  1918,  but 
the  assets  to  be  exchanged  for  stock  were  not  appraised  as  the  law 
of  Louisiana  requires  until  January  1,  1919,  and  the  deed  transfer¬ 
ring  the  assets  was  not  executed  until  January  2,  1919,  on  which 
date  such  assets  were  formerly  proffered  to  the  corporation  and 
formally  taken  over  by  appropriate  corporate  action,  as  disclosed 
by  the  official  minutes  of  the  Hotel  Bentley  Co.,  Inc. 

In  support  of  their  contention  the  taxpayers  cite  African  M.  E . 
Church  v.  Conover ,  27  N.  J.  Eq.  157,  wherein  the  court  holds : 

Where  a  purchase  [of  land]  is  made  by  several  persons  representing  a  volun¬ 
tary  association  *  *  *  for  the  common  benefit  of  all  the  persons  composing 

the  association,  and  the  purchase  money  is  paid,  and  possession  of  the  land 
given,  equity  raises  a  promise  by  the  vendor  to  make  a  title,  either  to  the 
persons  making  the  payment,  or  to  the  corporation,  if  one  be  created. 

In  such  case,  the  vendor,  as  to  the  title,  becomes  a  trustee  for  the  purchasers ; 
and  they  being  the  mere  agents  of  the  voluntary  association,  the  moment  the 
association  is  incorporated,  it  has  a  right  to  a  conveyance  from  the  vendor. 

We  are  not  convinced  that  the  authority  relied  on  by  the  taxpayers 
sustains  their  contention.  The  facts  are  easily  distinguished.  Our 
question  is  whether  these  taxpayers  sold  their  property  to  the  Hotel 
Bentley  Co.,  Inc.,  in  1918,  or,  by  their  agreement  to  form  a  corpora¬ 
tion  and  their  execution  of  the  charter  of  the  proposed  corporation, 
so  obligated  themselves  that  from  the  date  of  such  agreement  and 
execution  they  ceased  to  be,  and  the  corporation  became,  the  benefical 
owner  of  the  property.  Inasmuch  as  the  proposed  incorporation  was 
not  concluded  in  1918,  and  no  offer  of  sale  was  made  in  that  year, 
we  are  of  the  opinion  that  the  sale  of  the  property  to  the  Hotel 
Bentley  Co.,  Inc.,  was  made  in  1919  and  that  such  sale  does  not  affect 
the  tax  liability  of  the  taxpayers  for  1918. 

The  only  remaining  question  relating  to  the  deficiencies  asserted 
for  1918  is  the  correct  rate  of  depreciation  of  the  hotel  building, 
which  we  have  held  as  to  1917  should  be  2 y2  per  cent  on  a  basic  value 
of  $540,000.  The  income  of  the  taxpayers  for  1918  should  also  have 
the  benefit  of  the  increased  rate  of  depreciation  which  we  have 
allowed. 

We  must  now  determine  the  gain  or  loss  resulting  to  the  partner¬ 
ship  from  its  sale  of  its  hotel  assets  to  the  corporation  in  1919.  For 
such  assets  the  corporation  issued  its  stock  of  the  par  value  of 
$200,000  and  assumed  liabilities  of  the  partnership  in  the  amount,  of 
$89,955.44.  The  taxpayers  contend  that  the  fair  market  value  of 
the  stock  received  was  not  in  excess  of  $289,955.44.  It  is  in  evidence 
that,  at  or  about  the  date  of  the  transfer,  shares  of  stock  were  sold 
at  par  in  the  amount  of  $40,000,  that  a  profitable  department  of  the 
hotel’s  business  had  just  been  abandoned  on  account  of  Federal  pro¬ 
hibition,  and  that  except  during  the  war  there  had  been  small 
profits,  if  any,  from  the  operation  of  the  property.  We  are  con¬ 
vinced  that  $289,955.44  was  the  fair  market  value  of  the  stock  re- 
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ceived  for  the  hotel  property  at  the  date  of  its  transfer  to  the 
corporation. 

The  partnership  received  $289,955.44  for  its  assets  after  January 
1,  1919.  Did  it  sustain  a  loss  or  realize  a  profit?  To  answer  this 
question  the  law  requires  us  in  the  case  of  property  acquired  prior 
to  March  1,  1913,  to  determine  the  fair  market  price  or  value  of  the 
assets  at  that  date.  In  this  case,  the  market  price  can  not  be  deter¬ 
mined  from  any  offers  or  sales.  We  must  therefore  resort  to  some 
other  method  for  determining  its  fair  market  value  at  the  basic  date. 

There  are  two  elements  of  the  composite  value  of  the  hotel  prop¬ 
erty  at  March  1,  1913,  that  are  not  in  dispute.  The  site  cost  $40,000 
in  1908  and  was  not  less  valuable  in  1913.  The  hotel  equipment  cost 
$75,000  and  there  is  ample  evidence  that  this  value  was  maintained, 
less  an  annual  depreciation  of  10  per  cent,  and  that  it  had  a  fair 
market  value  of  $52,000  at  March  1,  1913. 

We  have  found  that  the  depreciated  cost  of  the  building  at  March 
1,  was  $540,000.  The  taxpayers  contend  that  in  the  absence  of  an 
established  market  price  the  depreciated  cost  represents  the  fair  mar¬ 
ket  value.  With  this  contention  we  can  not  agree.  It  is  in  evidence 
that  when  constructed  the  Hotel  Bentley  was  in  advance  of  the  needs 
of  the  town  and  that  with  due  consideration  for  the  losses  that  may 
have  resulted  from  embezzlements  it  had  not  been  operated  at  a  profit 
prior  to  the  basic  date.  Admitting  these  adverse  conditions,  we 
believe  that  this  building  had  a  very  substantial  value  at  March  1, 
1913.  Alexandria  was  and  is  a  rapidly  growing  city,  situated  in  the 
heart  of  a  rich  lumbering  and  farming  district.  '  The  Bentley 
was  the  only  good  hotel  in  the  city  or  in  that  immediate  ter¬ 
ritory.  At  March  1,  1913,  there  was  no  reason  to  believe 
that  the  property  would  not  soon  become  profitable.  The 
evidence  convinces  us  that  from  such  date  it  might  have  been 
operated  at  a  profit  but  for  the  peculations  of  Barnes  and 
Lawrence.  To  sustain  their  contentions  of  value  the  taxpayers  in¬ 
troduced  opinion  evidence  by  many  witnesses  qualified  to  pass  on 
the  value  of  such  property.  These  witnesses  testified  to  reproductive 
values  of  the  property  at  March  1,  1913,  ranging  from  $550,000  to 
$650,000.  It  is  our  opinion  that  the  fair  market  value  of  the  hotel 
building  at  March  1,  1913,  was  $450,000;  of  the  land,  $40,000;  and 
of  the  furniture  and  equipment,  $52,000,  or  a  total  of  $542,000,  and 
this  amount  should  be  used  as  the  basis  for  determining  the  loss 
sustained  by  the  partnership  when  it  sold  the  property  to  the  cor¬ 
poration  in  1919.  It  follows  therefore  that  each  of  the  taxpayers 
is  entitled  to  deduct  his  proportionate  share  of  the  loss  so  sustained 
and  computed  from  his  gross  income  for  1919. 

Judgment  will  be  entered  on  15  days ’  notice , 
under  Rule  50. 
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Julia  Anna  Schroth,  Executrix,  Estate  of  Joseph  Schroth, 
Petitioner,  v.  Commissioner  of  Internal  Revenue,  Re¬ 
spondent. 


Docket  No.  3914.  Decided  October  30,  1926. 

Valuation  of  bank  stock  for  estate  tax. — In  valuing  the  stock 
of  a  bank  which  is  closely  held  and  of  which  few  sales  have  ever 
occurred,  consideration  must  be  given  not  only  to  the  earnings  of 
the  bank  but  also  to  the  established  dividend  rates  and  the  book  or 
liquidation  value  of  the  bank’s  assets. 

Roy  Massena ,  Esq.,  for  the  petitioner. 

L.  0.  Mitchell ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
estate  tax  of  the  estate  of  Joseph  Schroth,  deceased,  in  the  amount  of 
$911.74. 

The  petitioner  alleges  that  the  Commissioner  erred  in  valuing  cer¬ 
tain  stock  at  $300  per  share  at  the  time  of  decedent’s  death,  instead 
of  $175  as  valued  by  the  estate. 

FINDINGS  OF  FACT. 

Julia  Anna  Schroth,  residing  at  Rlue  Island,  Ill.,  is  the  executrix 
of  the  estate  of  Joseph  Schroth,  deceased. 

Joseph  Schroth  died  on  November  27,  1923.  At  the  time  of  his 
death  he  owned  180  shares  of  the  capital  stock  of  the  Commercial 
Bank  of  Blue  Island,  now  known  as  the  First  National  Bank  of  Blue 
Island. 

The  book  value  of  the  said  stock  on  November  27,  1923,  was  $189 
per  share.  The  stock  of  this  bank  has  always  been  held  by  very  few 
persons,  chiefty  by  its  active  officers,  and  there  have  been  but  few 
sales.  In  1916  there  was  a  sale  of  some  of  the  stock  at  $175  per 
share.  At  that  time  the  dividend  rate  was  16  per  cent.  The  book 
value  is  not  shown  by  the  record.  On  or  about  March  5,  1918,  there 
was  a  sale  of  10  shares  at  $250  per  share.  On  July  1,  following  this 
sale,  the  outstanding  capital  stock  was  $100,000  and  the  surplus  and 
undivided  profits  were  $110,311.76.  The  dividend  rate  for  1918  is 
not  shown  in  the  record.  The  rate  for  1917  was  16  per  cent,  and  the 
rate  for  1919  was  20  per  cent.  The  net  earnings  of  the  bank  for  the 
five  years  1919  to  1923,  inclusive,  are  in  an  unbroken  ascending  scale, 
and  for  the  five  years  average  $60,647.26.  The  dividend  rate  for  1920, 
1921,  and  1922,  upon  an  outstanding  capital  of  $100,000,  was  24  per 
cent.  In  January,  1923,  $100,000  of  undivided  profits  was  trans¬ 
ferred  to  capital  account  and  distributed  to  the  then  stockholders  as 
a  stock  dividend.  The  dividend  paid  during  1923  upon  the  $200,000 
of  outstanding  stock  was  15  per  cent. 
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At  the  time  of  the  decedent’s  death  the  bank’s  condition  was  thor¬ 
oughly  sound,  both  in  respect  to  its  assets  and  its  management.  The 
executrix  valued  the  decedent’s  stock  at  $175  per  share.  The  Com¬ 
missioner  valued  it  at  $300  per  share. 

OPINION. 

« 

Trussell:  The  Internal  Revenue  Bureau’s  Estate  Tax  Regula¬ 
tions  No.  68,  article  13,  respecting  the  valuation  of  stocks  and  bonds, 
provides : 

Stock  in  a  close  corporation  should  be  valued  upon  the  basis  of  the  com¬ 
pany’s  net  worth,  earning  and  dividend-paying  capacity,  and  all  other  factors 
having  a  bearing  upon  the  value  of  the  stock. 

While  this  exact  language  was  not  contained  in  the  Bureau  regula¬ 
tions  issued  under  the  Revenue  Act  of  1921,  it  appears  to  us  that 
this  provision  expresses  the  latest  and  the  best  judgment  of  the 
Treasury  Department  respecting  the  valuation  of  stocks  and  other 
securities,  under  conditions  similar  to  those  existing  in  the  instant 
case,  and  we  believe  that  this  regulation  is  substantially  fair  and 
just.  This  regulation  means  that,  in  valuing  stocks  under  the  condi¬ 
tions  prevailing  in  this  case,  consideration  must  be  given  to  all  of 
the  elements  mentioned  and  not  to  any  one  of  them  exclusive  of  the 
others.  Boyd  v.  Heiner ,  5  Am.  Fed.  Tax  Rep.  6069.  The  Com¬ 
missioner’s  deficiency  letter  indicates  that  he  fixed  the  value  of  the 
decedent’s  stock  on  the  basis  of  the  earning  capacity  only,  ignoring 
the.  dividend  payments  and  the  book  value  or  net  worth  of  the 
stock.  We  are  therefore  unable  to  agree  with  his  valuation. 

The  figures  of  net  worth  or  book  value,  taken  alone,  would  produce 
a  valuation  of  $189.  Considering  the  dividend  rates  of  1923  of  15 
per  cent,  it  may  be  observed  that,  if  a  dividend  rate  of  8  per  cent 
would  establish  a  par  value  of  stock,  a  dividend  rate  of  15  per  cent 
would  establish  a  value  of  $187.50.  Referring  to  the  sale  of  March 
5,  1918,  it  will  be  found  that  at  or  near  the  time  of  this  sale  the 
dividend  rate  of  16  per  cent  might  be  taken  as  establishing  a  value 
for  the  stock  of  $200,  while  the  net  worth  would  produce  a  value  of 
$210,  and  the  purchaser  paid  $250.  The  purchaser  paid  an  amount 
equivalent  to  25/21  of  the  book  value.  This  ratio  applied  to  the  book 
value  of  1923  would  produce  a  selling  value  of  $225  per  share,  and 
we  therefore  have  found  that  the  decedent’s  180  shares  of  stock  in 
the  Commercial  Bank  of  Blue  Island  had  a  value,  at  the  date  of  his 
death,  of  $225  per  share. 

Order  of  redetermination  in  accordance  with 
the  foregoing  findings  of  fact  and  opinion  will 
he  entered  on  15  days ’  notice ,  under  Rule  50. 
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Humble  &  Gulf  Coast  Oil  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  1078.  Decided  October  30,  1926. 

1.  Proof  relative  to  certain  deductions  for  losses  claimed  by 
the  petitioner  and  disallowed  by  the  Commissioner,  considered 
and  held  insufficient  to  establish  error. 

2.  Proof  relative  to  an  alleged  error  in  the  computation  of 
invested  capital  held  insufficient  to  establish  error. 

J.  E .  Niday ,  Esq .,  for  the  petitioner. 

John  D.  Foley ,  Esq.,  for  the  respondent. 

In  this  proceeding  the  petitioner  seeks  a  redetermination  of  a 
deficiency  in  income  and  profits  taxes  for  the  year  1920  in  the  sum 
of  $2,688.97.  The  errors  alleged  are,  first,  the  disallowance  as  de¬ 
ductions  of  certain  alleged  losses;  and,  second,  the  failure  to  allow 
the  excess  profits  credit  in  the  computation  of  invested  capital. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  trust  association  acting  under  a  declaration  of 
trust  made  pursuant  to  the  laws  of  the  State  of  Texas  and  filed  in 
Harrison  County  of  that  State. 

On  its  income  and  profits-tax  return  for  the  year  in  question,  the 
petitioner  claimed,  among  others,  the  following  losses,  all  of  which 
were  disallowed : 

(1)  $7,000  paid  for  Hardin  lease  of  two  acres,  Burkburnett  townsite. 

(2)  $107,000  loss  on  sale  of  Kansas  leases. 

(3)  $30,118.22  loss  on  equipment. 

(4)  $540  loss  due  to  personal  injuries  to  workman. 

(5)  $70,075.13  development  and  promotion  expense. 

On  January  24,  1919,  Hardin  and  his  wife,  in  consideration  of 
$7,000  paid  on  the  execution  of  the  lease,  leased  to  the  petitioner  cer¬ 
tain  property  for  a  term  of  five  years.  The  rental  stipulated  was 
one-eighth  of  the  oil  produced  and  saved,  and  a  monthly  cash  pay¬ 
ment  out  of  the  proceeds  of  the  sale  of  gas  and  casing-head  gas.  It 
was  provided  that  the  lease  should  terminate  if  drilling  was  not  com¬ 
menced  on  the  land  on  or  before  May  24,  1919,  unless  the  lessee  on 
or  before  that  date  paid  the  lessors  the  sum  of  $1,000.  Upon  such 
payment,  the  period  within  which  a  well  should  be  drilled  was  ex¬ 
tended  four  months.  At  the  end  of  such  four-month  period  the 
drilling  might  again  be  similarly  deferred  upon  the  payment  of 
$1,000,  and  so  on  until  the  expiration  of  the  term.  It  was  further 
provided  that,  if  the  first  well  drilled  proved  to  be  a  dry  hole,  a 
second  well  should  be  commenced  within  twelve  months  from  the 
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expiration  of  the  last  rental  period  for  which  the  rental  had  been 
paid,  unless  before  the  expiration  of  such  twelve-month  period  the 
rental  payments  had  been  resumed. 

The  petitioner  drilled  a  well  in  1919  which  proved  to  be  a  dry 
hole.  The  record  is  silent  as  to  rental  payments  subsequent  to  the 
drilling  of  such  well  and  as  to  a  declaration  of  forfeiture  or 
abandonment. 

In  the  year  1918  the  petitioner  purchased  certain  leases  covering 
969  acres  of  land  in  Neosho  County,  Kansas.  Upon  the  land  so  leased 
were  nine  or  ten  producing  oil  wells.  The  leases  were  sold  in  the 
year  1919.  Neither  the  purchase  nor  the  selling  price  of  the  leases 
is  in  evidence. 

The  petitioner  owns  an  oil  well  in  the  Burkburnett  oil  field.  On 
this  property  were  numerous  items  of  personal  property,  such  as  a 
derrick,  tanks,  etc.,  all  of  which  were  destroyed  by  fire.  The  record 
does  not  disclose  the  year  of  the  fire,  the  cost  of  the  property 
destroyed,  nor  the  insurance  or  salvage,  if  any. 

In  1919  one  of  the  employees  was  injured  and  in  1920  the  matter 
was  adjusted  by  a  payment  to  him  of  $540.  The  Commissioner 
denied  the  deduction,  apparently  upon  the  theory  that  the  petitioner 
kept  its  books  upon  the  accrual  basis.  There  is  nothing  in  the  evi¬ 
dence  to  indicate  whether  its  books  were  kept  upon  the  cash  or  the 
accrual  basis. 

OPINION. 

Green  :  The  first  assignment  of  error  relates  to  the  disallowance 
of  five  deductions  claimed  by  the  petitioner  in  its  return. 

The  first  deduction  in  controversy  is  an  alleged  loss  resulting  from 
the  Hardin  lease.  It  is  obvious  from  an  examination  of  the  lease 
that  the  petitioner  herein  might,  upon  the  making  of  certain  pay¬ 
ments  specified  therein,  remain  in  possession  during  the  full  term 
of  the  lease.  As  was  set  forth  in  the  findings  of  fact,  there  is  no 
evidence  as  to  the  rental  payments  or  as  to  a  declaration  of  forfeiture 
or  abandonment.  We  can  not  tell  from  the  records  whether  the 
lessee’s  rights  were  ever  terminated,  and,  consequently,  we  must 
hold  that  there  was  no  loss  in  the  year  1920. 

The  second  deduction  in  controversy  is  an  alleged  loss  on  the 
Kansas  leases.  The  petitioner,  while  admitting  that  the  loss  was 
sustained  in  1919,  contends  that  because  it  failed  to  deduct  it  in  that 
year  that  it  is  entitled  to  deduct  it  in  1920.  There  is  no  provision 
of  the  statute  under  which  such  a  shifting  of  losses  is  permissible, 

and,  consequently,  we  must  approve  the  action  of  the  Commissioner 
as  to  this  loss. 
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The  third  deduction  in  controversy  is  an  alleged  loss  on  equipment 
destroyed  by  fire.  The  petitioner  has  failed  to  prove  the  cost  of 
the  property  destroyed,  the  insurance  or  salvage,  if  any,  and  the  year 
in  which  the  fire  occurred.  Under  such  a  state  of  proof,  we  must 
affirm  the  Commissioner. 

The  fourth  deduction  in  controversy  is  a  loss  due  to  personal 
injuries  to  an  employee.  In  the  disallowance  of  this  we  believe  the 
Commissioner  was  in  error.  So  far  as  the  evidence  discloses  there 
was  nothing  to  accrue  in  the  year  1919,  and,  consequently,  having" 
paid  the  loss  in  1920,  the  petitioner  is  entitled  to  a  deduction  for  the 
amount  thereof  in  that  year,  regardless  of  whether  it  was  on  a  cash 
or  on  an  accrual  basis. 

The  petitioner  abandoned  its  deduction  as  to  the  expenditure  of 
$70,075.13  which  it  claims  the  right  to  deduct  as  development  and 
promotion  expense. 

The  second  assignment  of  error  relates  to  the  computation  of 
invested  capital.  It  is  contended  that  the  proposed  excess  profits  tax 
of  $1,849.26  can  not  be  correct,  since  the  net  income  was  determined 
by  the  Commissioner  to  be  $12,246.31.  This  contention  is  apparently 
based  upon  the  misapprehension  that  the  excess-profits  credit  is 
computed  by  taking  8  per  cent  of  the  outstanding  capital  stock. 
Such  is  not  the  law.  Section  301(b)  of  the  Revenue  Act  of  1918 
requires  the  tax  in  the  first  bracket  to  be  20  per  centum  of  the 
amount  of  the  net  income  in  excess  of  the  excess-profits  credit. 
Section  312  of  the  same  Act  provides  that  such  credit  shall  consist 
of  a  specific  exemption  of  $3,000  plus  an  amount  equal  to  8  per  cent 
of  the  invested  capital. 

The  record  is  wholly  silent  as  to  the  invested  capital  of  the 
petitioner.  We  do  not  know  what  was  claimed  or  what  was  allowed. 
It  is  apparent  that  the  Commissioner  did  not  allow  an  invested 
capital  equal  to  the  par  value  of  the  outstanding  capital  stock,  but 
there  is  nothing  to  indicate  that  his  determination  in  this  regard  was 
erroneous. 

Judgment  will  be  entered  after  15  days 
notice ,  under  Rule  50. 

Phillips,  dissenting :  I  dissent  so  far  as  a  deduction  is  allowed  in 
1920  for  an  amount  paid  in  that  year  to  an  employee  for  injuries 
sustained  by  him  in  1919.  It  is  the  intention  of  the  statute  to  tax 
the  true  earnings  of  each  year  as  income  for  that  year.  Neces¬ 
sarily,  this  involves  the  deduction  within  the  year  of  any  expense 
connected  with  the  production  of  the  income  of  that  year.  It  can 
not  be  logically  contended  that  the  amount  paid  in  1920  in  settlement. 
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for  injuries  to  an  employee  in  1919  has  any  relationship  to  the  earn¬ 
ings  for  1920,  for  the  liability  existed  regardless  of  whether  or  not 
the  company  operated  in  1920.  If  deducted  in  1920,  the  true  income 
is  distorted  to  that  extent.  In  these  circumstances,  it  is  my  opinion 
that  the  amount  paid  was  properly  chargeable  against  1919  income 
and  was  a  deduction  in  computing  the  net  income  of  that  year. 
United  States  v.  Anderson ,  269  U.  S.  422;  46  Sup.  Ct.  131;  5  Am. 
Fed.  Tax  Rep.  5674. 

Although  it  may  be  doubted  whether  there  is  any  method  by  which 
net  income  from  the  operation  of  a  business  may  be  computed  to  the 
last  cent,  the  statute  lays  down  a  rule  by  which  taxpayers  are  to  com¬ 
pute  net  income  and  should  be  so  interpreted  as  to  reflect  the  true 
net  income  as  accurately  as  may  be.  This  statute  provides  for  nu¬ 
merous  deductions  from  the  gross  income  of  a  trade  or  business, 
among  which  are  (1)  all  the  ordinary  and  necessary  expenses  paid 
or  incurred  during  the  taxable  year,  (2)  losses  sustained  in  the  tax¬ 
able  year  and  not  compensated  for  by  insurance  or  otherwise.  The 
first  of  these  deductions  is  general  in  its  terms  and  the  second  specific. 
Under  familiar  rules  of  statutory  interpretation,  losses  would  be 
governed  by  the  second  provision,  not  by  the  first,  and  if,  as  the  pre¬ 
vailing  opinion  indicates,  the  deduction  is  to  be  taken  as  a  loss,  it 
must  be  taken  in  the  year  in  which  sustained,  regardless  of  the  year 
in  which  it  may  have  accrued  or  been  paid.  Martin  Veneer  Co.  v. 

■ Commissioner ,  5  B.  T.  A.  207. 

The  prevailing  decision  can  only  be  justified  upon  the  ground  that 
the  deduction  claimed  can  not  be  classified  as  a  loss,  but  must  be 
treated  as  an  ordinary  and  necessary  business  expense  which  is  de¬ 
ductible  when  paid  or  incurred.  If  it  should  be  so  regarded,  I  can 
not  consider  this  payment  as  more  than  the  adjustment  of  a  liability 
incurred  in  1919,  in  which  year  the  casualty  occurred  and  the  lia¬ 
bility  to  compensate  the  employee  arose.  All  that  happened  in 
1920  was  the  determination  and  measurement  of  the  previously 
existing  liability.  No  new  liability  was  incurred  in  that  year. 

It  may  be  said  that  this  presents  a  difficulty  in  administration, 
since  the  income  can  not  be  accurately  determined  at  the  end  of  the 
year:  This  is  not  unusual;  witness  the  fact  that  the  courts  and  this 
Board  are  constantly  called  upon  at  the  present  time  to  determine 
the  correct  income  of  periods  ten  years  and  more  in  the  past.  IVe 
might  even  be  permitted  the  thought  that  this  was  one  of  the  reasons 
for  the  provisions  in  the  various  taxing  statutes  allowing  several 
years  in  which  the  Commissioner  may  make  additional  assessments 
and  taxpayers  may  file  claims  for  refund. 
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Appeals  of  Northeastern  Oil  &  Gas  Co. 

Docket  Nos.  2231,  3525.  Decided  October  30,  1926. 

1.  Amount  of  reduction  of  invested  capital  for  the  year  1918  by 
reason  of  exhaustion  of  franchises  determined. 

2.  Deduction  claimed  by  the  taxpayer  for  the  years  1918  and 
1920  for  exhaustion,  wear  and  tear,  and  obsolescence  approved. 

3.  Value  of  certain  mineral  and  gas  rights,  and  leaseholds  deter¬ 
mined  for  invested  capital  purposes. 

J .  W.  Reavis ,  Esq .,  and  H.  H.  Mihills ,  C.  P.  A.,  for  the  petitioner. 

A.  H .  Fast ,  Esq ,  for  the  Commissioner. 

Separate  appeals  involving  different  taxable  years  have  been  con¬ 
solidated  by  consent.  One  appeal  is  from  the  determination  of  a  de¬ 
ficiency  in  income  and  profits  tax  for  1918  in  the  sum  of  $43,986.25, 
and  the  other  is  from  the  determination  of  a  deficiency  in  income  and 
profits  tax  for  1920  in  the  sum  of  $2,391.64.  The  taxpayer  alleges 
error  on  the  part  of  the  Commissioner  in  (1)  reducing  invested  capi¬ 
tal  $77,400.95  for  the  year  1918,  because  of  alleged  depreciation  sus¬ 
tained  by  the  taxpayer  prior  to  the  year  1918  in  addition  to  that 
charged  off  its  books;  (2)  reducing  the  deduction  claimed  by  the  tax¬ 
payer  for  exhaustion,  wear  and  tear,  and  obsolescence  during  the 
years  1918  and  1920  and  thereby  increasing  the  taxable  income  for 
those  years;  (3)  eliminating  from  invested  capital  for  1918  the  value 
of  certain  leaseholds  and  mineral  and  gas  rights  shown  upon  the  tax¬ 
payer’s  books  in  the  aggregate  sum  of  $84,027.93 ;  and  (4)  refusing 
to  grant  special  relief  for  1918  under  the  provisions  of  sections  327 
and  328  of  the  Revenue  Act  of  1918. 

FINDINGS  OF  FACT. 

1.  The  taxpayer  is  an  Ohio  corporation  engaged  in  the  business  of 
distributing  natural  gas  to  a  number  of  municipalities  and  town¬ 
ships  in  Ashtabula  County,  Ohio.  It  was  organized  in  the  j^ear  1901 
with  a  capital  stock  of  a  par  value  of  $300,000.  On  December  1, 
1913,  all  the  stock  of  the  taxpayer  was  purchased  by  one  M.  B.  Daly 
for  $570,000,  the  approximate  net  worth  of  the  assets  as  shown  by  its 
books,  the  exact  net  worth  so  shown  being  $563,994.87.  The  taxpayer 
was  operated  by  the  said  Daly  at  a  profit  for  a  number  of  years,  but, 
owing  to  a  shortage  of  the  supply  of  natural  gas,  was  forced  to  give 
up  the  franchise.  On  December  30,  1920,  he  sold  the  stock  for  $245,- 
000,  which  sum  represented  the  book  value  of  the  assets  at  that  date. 

2.  While  the  taxpayer  obtained  some  of  its  natural  gas  from  its 
own  wells  in  Ohio,  the  principal  source  of  supply  was  from  the 
Clarion  Gas  Co.,  in  Pennsylvania.  At  the  time  of  the  acquisition  of 
the  stock  by  Daly,  the  taxpayer  had  a  20  year  contract  with  the 
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Clarion  Gas  Co.  to  supply  sufficient  gas  for  its  needs  at  the  Ohio 
state  line.  From  this  point  the  taxpayer  built  its  own  pipe  lines  and 
distributed  the  gas  to  its  customers  at  the  various  municipalities  and 
townships.  The  taxpayer  had  approximately  12,000  customers  in  20 
towns  and  townships.  Until  the  year  1916,  the  supply  of  gas  from 
the  Clarion  Gas  Co.  was  ample,  but  commencing  in  1916  the  supply 
decreased  in  spite  of  constant  and  repeated  demands  for  more  gas. 
From  1916  on,  the  Clarion  Gas  Co.,  on  account  of  exhaustion  of  its 
own  gas  fields,  was  unable  to  furnish  sufficient  gas  to  the  taxpayer, 
and  finally,  in  1918,  notified  the  taxpayer  by  letter  that  it  would  be 
necessary  for  the  taxpayer  to  seek  a  supply  elsewhere,  as  it  was  un¬ 
able  to  supply  the  gas.  In  1918  a  new  contract  was  entered  into  by 
the  Clarion  Gas  Co.  and  the  taxpayer,  by  the  terms  of  which  the  old 
contract  was  canceled  and  the  Clarion  Gas  Co.  was  only  required  to 
furnish  sufficient  gas  to  supply  the  Town  of  Andover,  which  was 
near  the  state  line.  The  taxpayer  thereupon  took  up  the  remaining 
pipe  line  connecting  with  the  Clarion  Gas  Co.  and  sold  it.  The  de¬ 
clining  gas  supply  of  the  Clarion  Co.  is  illustrated  by  the  following 
records  of  gas  supplied  by  it: 


Year.  Cubic  feet  of  gas. 

1914  _  689,147,732 

1915  _  514,927,034 

1916  _ 518,391,011 

1917  _  95, 121,  242 

1918  _ , _ 7  54,  587,  473 

1919  _ _ _ _  43,  083, 127 


3.  The  taxpayer,  foreseeing  the  exhaustion  of  the  supply  of  the 
Clarion  Gas  Co.,  on  June  30,  1916,  entered  into  a  contract  with  the 
Commercial  Oil  &  Gas  Co.,  by  the  terms  of  which  the  taxpayer 
assigned  certain  of  its  leaseholds  from  which  the  Commercial  Oil 
&  Gas  Co.  was  to  develop  and  sell  natural  gas  to  the  taxpayer.  This 
gas  field  was  from  local  wells  in  Ohio  and  was  a  limited  supply. 
The  experience  of  the  Ohio  gas  fields  in  this  vicinity  was  that  the 
gas  wTells  would  be  brought  in  at  a  high  pressure  but  in  a  few  years 
become  depleted  to  a  low  pressure  insufficient  for  commercial  use. 
The  entire  local  field  was  becoming  exhausted  and  it  was  known  that 
this  source  would  not  be  available  in  a  few  years.  The  gas  received 
from  this  source  was  as  follows : 


Year.  Cubic  feet  of  gas. 

1916  _  69,  767,  000 

1917  _  976, 001,  000 

1918  _  1,174,575,100 

1919  _  987,  516,  399 

1920  _  334,  784, 135 

1921  _  187,  898,  000 

1922  _  125,  819,  000 

1923  _  85,  045,  931 
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4.  The  taxpayer  also  obtained  some  natural  gas  from  its  own  wells 
in  the  Ohio  gas  field.  This  source  was  also  diminishing.  It  drilled 
five  wells  in  1917  and  five  more  in  1919,  but  all  were  dry  holes.  The 
pressure  in  its  producing  wells  was  also  decreasing  to  a  point  below 
commercial  usage.  This  experience  in  producing  gas  is  illustrated 
by  the  following  statistics : 


Year. 

Wells 

drilled. 

Dry 

holes. 

Aban¬ 

doned. 

Produc¬ 

ing. 

Amount 

produced. 

1913  (Dec.  1)_ . . . 

20 

1914,..  .  _  _  _ _ _ 

7 

3 

6 

19 

17 

263,  565,  702 
452,  541,  570 
332,  061,664 
134, 396, 779 
140,  956,  688 
168,  802,  510 
116, 757,135 
61, 189,  301 

1915. . . . 

13 

5 

9 

1916 _ _ _ 

3 

2 

5 

13 

1917 _ _ _ _ 

6 

5 

4 

9 

1918 _ 

0 

0 

1 

8 

1919 _ _ _ 

5 

5 

0 

8 

1920 _ _ 

1921.. . . . . . 

\ 

5.  The  taxpayer,  for  the  first  time,  in  1916,  realized  that  the  supply 
of  natural  gas  available  for  its  customers  would  terminate  in  a  few 
years,  and  thereupon  commenced  to  write  off  of  its  books  deprecia¬ 
tion,  including  obsolescence  of  its  physical  assets,  as  follows : 


1916  _ $24,296.87 

1917  _  34,  694. 18 

1918  _  73,  688.  92 

1919  _  80,  000.  00 

1920  _  70,  926.  57 


Total _  283,606.54 

The  Commissioner  conceded  the  total  amount,  but  allocated  the 
same  as  follows : 

1914  _ $34,299.51 

1915  _ , _  34,  229.  51 

1916  _  34,  229.  51 

1917  _  34,  229.  51 

1918  _  34,  229.  51 

1919  _ * _  34,  229.  51 

1920  _  34,  229.  51 


239,  606.  57 

Exhaustion  of  franchise  prior  to  1914 _  44,  000.  00 


Total _ _  283,  606.  57 


Included  in  the  assets  listed  by  the  taxpayer  in  its  balance  sheet  as 
of  December  1,  1913,  were  franchises  valued  at  $100,000.  The  Com¬ 
missioner  determined  the  life  of  these  franchises,  at  the  date  of 
acquisition,  to  be  25  years,  of  which  11  years  had  expired  prior 
to  1914. 

6.  In  the  year  1920,  it  appearing  that  the  taxpayer  was  not  obtain¬ 
ing  sufficient  natural  gas  to  supply  its  customers,  the  Public  Utilities 
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Commission  of  the  State  of  Ohio  granted  permission  to  the  tax¬ 
payer  to  discontinue  service  to  seven  municipalities  and  twelve 
townships  and  required  it  to  continue  service  to  but  one  munici¬ 
pality.  This  service  was  thereupon  discontinued  by  the  taxpayer. 
Daly  then  sold  his  stock  for  $245,000,  the  book  value  of  the  depre¬ 
ciated  assets.  The  stock  was  purchased  by  certain  citizens  of  one 
municipality  as  a  matter  of  civic  pride,  and  the  company  thereafter 
distributed  artificial  gas  to  that  community. 

7.  The  officials  and  the  original  organizers  of  the  taxpayer  and 
those  having  cognizance  of  its  early  transactions  have  since  died,  and 
the  early  books  and  records  of  transactions  at  that  time  were  incom¬ 
plete  or  unavailable.  The  balance  sheet  of  the  taxpayer  as  of 
December  1,  1913,  is  as  follows : 

Balance  Sheet 

ASSETS 

Mineral  &  Gas  Rights _ _ 1  $17,  500.  00 

Franchises _  100,  000.  00 

Lands  in  Fee _  3,  250.  00 

Leaseholds _  1  66,  527.  93 

Buildings _  1,  908.  25 

Tools  over  $25 _  2,  282.  50 

Office  Furniture  &  Fixtures — Geneva _  261.  36 

“  “  “  “  —Jefferson _  368. 41 

“  “  “  — Conneaut _  1, 224. 32 

“  “  “  “  —Andover _  2. 95 

Gas  Receivers  &  Regulators _  1,  737.  50 

Gas  Wells _  14,  061.  36 

Gas  Meters _  38,  568.  35 

Pipe  Lines — Main _  409,  500.  85 

“  “  —Field _  11, 029. 80 

Inventory — Conneaut _  2,  613.  25 

“  — Markham _  8,  792.  56 

“  — Geneva -  785. 16 

“  — Andover -  415.  38 

Acct.  Rec.  A.  W.  Lewis _  59.  92 

“  L.  G.  Anderson _  1.  00 

“  “  B.  Simmons _  13. 00 

“  “  Conneaut _  7.  052.  37 

“  “  Geneva _  3,  830. 18 

“  Jefferson _  2,  252.  23 

“  Ashtabula  Gas  Co _  7,  911.  67 

Petty  Cash  Fund — Hunter _  100.  00 

“  “  “  —Reed _  250.00 

“  “  “  —Webb _  200. 00 

“  “  “  —Cole _  100. 00 

Monongahela  National  Bank _  1,  311.  71 


Total - $703,912.01 


1  Items  in  controversy. 
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LIABILITIES 


Unclaimed  Vouchers _  $20.  00 

•  Worth  Oil  &  Gas  Co _  1,  740.  68 

Loan  Account _  135,  924.  83 

Meter  Deposits _  5.  00 

Vouchers  Payable _  2,  336.  63 

Capital  Stock _  300,  000.  00 

Surplus _  238,  512.  23 

Current  Profit  &  Loss  (Detail  attached) _  25,372.64 


Total _ $703,912.01 

NET  WORTH - DEC.  1,  1913 

Capital  stock _ $300,  000.  00 

Surplus _  238,  512.  23 

Current  Profit  &  Loss _ _  25,  372.  64 


Total _ $563,884.87 


In  computing  invested  capital  for  the  year  1918,  the  Commissioner 
disallowed  the  above  item  of  $17,500  for  mineral  and  gas  rights,  and 
$66,527.93  for  leaseholds,  on  the  ground  of  insufficient  evidence  of 
the  cost.  As  to  the  two  said  items,  the  taxpayer  has  submitted  the 
original  vouchers  as  proof  of  the  $17,500  item,  and  vouchers  totaling 
$25,913.85  of  the  $66,527.93  item.  The  taxpayer  had  acquired  lease¬ 
holds  on  approximately  8,000  acres  of  land  and  still  had  an  equal 
amount  in  the  year  1918.  The  taxpayer  on  its  books  had  always 
carried  the  above  items  in  the  amounts  as  above  set  forth,  both  prior 
to  December  1,  1913,  and  subsequently,  and  they  were  included  as 
assets  in  its  balance  sheet  of  December  31,  1920. 

8.  The  major  portion  of  the  physical  assets  of  the  taxpayer  con¬ 
sisted  of  cast  iron  pipe  lines,  and  immediately  after  the  purchase 
of  the  stock  of  the  taxpayer  by  Daly  the  pipe  lines  were  put  into  a 
better  state  of  repair  and  sums  of  money  greatly  in  excess  of  normal 
maintenance  were  expended  in  improving  the  same.  While  the 
normal  maintenance  for  prior  years  was  approximately  $7,000  per 
year,  the  taxpayer  in  1914  spent  $19,341.03,  and  in  1915,  $29,998.74, 
in  bettering  this  equipment.  On  account  of  these  improvements,  the 
taxpayer  did  not  charge  off  depreciation  for  1914  and  1915,  but  the 
Commissioner  charged  off  $34,229.51  for  each  of  those  years,  or  a. 
total  of  $68,459.02,  which  he  deducted  in  computing  invested  capital 
for  the  year  1918.  The  Commissioner  for  the  year  1916  also  charged 
off  depreciation  in  excess  of  that  taken  by  the  taxpayer,  which  re¬ 
sulted  in  a  further  decrease  of  invested  capital  for  the  said  year  1918. 

OPINION. 

Morris  :  The  total  depreciation  charged  off  by  the  taxpayer  on  its 
books  to  December  31,  1917,  amounted  to  $58,991.05.  The  Com- 
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missioner  has  determined  that  the  total  depreciation  sustained  to  the 
same  date  amounts  to  $136,918.04,  and,  therefore,  he  has  reduced  the 
taxpayer’s  invested  capital  by  the  amount  of  $77,926.99  (the  amount 
set  out  in  the  petition  is  $77,400.95) ,  because  of  depreciation  alleged  to 
have  been  sustained  in  years  prior  to  1918,  and  which  the  taxpayer 
failed  to  write  off  on  its  books  of  account.  The  total  depreciation  of 
$136,918.04,  which  the  Commissioner  alleges  was  sustained  to  Decem¬ 
ber  31,  1917,  was  determined  by  him  in  the  following  manner : 


Total  depreciation  deducted  on  the  books  to  December  31,  1920 _ $283,  606.  54 

Deduct :  Depreciation  on  franchises  1903  to  1920,  18  years  at  $4,000 

per  annum _ _ _  72,  000.  00 

Depreciation  sustained  from  1914  to  1920,  7  years _  211,  606.  54 

Annual  depreciation  deduction  (1/7  of  $211,606.54 _  30,229.51 

Add :  Annual  deduction  for  amortization  of  franchises _  4,  000.  00 

Total  annual  deduction _  34,  229.  51 

Total  depreciation  sustained  1914  to  1917,  4  years _  136,  918.  04 


It  will  be  noted  from  the  foregoing  that  the  Commissioner  has 
arbitrarily  spread  the  total  depreciation  allowance  charged  off  on 
the  taxpayer’s  books,  to  the  end  of  1920,  ratably  over  the  seven-year 
period  1914  to  1920,  inclusive,  although  the  proven  facts  are  that  the 
depreciation  was  not  actually  sustained  in  equal  annual  amounts 
and  that  no  depreciation  was  sustained  in  the  years  1914  and  1915. 
The  taxpayer  charged  off  no  depreciation  in  the  years  1914  and 
1915,  because  of  the  large  amounts  it  had  spent  in  those  years  in 
bettering  its  equipment  and  which  it  had  charged  to  expense  on 
the  books  of  account.  While,  in  years  prior  to  1914,  its  average 
annual  expenditure  for  betterment  and  maintenance  of  equipment 
was  approximately  $7,000,  in  the  years  1914  and  1915  it  expended 
for  these  purposes  the  sums  of  $19,341.03  and  $29,998.74,  respectively. 
The  taxpayer  considered  that  the  expenditure  of  these  amounts  and 
the  charging  thereof  to  expense  was  sufficient  to  take  care  of  any 
depreciation  sustained  during  those  years,  and,  hence  it  charged  off 
no  depreciation  specifically  as  such  in  those  years.  In  1916  the  im¬ 
pending  shortage  and  approaching  end  of  the  source  of  supply  of 
natural  gas  became  apparent  to  the  taxpayer.  That  the  shortage 
was  imminent  and  the  time  of  suspension  of  operations  could  be  fore¬ 
seen,  was  not  mere  guesswork  but  was  based  upon  experience,  sta¬ 
tistics,  figures  and  facts  from  both  private  and  public  sources.  From 
that  year  on,  the  taxpayer  charged  off  annually  increasing  amounts 
to  take  care  of  not  only  the  actual  wear  and  tear  suffered  by  its 
physical  assets,  but  also  the  impending  obsoleteness  which  was  over¬ 
taking  these  assets  and  extinguishing  their  value  before  the  expira- 
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tion  of  their  normal  useful  life.  Thus  it  is  apparent  from  these 
facts  that  any  arbitrary  spread  of  the  total  depreciation  taken  on  the 
taxpayer’s  books,  during  the  period  1916  to  1920,  inclusive,  ratably 
over  the  period  1914  to  1920  as  the  Commissioner  has  done,  is  un¬ 
warranted  and  not  in  consonance  with  the  actual  facts. 

However,  it  appears  that  the  taxpaj^er  had  not,  prior  to  1916, 
charged  off  on  its  books  any  depreciation  of  franchises.  These  fran¬ 
chises  were  acquired  in  1903  and  had  a  value,  at  the  date  of  acquisi¬ 
tion,  of  $100,000.  The  Commissioner  has  determined  that  the  life 
of  these  franchises  at  the  date  of  acquisition  was  25  years,  and  this 
has  not  been  rebutted  by  the  taxpayer.  It  is  apparent,  therefore, 
that  at  the  close  of  the  year  1915,  13  years  of  the  life  of  thesQ  fran¬ 
chises  had  expired.  By  the  very  nature  of  these  franchises,  they 
are  invariably  subject  to  exhaustion  because  the  life  thereof  is  of 
limited  duration.  Unlike  exhaustion  in  the  case  of  such  items  as 
machinery  and  equipment,  which  may  be  arrested  through  better¬ 
ments  and  replacements,  exhaustion  in  the  case  of  franchises  is 
definite  and  certain  and  can  not  be  stayed.  The  passing  of  each 
year  means  the  franchises  have  one  year  less  of  life  to  run  and  marks 
a  proportionate  loss  of  the  capital  invested  in  them.  In  the  case  of 
the  franchises  under  consideration,  the  annual  loss  of  capital  occa¬ 
sioned  by  exhaustion  is  $4,000,  and  the  accumulated  exhaustion  from 
1903  to  the  close  of  1915,  a  period  of  13  years,  was  $52,000,  which 
must  be  reckoned  with  in  the  computation  ,of  invested  capital. 
Whether  provision  was  made  for  exhaustion  of  franchises  in  the 
depreciation  written  off  by  the  taxpayer  for  the  years  1916  and  1917, 
we  do  not  know.  The  Commissioner  offered  no  affirmative  evidence 
that  the  depreciation  written  off  in  those  years  was  not  sufficient  to 
take  care  of  such  exhaustion;  and,  certainly,  the  method  he  adopted 
in  determining  the  allowances  to  be  made  for  depreciation  in  those 
years,  affords  no  proof  of  the  reasonableness  or  the  adequacy  of  the 
deductions  made  by  the  taxpayer. 

The  foregoing  leads  us  to  the  conclusion  that  the  Commissioner 
was  justified  in  reducing  taxpayer’s  invested  capital  for  the  year 
1918  to  the  extent  of  $52,000,  because  of  inadequate  depreciation 
charged  off  by  the  petitioner  on  its  books,  through  failure  to  make 
provision  for  exhaustion  of  franchises ;  and,  since  the  reduction  made 
by  the  Commissioner  for  inadequate  depreciation  is  $77,926.99,  the 
invested  capital,  as  he  has  determined  it  to  be,  should  be  increased 
$25,926.99. 

For  the  years  1918  and  1920,  taxpayer  claimed  deductions  in  its 
returns  for  depreciation  in  the  respective  amounts  of  $73,688.92  and 
$70,926.57.  The  Commissioner  has  allowed  a  depreciation  deduc¬ 
tion  for  each  year  in  the  amount  of  $34,229.51,  determined  in  the 
manner  heretofore  outlined,  disallowing  the  amounts  in  excess 
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thereof,  thereby  increasing  the  net  income  of  the  years  1918  and 
1920  by  the  amounts  of  $39,459.41  and  $36,697.06,  respectively.  The 
taxpayer  contends  that  the  allowances  made  by  the  Commissioner 
are  clearly  the  result  of  an  arbitrary  mathematical  allocation  with 
no  consideration  of  the  facts  and  conditions  as  they  existed  at  the 
time.  It  is  further  pointed  out  that  the  Commissioner  has  given  no 
consideration  to  the  impending  obsoleteness,  first  ascertained  in 
1916,  which  was  overtaking  the  physical  assets  and  extinguishing  their 
value  before  the  expiration  of  their  normal  useful  life.  We  are 
of  the  opinion  that  the  evidence  clearly  sustains  the  contentions 
of  the  taxpayer  in  this  respect.  It  seems  more  logical  and  more 
in  harmony  with  the  proven  fact  that  the  greater  losses  in  value 
obtained  with  the  impending  shortage  and  approaching  end  of  the 
source  of  supply  of  natural  gas.  As  we  have  heretofore  pointed  out, 
the  taxpayer,  because  of  experience,  statistics,  figures  and  facts,  from 
both  private  and  public  sources,  was  in  a  position  definitely  to  fore¬ 
see  the  imminent  shortage  of  natural  gas  and  the  suspension  of  opera¬ 
tions.  The  beginning  was  in  1916,  when  the  principal  source  of  sup¬ 
ply  of  the  Clarion  Gas  Co.  of  Pennsylvania  commenced  to  fail  and 
forced  the  taxpayer  to  rely  on  local  gas  fields,  the  limit  of  which 
it  already  knew  through  experience  with  its  own  gas  wells,  and 
the  end  was  officially  determined  by  the  Public  Utilities  Commission 
of  the  State  of  Ohio,  which  recognized  the  physical  impossibility  of 
obtaining  natural  gas  and  permitted  the  taxpayer  to  give  up  its 
service.  The  Commissioner  has  offered  no  logical  basis  for  the  com¬ 
putation  of  the  allowances  for  depreciation  which  he  has  made  for 
these  two  years.  The  amounts  do  not  purport  to  be  based  upon  the 
useful  life  of  the  property;  while  no  consideration  whatever  has 
been  given  to  the  above  related  facts.  He  has  simply  taken  the  total 
depreciation  charged  off  on  the  petitioner’s  books  over  the  period 
1916  to  1920,  and  ratably  spread  the  same  over  the  period  1914 
to  1920.  Upon  the  evidence  before  us,  we  are  of  the  opinion  that 
the  depreciation  deductions  claimed  by  the  petitioner  for  the  years 
1918  and  1920,  are  reasonable  in  the  light  of  the  conditions  obtaining 
and  we  are  not  disposed  to  disturb  them  in  the  absence  of  affirmative 
evidence  to  the  contrary. 

The  taxpayer  claims  that  the  Commissioner  erroneously  excluded 
from  invested  capital  for  1918,  the  following  items : 


Mineral  and  gas  rights _ $17,  500.  00 

Leaseholds _  66,  527.  93 

Total -  84,  027.  93 


The  taxpayer  was  unable  to  furnish  the  Commissioner  affirmative 
proof  of  the  cost  of  these  assets.  At  the  hearing,  however,  the  tax¬ 
payer  succeeded  in  producing  the  original  voucher  for  the  $17,500 
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item  and  other  vouchers  covering  $25,913.85  of  the  $66,527.93  item. 
These  items  appear  to  have  been  carried  upon  the  books  of  the  tax¬ 
payer  continuously  at  their  full  face  value.  They  show  up  in  the 
balance  sheet  of  December  1,  1913,  as  shown  in  our  findings  of  fact, 
and  they  appear  in  the  balance  sheet  of  December  31,  1920,  as  an 
asset  and  are  included  in  the  value  of  the  assets  of  the  taxpayer 
when  the  stock  was  sold  by  Daly.  Though  the  taxpayer  was  unable 
to  specify  the  precise  assets  they  represented,  it  was  undisputed  that 
it  had  in  fact  leaseholds  of  approximately  8,000  acres  of  land  and 
numerous  gas  and  mineral  rights.  In  view  of  the  fact  that  these 
assets  have  always  been  taken  at  their  full  value  by  all  parties 
dealing  with  the  taxpayer  and  it  has  always  without  controversy 
carried  them  upon  its  books,  and  the  further  fact  that  original 
vouchers  have  been  discovered  covering  a  portion  of  the  full  amounts, 
we  are  disposed  to  give  full  credence  to  the  entries  on  the  books  as 
to  the  cost  of  these  assets  and  allow  them  as  invested  capital,  subject 
to  reduction  for  any  accumulated  exhaustion. 

The  taxpayer  petitions  that  for  the  year  1918  it  be  given  special 
relief  under  section  328  of  the  Revenue  Act  of  1918.  It  has  failed 
to  show  the  existence  of  any  abnormality  affecting  capital  or  income 
that  would  bring  it  within  section  327(d).  Its  contention  that 
invested  capital  can  not  be  satisfactorily  determined  is  not  supported 
by  the  evidence.  The  Commissioner  determined  invested  capital 
from  the  taxpayer’s  books  of  account,  and  it  has  not  been  shown  that 
the  books  do  not  correctly  reflect  the  invested  capital. 

Judgment  will  be  entered,  on  10  days'  notice , 
under  Rule  50. 

Sternhagen  dissents  in  part. 


Co-operative  Publishing  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  8606.  Decided  October  30,  1926. 

1.  Value  of  tangible  assets  as  of  March  1,  1913,  determined 
for  depreciation  purposes. 

2.  Gain  or  loss  on  sale  of  capital  assets  determined. 

11.  C.  Hammonds ,  G .  P.  A.,  for  the  petitioner. 

Robert  A.  Littleton ,  Esq.,  for  the  respondent. 

Thi  s  is  a  proceeding  for  the  redetermination  of  deficiencies  in 
income  taxes  for  the  years  1920,  1921,  1922,  and  1923,  in  the  total 
sum  of  $1,333.55. 
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In  the  petition  the  following  errors  are  alleged : 

(1)  Failure  of  the  Commissioner  to  allow  petitioner’s  claim  of 
fair  market  value  of  property  as  of  March  1,  1913,  for  purposes  of 
depreciation  and  loss  and  gain  on  sale  of  assets. 

(2)  Failure  of  the  Commissioner  to  allow  petitioner  depreciation 
rates  on  its  property  units  for  the  years  1920  to  1923,  inclusive,  on 
the  schedule  promulgated  by  the  Commissioner  for  the  year  1919 
and  prior  thereto. 

(3)  Failure  of  the  Commissioner  to  allow  as  a  deduction  for  the 
year  1920  the  net  loss  sustained  in  1919,  said  net  loss  having  been 
previously  determined  by  the  Commissioner. 

(4)  Failure  of  the  Commissioner  to  allow  as  a  deduction  fro’m  in¬ 
come  for  the  years  1922  and  1923  the  net  loss  of  1921,  as  claimed  by 
petitioner. 

(5)  Erroneous  determination  by  the  Commissioner  of  net  profit 
realized  from  the  sale  of  capital  assets  in  the  year  1921. 

FINDINGS  OF  FACT. 

The  petitioner  herein  is  an  Oklahoma  corporation  with  its  princi¬ 
pal  place  of  business  at  Guthrie.  It  was  organized  by  five  indi¬ 
viduals  to  take  over  from  them  certain  property  which  they  owned 
as  partners.  The  property  just  mentioned  consisted  of  a  lot  in  the 
City  of  Guthrie,  a  three-story  building  situated  thereon,  and  the 
machinery  and  equipment  necessary  for  the  operation  of  a  printing 
plant. 

All  of  the  property  above  referred  to  originally  belonged  to  the 
State  Capital  Co.  This  organization  went  into  bankruptcy  and  the 
holders  of  the  first  mortgage  on  the  property  instituted  foreclosure 
proceedings  and  at  the  foreclosure  sale  purchased  the  property  for 
$8,000.  The  five  partners  were  employees  of  the  State  Capital  Co. 
and  as  such  were  thoroughly  conversant  with  the  property  and  busi¬ 
ness  of  the  company.  When  it  became  bankrupt  they  leased  the 
property  from  the  receiver  and  carried  on  the  business  until  the 
foreclosure  sale.  After  the  foreclosure  sale  the  partners  offered  the 
purchasers  $15,000  for  the  property,  to  be  paid  by  a  $3,000  cash 
payment  and  notes  for  the  balance.  This  offer  was  accepted  and  on 
January  4,  1913,  the  purchase  and  sale  was  completed.  Shortly 
thereafter  the  petitioner  was  organized  and  the  property  thus  ac¬ 
quired  was  transferred  to  it  in  exchange  for  shares  of  stock  having 
a  total  par  value  of  $15,000. 

The  State  Capital  Co.  owned  several  linotype  machines.  These 
were  damaged  by  fire  in  1902.  Thereafter  they  were  in  part  repaired 
and  one  placed  in  a  usable  condition.  Two  of  them  were  sold  in  1921. 
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In  the  year  1910,  the  capital  of  the  State  of  Oklahoma  was  moved 
from  Guthrie  to  Oklahoma  City.  This  change  materially  affected 
business  conditions  and  property  values  in  Guthrie  and  had  a  consid¬ 
erable  effect  upon  the  business  of  the  petitioner’s  predecessor. 

The  petitioner,  immediately  after  its  incorporation,  opened  a  set 
of  books  and,  among  other  entries,  were  the  following : 


Building  and  site _ $12,  000 

Machinery  and  type _  7, 000 

Furniture  and  fixtures _ _  2,  000 


Total _  21,  000 


The  Commissioner,  after  making  such  additions  to  the  plant  and 
equipment  account  as  he  deemed  warranted  by  reason  of  subsequent 
expenditures,  placed  upon  the  property  the  following  valuations : 


Year. 

1920. 

1921. 

1922. 

1923. 

Building.. . . . . . 

$12, 760.  85 
9, 047. 40 
2, 112.  06 

$12,  760.  85 
10, 997.  33 
2,112.06 
1, 723.  44 

$12,  760.  85 
16,  310.  96 
2, 147.  06 
1, 723.  42 
517.  50 

$12,760.  85 
16,  584.  44 
2, 147.  00 
1,727.  44 

Machinery  and  equipment  .  . . 

Furniture  and  fixtures _ _ _ _ 

Automobiles.  _ _ _  _  .  .. 

Electric  sign _  _  _ 

For  the  various  years  the  Commissioner  allowed  depreciation  on 
the  various  classes  of  property  as  follows:  building,  3  per  cent; 
machinery  and  equipment,  10  per  cent;  furniture  and  fixtures,  10 
per  cent;  automobiles,  33%  per  cent;  electric  sign,  5  per  cent. 

OPINION. 

Green  :  The  first  allegation  of  error  relates  to  the  March  1,  1913, 
valuation  of  the  depreciable  property  as  determined  by  the  Commis¬ 
sioner  for  the  purpose  of  computing  depreciation  thereon  and  the 
gain  or  loss  on  the  linotype  machines  resulting  from  their  sale. 

In  addition  to  the  facts  found  above,  the  evidence  shows  the  cost 
to  the  State  Capital  Co.  of  the  assets  or  property  the  value  of  which 
on  March  1,  1913,  is  in  controversy.  A  substantial  portion  of  the 
property  was  purchased  by  that  company  in  1902  and  there  is  no 
proof  of  purchases  immediately  prior  to  the  bankruptcy  proceeding. 
The  transactions  from  which  these  costs  are  derived  are  too  remote 
to  serve  as  a  measure  of  the  March  1,  1913,  value. 

The  evidence  also  shows  that  prior  to  their  purchase,  the  five  part¬ 
ners  made  an  inventory  and  appraisal  of  the  property  and  that  the 
value  thus  determined  by  them  is  substantially  in  excess  of  the  price 
paid  at  the  foreclosure  sale  or  by  the  five  partners.  We  do  not 
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know  what  sort  of  value  the  five  were  endeavoring  to  ascertain,  but 
it  is  clear  that  it  was  not  market  value,  and  we  therefore  conclude 
that  the  appraisal  is  no  evidence  of  the  March  1,  1913,  value. 

It  seems  to  us  that  the  two  sales  are  the  best  evidence  of  value, 
and  we  therefore  find  the  value  of  the  property  at  the  date  of  its 
acquisition  by  the  petitioner  to  have  been  $15,000.  There  is  no  evi¬ 
dence  of  appreciation  between  that  date  and  March  1,  1913. 

The  second  allegation  of  error  is  based  upon  the  theory  that  the 
Commissioner  having  once  fixed  the  rates  of  depreciation  applicable 
to  specific  units  of  depreciable  property,  must  thereafter  allow  a 
deduction  for  depreciation  at  the  rate  thus  fixed.  We  know  of  no 
precedent  which  holds  that  the  Commissioner’s  determinations  are, 
as  to  him,  res  adjudicate  and  this  Board  has  repeatedly  held  to  the 
contrary. 

The  third  allegation  of  error  relates  to  a  net  loss  which  the  peti¬ 
tioner  alleges  it  sustained  in  1919,  and  which  it  seeks  to  deduct  from 
its  net  income  for  the  year  1920.  The  tax  for  the  year  1919  is  not 
considered  in  the  deficiency  letter.  It  appears  that  in  its  return  for 
1919  the  petitioner  showed  a  net  income  of  $405.25,  and  that  the 
Commissioner  determined  the  net  income  for  that  year  to  be  $1,550 
and  that  he  proposed  an  additional  assessment  for  that  year.  It 
does  not  appear  whether  an  assessment  of  the  additional  tax  was 
made  or  a  claim  for  refund  filed.  The  proof  by  which  the  peti¬ 
tioner  seeks  to  establish  the  net  loss  is  wholly  inadequate.  Because 
of  this  inadequacy,  we  are  not  called  upon  to  determine  whether, 
under  the  statute,  as  a  matter  of  right,  it  is  entitled  to  have  deter¬ 
mined  by  this  Board  a  net  loss  for  a  year  not  involved  in  the 
deficiency  letter  where  such  net  loss  is  still  a  matter  of  controversy 
between  the  Commissioner  and  the  petitioner. 

There  is  no  evidence  upon  the  issue  presented  by  the  fourth  allega¬ 
tion  of  error.  Apparently  it  is  based  upon  the  theory  that  a  net  loss 
for  1921  would  be  established  as  the  result  of  increasing  the  basis 
and  rates  for  depreciation.  Our  conclusion  as  to  the  proper  basis 
has  already  been  stated  and  there  is  no  evidence  warranting  a  change 
in  the  rates  fixed  by  the  Commissioner. 

The  evidence  offered  in  support  of  the  fifth  allegation  of  error 
leaves  us  in  doubt  as  to  how  many  linotype  machines  the  petitioner 
had,  their  cost  to  petitioner,  their  value  on  March  1,  1913,  and  as 
to  which  machines  were  sold.  It  also  appears  that  some  of  the 
machines  were  in  part  dismantled  to  secure  parts  for  others.  We 
are  therefore  unable  to  ascertain  whether  the  Commissioner’s  com¬ 
putation  of  gain  is  correct  or  erroneous. 

Judgment  will  be  entered  for  the  Gom/missioner. 
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Appeal  of  G.  Trevor  Dunham,  Inc. 
Docket  No.  5654.  Decided  October  30,  1926. 


A  corporation  which  conducted  an  insurance  agency  and 
financed,  partly  with  its  own  funds  and  partly  with  funds  of  a 
trust  company,  the  purchase  of  automobiles  upon  which  it  wrote 
insurance,  is  not  within  section  303,  Revenue  Act  1918. 

F.  W.  McReynolds ,  Esq.,  for  the  petitioner. 

John  D.  Foley ,  Esq.,  for  the  Commissioner. 

Deficiencies  of  $3,052.49  and  $7,433.61  income  and  profits  taxes  for 
the  calendar  years  1919  and  1920,  respectively,  arising  in  part  from 
the  refusal  of  the  Commissioner  to  grant  partial  personal  service 
classification  under  section  303  of  the  Revenue  Act  of  1918. 


FINDINGS  OF  FACT. 


The  petitioner  is  a  Delaware  corporation  with  its  principal  place 
of  business  at  246  North  Broad  Street,  Philadelphia,  Pa.  It  con¬ 
ducted  an  insurance  agency  business,  financed  automobile  sales  on  its 
own  account,  and  acted  as  agent  in  the  financing  of  automobile  sales 
with  funds  of  the  First  Peoples  Trust  Co.,  of  Boston,  Mass. 

The  corporation  was  organized  primarily  for  the  purpose  of  tak¬ 
ing  over  and  increasing  the  insurance  agency  business  originally  con¬ 
ducted  by  C.  Trevor  Dunham  personally.  It  was  desired  to  build 
up  good  will  among  his  insurance  clients  and  only  those  who  had 
insurance  with  him  were  invited  to  invest  money.  It  was  desired  to 
eliminate  competition  to  the  extent  that  those  having  an  investment 
in  the  company  would  place  their  own  insurance  with  the  company 

and  influence  the  business  of  their  friends. 

Of  a  total  capital  stock  of  $39,832.15  outstanding  as  of  January 

1,  1919,  $33,387.50  was  held  as  follows : 


C.  T.  Dunham 
H.  Freeman— 

G.  C.  Krick - 

H.  W.  Kunzig. 

R.  T.  Martin— 

F.  White _ 


$24,  447.50 
6,  000.  00 
1,  000.  00 
30.  00 
410.  00 
1,  500.  00 


Of  a  total  capital  stock  of  $60,552.50  outstanding  as  of  January  1, 
1920,  $48,832.50  was  held  as  follows : 


C.  T.  Dunham. 
H.  Freeman — 

G.  C.  Krick— 

H.  W.  Kunzig 
R.  T.  Martin- 

F.  White _ 

R.  Lever - 


$26,  662.  50 
2,  000.  00 
1,  900.  00 
180.  00 
1,  000.  00 
4,  500.  00 
1,  300.  00 
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P.  Schlosser _ 

G.  S.  Myers - 

B.  B.  Davis _ 

J.  W.  Hempler 
E.  Pilkington__ 
A.  Miller _ 

C.  G.  Spitz _ 

G.  Waterhouse- 
E.  G.  Sproules_ 

J.  S.  Vertner _ 

J.  P.  Enbank__ 
W.  P.  Lurker__ 


$2,  000.  00 
400.00 
2,  500.  00 
1,  000.  00 
490.  00 
1,  450.  00 
450.00 
1,  000.  00 
500.  00 
500.  00 
500.00 
500.00 


C.  Trevor  Dunham  was  the  treasurer  and  general  manager  of  the 
company.  H.  W.  Kunzig  was  the  secretary  of  the  company.  Both 
devoted  their  entire  time  to  and  were  actively  engaged  in  the  con¬ 
duct  of  the  business. 

Dunham  and  Kunzig  were  the  only  stockholders  who  drew 
salaries. 

The  other  stockholders  listed  above  were  engaged  in  other  busi¬ 
nesses  and  professions.  They  placed  their  own  insurance  with  the 
company,  recommended  the  company  to  their  friends,  and  when 
they  learned  of  persons  who  were  prospects  for  insurance,  reported 
the  fact  to  Dunham  or  Kunzig,  who  would  endeavor  to  secure  the 
insurance.  Occasionally  these  stockholders  would  accompany  Dun¬ 
ham  or  Kunzig  to  the  prospects  so  secured  and  assist  them  in  the 
active  solicitation  of  the  insurance.  A  majority  of  the  calls  made 
by  Dunham  and  Kunzig  were  by  appointment  with  prospective 
customer  friends  of  the  stockholders. 

The  stockholders  received  no  compensation  for  their  services  other 
than  the  return  on  their  investment  in  the  company. 

The  corporation  paid  10  per  cent  dividends  on  its  stock  in  1919 
and  1920. 

Originally  the  petitioner  was  principally  concerned  with  the  secur¬ 
ing  of  insurance,  mainly  on  automobiles.  It  was  found,  however, 
that  occasionally  certain  insurance  could  not  be  written  unless  the 
company  would  finance  the  purchase  of  the  automobile  on  which  the 
insurance  was  to  be  written.  While  the  petitioner  did  not  solicit  this 
type  of  business  during  the  years  involved  in  this  appeal,  it  accepted 
it  as  it  presented  itself  and  it  steadily  increased  in  volume. 

Fire,  theft  and  casualty  insurance  was  required  by  the  petitioner 
to  be  placed  with  it  in  all  transactions  involving  the  financing  of  the 
purchase  of  automobiles,  and  in  the  majority  of  cases  liability  and 
property  insurance  were  also  required.  This  was  exacted  solely  to 
build  up  the  company’s  insurance  business.  Occasionally  a  customer 
would  take  out  insurance  in  excess  of  these  requirements. 

The  demand  upon  the  petitioner  for  funds  with  which  to  finance 
such  transactions  increased  to  such  an  extent  that,  foreseeing  the  possi- 


(344) 


gz|.0  5  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 

bilitv  of  oreatly  increasing  its  insurance  business,  it  made  arrange-  | 
meats  in  January  of  1920  with  the  First  Peoples  Trust  Co.,  of  Bos¬ 
ton  Mass.,  to  provide  such  funds.  The  trust  company  dealt  only 
with  Dunham  and  he  acted  as  its  agent  in  investing  the  funds.  T  or 
this  service  the  trust  company  paid  a  2  per  cent  commission  on  all 
disbursements.  This  commission  was  turned  over  by  Dunham  to 
the  petitioner,  which  collected  all  loans  for  the  trust  company  as  they 
became  due  and  paid  all  expenses  in  connection  with  the  financing 
transactions,  retaining  the  profits  for  itself.  The  First  P eoples  Trust 
Co.  was  responsible  for  and  assumed  all  losses  from  bad  loans. 

During  1920  the  commissions  received  from  the  First  Peoples 

Trust  Co.  amounted  to  $56,582.04. 

During  the  years  1919  and  1920  there  was  income  in  an  undeter¬ 
mined  amount  from  miscellaneous  insurance— fire,  burglary,  liability, 
property  damage,  etc.,  not  connected  with  automobiles. 

The  petitioner  allocated  the  expenses  between  an  assumed  personal 
service  part  of  the  business  and  an  assumed  non-personal  service 
part  in  proportion  to  an  assumed  gross  income  received  from  those 
parts,  with  the  exception  of  commissions  paid  for  insurance,  which 
were  charged  directly  to  the  so-called  personal  service  part,  and  bad 
debts  on  leases,  which  were  charged  against  the  non-personal  service 
part.  Separate  books  were  not  kept  for  the  two  different  classes  of 

business. 

The  petitioner’s  business  required  the  extension  of  credit  to  its  j 
insurance  customers.  In  a  great  majority  of  cases  it  paid  its  in- 
surance  agencies  before  it  received  the  money  from  its  customers. 
The  investment  of  capital  with  it  by  its  stockholders  enabled  it  o 

handle  larger  and  bigger  accounts.  .  ,  , 

C.  Trevor  Dunham  was  a  notary  public  during  the  years  involved. 
The  fees  received  by  him  were  turned  in  to  the  corporation.  In 
1919  these  fees  amounted  to  $1,543.26.  In  1920  they  were  $1,5  <9.58. 
In  both  years  the  petitioner  included  these  amounts  in  its  income. 

OPINION. 


Sternhagen:  The  petitioner  seeks  to  prove  itself  within  section 
303,  Revenue  Act  of  1918,  which  is  as  follows : 


That  if  part  of  the  net  income  of  a  corporation  is  derived  (1)  from  a  trade 
•or  business  (or  a  branch  of  a  trade  or  business)  in  which  the  employment 
of  capital  is  necessary,  and  (2)  a  part  (constituting  not  less  than  30  per  centum 
of  its  total  net  income)  is  derived  from  a  separate  trade  or  business  (or  a 
distinctly  separate  branch  of  the  trade  or  business)  which  if  constituting  the 
sole  trade  or  business  would  bring  it  within  tire  class  of  personal  service  cor 
porations,”  then  (under  regulations  prescribed  by  the  Comm.ssioner  with  the 
approval  of  the  Secretary)  the  tax  upon  the  first  part  of  such  net  income  shall 
be  separately  computed  (allowing  in  such  computation  only  the  same  pro¬ 
portionate  part  of  the  credits  authorized  in  sections  311  and  312),  and  the 
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tax  upon  the  second  part  shall  be  the  same  percentage  thereof  as  the  tax  so 
computed  upon  the  first  part  is  of  such  first  part :  Provided,  That  the  tax 
upon  stich  second  part  shall  in  no  case  be  less  than  20  per  centum  thereof, 
unless  the  tax  upon  the  entire  net  income,  if  computed  without  benefit  of  this 
section,  would  constitute  less  than  20  per  centum  of  such  entire  net  income, 
in  which  event  the  tax  shall  be  determined  upon  the  entire  net  income,  without 
reference  to  this  section,  as  other  taxes  are  determined  under  this  title.  The 
total  tax  computed  under  this  section  shall  be  subject  to  the  limitations  pro¬ 
vided  in  section  302. 

The  evidence  indicates  clearly  enough  that  the  activities  of  peti¬ 
tioner  are  so  closely  related  one  to  the  other  and  each  to  the  whole 
that  there  is  neither  a  separate  trade  or  business  nor  a  distinctly 
separate  branch  of  the  trade  or  business.  As  an  automobile  insur¬ 
ance  agent  it  found  a  means  of  increasing  its  business  by  financing 
the  purchase  of  the  automobiles  upon  which  it  negotiated  insurance, 
and  as  a  further  step  in  this  financing  it  arranged  to  place  loans 
for  the  trust  company.  No  one  of  these  was  distinct.  The  costs  of 
the  entire  business  were  unclividedly  applicable  to  all  and  the 
attempt  of  petitioner’s  accounting  representative  to  segregate 
and  allocate  expenses  was  not  satisfactory.  The  entire  personnel  of 
the  business  was,  so  far  as  the  evidence  shows,  devoted  to  all  its 
activities,  and  the  only  clearly  separate  factor  was  the  commissions 
received  from  the  trust  company. 

Judgment  will  be  entered  for  the  Commissioner. 


Appeal  of  California  Brewing  Association. 

Docket  No.  3903.  Decided  October  30,  1926. 

Upon  the  evidence,  held,  that  petitioner,  an  unincorporated  asso¬ 
ciation,  was  affiliated  with  several  other  corporations  during  1918 
and  1919. 

W.  W.  Spalding ,  Esq.,  and  M.  Cerf ,  C.  P.  A .,  for  the  petitioner. 

Percy  S.  Crewe ,  Esq.,  for  the  Commissioner. 

In  this  appeal  the  petitioner  contests  the  correctness  of  the  Com¬ 
missioner’s  determinations  of  deficiencies  in  income  and  profits  taxes 
for  the  calendar  years  1918  and  1919  in  the  amounts  of  $57,890.23 
and  $23,624.99,  respectively.  The  issues  involved  are : 

(1)  Was  the  petitioner  affiliated  with  seven  other  corporations, 
within  the  meaning  of  section  240  of  the  Revenue  Act  of  1918? 

(2)  Should  the  value  of  certain  plant  assets  alleged  to  have  been 
paid  in  by  the  five  other  corporations  be  included  in  the  petitioner’s 
invested  capital? 

(3)  Is  the  petitioner  entitled  to  deductions  for  wear  and  tear  and 
obsolescence  of  such  assets? 
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(4)  Should  the  petitioner  be  allowed  to  deduct  as  an  ordinary 
and  necessary  expense  an  amount  contributed  to  the  State  Brewing 
Association  ? 

FINDINGS  OF  FACT. 

The  petitioner  was  organized  on  January  30,  1917,  by  the  follow¬ 
ing  corporations: 

National  Brewing  Co. 

Acme  Brewing  Co. 

Union  Brewing  &  Malting  Co. 

Claus  Wreden  Brewing  Co. 

Broadway  Brewing  Co. 

San  Francisco  Branch  of  Henry  Winehart  Brewing  Co. 

These  corporations  are  hereinafter  referred  to  as  “  units  ”  or 
“  members  ”  of  the  Association. 

Prior  to  January  30,  1917,  each  of  the  units  was  an  independent 
corporation  not  associated  with  any  of  the  other  units,  and  was 
engaged  in  the  manufacture  and  sale  of  beer  on  its  own  account. 
Shortly  before  the  date  above  mentioned,  it  was  decided  by  the 
officers  of  each  of  the  units  that,  owing  to  the  curtailment  of  sales 
by  prohibition,  it  would  be  the  part  of  wisdom  for  the  units  to  com¬ 
bine  their  businesses  into  one  central  organization,  in  which  each 
would  have  an  interest  based  on  its  sales  of  beer  for  the  preceding 
year.  This  decision  resulted  in  the  organization  of  the  California 
Brewing  Association.  The  law  of  California  permits  the  organiza¬ 
tion  of  an  association  solely  of  corporate  units  and  the  petitioner  is 
such  an  organization.  The  corporate  units  themselves  are  its  mem¬ 
bers.  They  also  compose  it.  It  was  no  part  of  the  plan  of  organiza¬ 
tion  that  any  individual  or  partnership  should  be  included  in  the 
organization. 

No  articles  of  association  or  by-laws  were  adopted  by  or  for  the 
Association.  Instead,  the  structure  of  the  Association  and  its  man¬ 
agement,  as  well  as  the  rights,  duties,  obligations  and  interests  of 
the  Association  and  its  members  inter  sese,  were  defined  by  the  con¬ 
tract  to  which  the  Association  and  the  units  and  their  stockholders 
were  signatory  parties.  No  shares  of  stock  or  certificates  of  beneficial 
interest  were  issued  by  the  Association.  Bather  was  it  a  part  of 
the  plan  of  organization  that  the  rights  and  obligations  of  the 
owners  of  the  Association  should  be  evidenced  by  the  several  con¬ 
tracts  hereinafter  mentioned. 

The  Association  functioned  much  the  same  as  a  corporation. 
There  was  a  board  of  directors  which  selected  the  active  officers  and 
fixed  their  compensation.  The  directors  were  in  control  of  the  busi¬ 
ness  and  the  affairs  of  the  Association  and  determined  its  policies. 
They  had  supervision  of  all  of  the  assets  and  determined  when  dis¬ 
tributions  of  earnings  should  be  made.  In  fact  they  had  all  of  the 


(347)  CALIFORNIA  BREWING  ASSOCIATION.  349 

powers  of  boards  of  directors  of  corporations  of  similar  size.  Each 
of  the  smaller  units  selected  one  member  of  the  board  of  directors  of 
the  Association,  while  the  larger  units  were  permitted  to  select  two 
members. 

The  first  contract  of  January  30,  1917,  between  the  several  units 
and  the  Association,  provided  for  the  purchase  by  the  Association 
from  the  units  of  their  businesses,  good  will,  trade-marks,  trade  names, 
raw  materials,  goods  in  process,  finished  product,  supplies,  machinery 
and  equipment,  movables  and  immovables,  for  which  the  Association 
issued  to  the  units  certain  class  A,  B,  and  C  obligations,  the  amounts 
of  which  are  not  material  here.  By  this  contract  the  units  also 
granted  to  the  Association  a  leasehold  estate  in  the  land  and  build¬ 
ings  formerly  used  in  the  manufacture  of  beer.  Each  of  the  units 
agreed  that  it  would  not  at  any  time  engage  in  the  brewing  business 
in  the  City  or  County  of  San  Francisco.  Paragraph  XII  provided 
that,  after  the  satisfaction  of  its  obligations,  the  Association  should 
pay  monthty  to  each  unit  a  pro  rata  portion  of  its  surplus  earnings, 
these  distributions  to  be  on  the  barrelage  basis,  i.  e.,  that  each  unit 
should  receive  such  proportionate  part  of  the  surplus  earnings  as  its 
sales  of  beer,  in  terms  of  barrels  for  the  period  from  December  1, 
1915,  to  November  30,  1916,  was  of  the  total  number  of  barrels  sold 
by  all  members  of  the  Association  for  that  period.  The  purpose  of 
this  provision  was  to  define  the  proportionate  interest  of  each  member 
in  the  profits  of  the  Association.  Further  reference  to  distributions 
on  the  barrelage  basis  are  contained  in  paragraphs  XVIII  and  XIX 
of  the  contract,  which  provide: 

As  further  consideration  to  the  first  party  it  is  agreed  in  the  event  the 
business  shall  cease  to  continue,  or  the  Association  shall  be  dissolved,  either 
voluntarily  or  otherwise,  or  the  Association  shall  decide  to  distribute  any  funds 
or  property  owned  by  it,  the  first  party  shall  receive  such  pro  rata  portion  of 
all  moneys  of  the  Association  on  hand,  and  such  pro  rata  portion  of  the  pro¬ 
ceeds  of  all  funds  derived  by  the  Association  from  the  sales  of  all  property, 
after  paying  all  the  outstanding  indebtedness  of  the  Association,  as  is  provided 
in  paragraph  XII  hereof. 

And  as  further  consideration  to  the  first  party  it  is  agreed  that  during  the 
existence  of  the  Association  the  first  party  shall  be  paid  by  the  Association 
from  time  to  time,  in  addition  to  all  the  foregoing  considerations,  the  same 
pro  rata  portion  of  all  the  net  earnings,  dividends  and  profits  of  the  Association 
as  may  accrue  from  time  to  time,  as  is  fixed  by  paragraph  XII  hereof  to  be 
paid  to  the  first  party.  The  Association  shall  require  its  directors  to  make 
such  pro  rata  payments  to  the  first  party,  promptly  from  time  to  time  as  the 
business  of  the  Association  shall  justify. 

The  grant  to  the  Association  of  the  leasehold  in  the  real  estate 
of  the  units  is  contained  in  paragraph  V  of  this  first  contract  of 
January  30,  1917,  which  reads: 

And  the  first  party  does  give  and  grant  to  the  Association  the  exclusive 
right  and  privilege  of  using  all  buildings  and  lands  now  used  as  a  plant  by  the 
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first  party,  so  long  as  the  same  may  be  desired  by  the  Association,  not  exceeding 
forty-nine  (49)  years. 

The  consideration  for  the  grant  of  a  leasehold  in  the  several  plants 
was  the  interest  of  the  general  grantors,  the  units,  in  the  Association. 

On  the  same  day,  January  30,  1917,  the  second  contract — or  option 
agreement,  as  it  is  termed  in  the  record — was  made  between  the  units 
and  the  Association,  and  provided  in  part  as  follows : 

That  for  value  received,  the  first  party  does  hereby  give  and  grant  unto  the 
Association,  the  exclusive  right  and  privilege  of  using  for  purposes  of  the 
Association,  as  long  as  the  Association  may  require  the  same,  not  exceeding 
forty-nine  (49)  years,  those  certain  buildings  and  lands  now  used  as  a  plant  by 
the  first  party,  in  the  City  and  County  of  San  Francisco,  State  of  California, 
and  particularly  described  in  Exhibit  “A”  hereto  attached  expressly  referred 
to  and  made  a  part  hereof.  And  the  Association  shall  have  the  right  and 
privilege,  during  the  term  hereof,  of  operating  the  same  as  a  plant,  dismantling, 
closing  down,  or  leasing  the  same.  The  rental  derived  from  which  in  the  event 
of  such  leasing  shall  be  paid  into  the  Building  and  Real  Estate  fund  herein¬ 
after  created  and  disposed  of  as  herein  provided. 

This  contract  further  gave  the  Association  the  option  and  right  to 
purchase  at  any  time  within  49  years  the  plant  assets  at  a  price  to  be 
fixed  by  an  appraisal  to  be  made  within  30  days  thereafter  by  a 
reputable  appraisal  company  to  be  selected  by  the  Association.  The 
sole  office  of  the  appraisal,  stated  by  the  parties  in  the  contract,  was 
the  determination  of  the  purchase  price  to  be  paid  for  the  plants  by 
the  Association  upon  the  exercise  of  the  option.  This  option  agree¬ 
ment  further  provided  for  the  creation  of  a  building  and  real  estate 
fund  in  which  certain  funds  were  to  be  deposited,  out  of  which  pay¬ 
ments  were  to  be  made  to  the  units  of  the  purchase  prices  of  the  several 
plants.  The  legal  or  record  title  was  retained  by  the  units. 

The  third  and  final  contract  between  the  Association  and  the  vari¬ 
ous  units  was  dated  March  21,  1918,  and  after  reciting  the  steps 
theretofore  taken,  viz,  the  grant  of  the  leaseholds  and  the  giving  of 
the  options  to  purchase,  stated  that  the  appraisal  of  the  plants  had 
been  made  in  accordance  with  the  option  agreement  of  January  30, 
1917,  as  follows : 

And,  whereas,  such  appraisal  has  been  made  of  all  said  buildings  and 
lands  of  each  of  the  parties  of  the  second  part,  by  the  American  Appraisal 
Company,  a  true  and  correct  copy  of  which  said  appraisal  of  such  buildings 
and  lands  of  each  of  the  parties  of  the  second  part,  is  as  follows : 

Those  of  the  Union  Brewing  &  Malting  Co.,  appraised  as  follows: 


Land _ $30,000.00 

Wells _  726.  90 


Buildings _  95,  837. 91 


Total 


126,  564.  81 
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Those  of  the  Claus  Wreden  Brewing  Company,  Washington  Brewery, 
appraised  as  follows : 

Land _ $32,500.00 

Wells _ 

Buildings _  45,  346.  89 

Total _  77,  846.  89 


Those  of  the  National  Brewing  Company,  appraised  as  follows : 

Land _ $51,000.00 

Wells _ _ _  1,070.00 

Buildings _  166,  305.  43 


Total _ 218,375.43 

Those  of  the  Broadway  Brewing  Company,  appraised  as  follows : 

Land _ $15,000.00 

Wells _  1, 190.  00 

Buildings _  22, 380.  53 

Total _  38,  570.  53 

Two  of  the  unit  corporations  held  their  plant  properties  under 
leases  which  are  not  involved  in  this  proceeding.  After  the  above- 


quoted  references  to  the  appraisal,  the  contract  provided: 

Whereas,  it  is  desired  by  all  the  parties  hereto,  that  said  option  agreement 
be  converted  into  an  agreement  of  purchase  and  sale,  and  that  in  lieu  of  said 
option  agreement,  this  agreement  shall  he  substituted  and  supersede  said  option 
agreement. 


The  contract  then  provided  for  the  creation  of  a  building  and 
real  estate  fund  in  which  there  should  be  deposited  (a)  proceeds  of 
sales  of  any  of  the  plant  assets,  (b)  rentals  received  by  the  Associa¬ 
tion  from  the  leasing  of  any  of  the  plants,  (c)  interest  accumulated 
on  loans  of  any  part  of  the  monies  of  the  building  and  real  estate 
fund,  and  (cl)  monthly  contributions  to  the  fund  by  the  Association 
of  2yz  per  cent  to  5  per  cent,  as  the  directors  may  decide,  of  the 
total  collections  of  the  Association — after  which  appears  the  follow¬ 
ing  provision  upon  which  the  Commissioner  predicated  his  holding 
that  the  plant  assets  were  the  property  of  the  units  during  the  tax¬ 
able  years  here  involved : 

As  soon  as  said  Building  and  Real  Estate  Fund  shall  amount  to  the  sum  of 
$461,357.66,  derived  from  such  sources,  then  the  Association  shall  purchase, 
and  pay  from  said  fund,  for  all  the  buildings  and  real  estate  of  each  of  the 
parties  of  the  second  part,  described  herein,  the  respective  sums,  at  which  the 
property  of  each  of  said  parties  has  been  appraised,  as  herein  set  forth ;  said 
sums  to  be  paid  to  each  of  said  parties  of  the  second  part,  at  such  time,  cotem- 
poraneously,  regardless  of  the  fact  that  any  of  said  buildings  or  other  portions 
of  said  property  have  been,  destroyed  or  damaged  from  any  cause  whatsoever. 

The  intention  of  the  parties  to  the  contract  was  that  the  words 
“shall  purchase”  should  be  equivalent  to  the  words  “shall  acquire 
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the  record  title.”  The  contemporaneous  construction  of  the  contract 
by  the  parties  was  that  the  ownership  of  the  plant  assets  passed  to 
the  Association  not  later  than  March,  1918,  and  that  the  Association 
could  do  as  it  might  desire  with  those  assets  without  the  consent  of 
the  former  owners.  The  brewing  of  beer  at  several  of  the  plants  was 
discontinued  by  the  Association  and  the  equipment  permitted  to 
deteriorate.  When  additional  equipment  and  machinery  was  needed 
at  the  National  Brewery  plant,  where  the  brewing  of  beer  was  con¬ 
tinued  by  the  Association,  the  employees  of  the  Association  moved 
the  equipment  and  machinery  needed  from  other  breweries  to  the 
National  plant.  In  effecting  such  removal  considerable  damage  was 
done  to  the  plants  from  which  the  equipment  and  machinery  were 
taken.  Several  of  the  plants  were  leased  by  the  Association  and  the 
rentals  were  collected  and  retained  by  it.  No  charge  was  made  on 
the  books  against  the  Association  or  any  of  the  units,  no  credit  was 
given  to  any  of  the  units,  and  no  adjustment  was  made  on  account  of 
any  of  these  transactions.  Two  of  the  plants  were  sold  by  the  Asso¬ 
ciation  and  the  purchase  price  in  each  case  was  paid  to  and  retained 
by  the  Association.  In  completing  these  sales,  the  units  were  used 
merely  for  the  purpose  of  transferring  the  record  title. 

It  was  stipulated  by  the  parties  that  the  actual  cash  value  of  the 
plant  assets  at  January  30,  1917,  was  $461,357.66,  and  that  the  net 
value  of  these  assets  after  deducting  mortgages  was  $337,930.62. 
Subject  to  depreciation  suffered  during  the  intervening  period,  this 
value  was  maintained  down  to  1918.  The  stipulation  further 
provides : 

It  is  further  stipulated  that  the  amount  of  obsolescence  sustained  on  said 
plants,  during  1918,  was  $106,638.27.  By  this  stipulation,  the  Commissioner 
does  not  concede  that  the  ownership  of  said  plants,  or  any  of  them.'  was  at 
any  time,  in  the  California  Brewing  Association. 

Prior  to  making  the  contracts  hereinbefore  mentioned,  each  of  the 
units  was  in  control  of  its  own  properties  and  its  OAvn  business 
affairs.  By  the  contracts,  however,  the  units  divested  themselves  of 
any  control  whatsoever  over  the  properties  and  businesses  formerly 
owned  and  conducted  by  them.  They  were  left  without  property  or 
business,  and  thus  became  inactive  except  to  receive  and  disburse 
their  proportionate  shares  of  the  profits  of  the  Association.  Con¬ 
tracts  in  each  instance  were  signed  by  all  of  the  stockholders  of  each 
unit.  Thereafter  the  Association  became  the  original  source  of  all 
earnings  and  profits  and  of  all  distributions  to  stockholders.  There 
was  a  complete  merger  of  the  business  activities  of  the  units  into 
the  Association.  No  other  interest  was  identified  with  it. 

The  smaller  units  selected  one  and  the  larger  units  two  members 
as  directors  of  the  Association.  The  individuals  so  selected  became 
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the  nominees  of  the  Association  and  the  stockholders.  To  enable 
them  to  act  as  such  nominees  the  representatives  were  given  control 
of  the  stock  of  the  units  during  the  taxable  years  here  involved. 

The  Remar  Company,  a  corporation,  was  organized  in  1918  to 
manufacture  yeast  and  other  materials  used  by  bakeries.  Its  prin¬ 
cipal  place  of  business  was  in  Oakland,  Calif.  It  became  active  in 
the  summer  of  1918.  Its  stock  was  divided  into  two  classes,  pre¬ 
ferred  and  common,  both  of  which  had  voting  rights,  and  the  peti¬ 
tioner  and  its  unit  corporations  owned  68.651  per  cent  of  preferred 
stock  and  36.11  per  cent  of  common  stock.  Of  the  remainder,  26.828 
per  cent  of  the  preferred  and  61.545  per  cent  of  the  common  was 
owned  by  officers  of  the  petitioner  or  the  units  and  members  of  their 
families,  interests  that  were  closely  affiliated  with  the  petitioner. 
The  latter  stockholders  acquired  their  stock  with  the  understanding 
that  the  Remar  Company  was  to  be  one'  of  the  group  of  corporations 
to  be  controlled  by  the  Association,  and  this  understanding  was 
observed  at  all  times.  In  point  of  fact,  the  Remar  Company  was 
always  regarded  as  a  branch  of  the  Association  and  operated  as  the 
interest  of  the  Association  required. 

In  1918,  the  Association  contributed  $6,002.10  to  the  State  Brewers 
Association  and  deducted  that  amount  from  gross  income  in  its 
return  as  an  ordinary  and  necessary  expense.  This  deduction  was 
disallowed  by  the  Commissioner.  The  State  Brewers  Association 
was  organized  in  1918  for  the  purpose  of  bringing  the  brewers  of 
the  State  together  periodically  in  conventions  for  the  discussion  of 
their  business  problems,  “  to  establish  trade  practices  favorable  to 
the  industry,  to  deal  with  labor  collectively  and  to  deal  with  labor 
matters  specifically  such  as  handling  cases  of  arbitration,  disputes 
between  members  of  the  Association  and  the  unions,  and  to  use  its 
influence,  collectively,  for  the  elimination  of  the  objectionable  fea¬ 
tures  that  attached  themselves  to  the  brewing  business.”  None  of 
the  activities  of  the  petitioner  during  the  taxable  years  had  to  do 
with  lobbying  or  other  efforts  relating  to  legislation. 

OPINION. 

Littleton:  The  first  question  relates  to  the  disallowance  of  the 
deduction  of  $6,002.10  for  1918  representing  a  contribution  by  peti¬ 
tioner  to  the  State  Brewers  Association.  From  the  evidence  sub¬ 
mitted,  we  are  of  the  opinion  that  this  was  a  proper  business  expense 
and  should  be  allowed  as  a  deduction  from  gross  income. 

The  second  issue  is  whether  the  petitioner,  an  unincorporated 
association,  was,  during  the  years  1918  and  1919,  affiliated  with  the 
seven  corporations  mentioned  in  the  findings  of  fact.  The  six  brew- 
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in g  companies  together  composed  the  California  Brewing  Associa¬ 
tion,  which  they  organized  under  the  laws  of  California  and  to  which 
they  transferred  their  entire  businesses  and  assets.  The  Remar  Com¬ 
pany  was  organized  in  1918  by  the  group.  The  petitioner,  a  vol¬ 
untary  association  of  corporations,  was  taxable  as  a  corporation 
under  the  provisions  of  the  Revenue  Act  of  1918.  These  powers, 
duties,  rights  and  liabilities  were  defined  by  the  contracts  herein¬ 
before  referred  to.  The  petitioner  had  no  capital  stock.  The  Com¬ 
missioner  held  that  it  did  not  control  the  stock  of  the  units  which 
composed  it,  and  that  the  stock  of  the  other  corporations  was  not 
controlled  by  the  same  or  closely  affiliated  interests. 

Section  240  of  the  Revenue  Act  of  1918  contemplates  that  corpora¬ 
tions  and  associations  may  be  affiliated  and  speaks  of  the  control  of 
stock,  which  is  evidence  of  the  proprietary  interest  in  a  corporation 
or  an  association  entitling  the  holder  to  vote  at  stockholders’  meet¬ 
ings,  to  receive  profits  by  way  of  dividends  and  the  assets  upon  liqui¬ 
dation.  When  we  look  for  the  equivalent  of  stock  in  this  case,  we  are 
immediately  confronted  with  the  fact  that  the  six  brewing  companies 
composed  the  Association  and,  apart  from  them  collectively,  it  had 
no  existence.  Therefore,  it  seems  to  us  that  we  have  at  the  threshold 
of  the  consideration  of  the  question  the  patent  fact  that  the  question 
in  reality  is  whether  the  Association  shall  be  regarded  as  having  been 
affiliated  with  itself,  for  the  units  were  the  Association,  and  we  should 
hesitate  before  saying  that  the  component  parts  of  an  organization 
must,  for  tax  purposes,  be  separated  from  itself.  The  petitioner  and 
the  units  which  composed  it  constituted  a  single  business  enterprise 
or  unit.  Each  of  the  units  sold  and  conveyed  to  the  Association  its 
business  and  transferred  all  stock  on  hand,  raw  materials,  goods  in 
process,  finished  product  and  all  equipment,  together  with  the  man¬ 
agement  and  control  of  the  entire  plants  and  assets  of  every  character 
and  discontinued  operations.  Thereafter  the  Association  deter¬ 
mined  which  plant  or  plants  should  be  operated,  with  the  result  that 
three  plants  were  closed  and  later  sold  and  the  proceeds  became  the 
property  of  the  Association.  Upon  the  formation  of  the  Association 
no  profits  thereafter  accrued  to  the  units  or  to  the  stockholders  of 
the  units,  except  through  the  Association.  Instead  of  sharing  in  the 
profits  through  the  ownership  of  stock  in  the  Association,  the  units 
and  their  stockholders  received  distributions  from  the  profits  of 
the  Association  under  the  provisions  of  the  contracts  hereinbefore 
mentioned. 

The  important  point  in  this  proceeding  is  the  manner  in  which  one 
corporation  or  association  may  control  the  stock  of  another,  so  as  to 
be  affiliated  within  the  meaning  of  the  statute.  A  corporation  can 
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function  only  through  agents,  and  control  by  these  agents  is  its  con¬ 
trol.  The  statute  states  “where  one  corporation  controls  the  stock  of 
another,”  but  a  corporation  can  not  function  and  can  not  controJ 
the  stock  of  another  except  through  its  agents.  No  other  means  of 
control  is  possible. 

It  was  provided  in  the  contracts  between  the  various  units  and 
the  petitioner  that  the  units  should  have  the  right  to  select,  in  some 
instances,  one,  and  in  others,  two  members  of  the  board  of  directors 
of  the  Association.  When  so  selected  they  were  the  representatives 
of  not  only  the  units  but  also  of  the  stockholders  of  the  units  who 
were  parties  to  the  contracts.  They  were  selected  as  the  representa¬ 
tives  of  the  stockholders  and  there  was  no  provision  for  their  re¬ 
moval  by  anyone  during  their  terms  of  office.  The  board  of  directors 
of  the  Association  controlled  the  stock  that  it  represented,  the 
selection  of  the  directors  being  for  that  purpose.  The  purpose  of 
the  membership  representation  on  the  board  of  directors  of  the 
Association  was  to  place  the  control  of  the  units  and  the  stock,  so  . 
far  as  the  Association  was  concerned,  with  the  members  who  were 
elected  to  the  board  of  directors.  The  directors  were  first  the 
agents  of  the  Association  having  the  management  and  control  of 
its  affairs — their  allegiance  was  to  it,  whatever  act  it  performed  was 
through  them.  When  they  controlled,  being  the  agents  of  the 
Association,  the  Association  controlled.  The  control  here  was 
through  interests  closely  affiliated  with  the  Association. 

Under  the  evidence  presented,  we  are  of  the  opinion  that  the 
stock  of  the  Remar  Company  was  owned  or  controlled  by  the  same 
or  closely  affiliated  interests.  The  net  income  and  invested  capital 
of  the  six  brewing  companies,  the  Remar  Company  and  the  peti¬ 
tioner  for  the  years  1918  and  1919  should  therefore  be  computed  upon 
the  basis  of  consolidated  returns.  The  amount  of  obsolescence 
sustained  on  the  plants  for  1918  has  been  stipulated  and  the  fact 
of  exhaustion,  wear  and  tear  is  not  in  question. 

In  view  of  our  decision  upon  the  question  of  affiliation,  it  is  not 
necessary  to  decide  whether  real  estate  of  the  value  of  $461,000 
should  be  included  in  the  invested  capital  of  the  Association  or  the 
units. 

Judgment  will  ~be  entered  on  15  days ’  notice , 
under  Rule  50. 

Green  and  Morris  dissent. 

Phillips  concurs  in  the  result  only. 

Milliken  did  not  participate. 
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Appeal  of  W.  J.  Hunt. 

Docket  No.  5791.  Decided  October  30,  1926. 

Held,  on  the  evidence,  that  the  dividend  received  by  the  peti¬ 
tioner  was  a  cash  dividend  and  not  a  stock  dividend. 

A.  Lee  Rawlings ,  C.  P.  A.,  for  the  petitioner. 

Thomas  P.  Dudley ,  Jr.,  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  a  deficiency  in  income 
tax  for  1918  in  the  amount  of  $2,219.62.  The  deficiency  arises  from 
the  action  of  the  Commissioner  in  increasing  the  income  reported  by 
the  petitioner  on  account  of  amounts  claimed  by  the  petitioner  to 
be  stock  dividends. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  resident  of  Norfolk,  Va.  On  January  1,  1918, 
he  owned  275%  shares  of  the  capital  stock  of  the  Merchants 
Bakery,  Inc.,  of  Norfolk.  The  par  value  of  this  stock  was  $100  per 
share.  On  January  2,  the  petitioner  acquired  148  additional  shares 
of  stock  of  the  same  company,  as  hereinafter  set  out. 

At  a  meeting  of  the  board  of  directors  of  the  above-named  com¬ 
pany,  held  on  December  1,  1917,  a  resolution  was  adopted  wherein 
the  board  recommended  to  the  stockholders  that  the  capital  stock  of 
the  corporation  be  increased  from  $65,000  to  $100,000,  the  maximum 
allowed  by  the  charter,  and  that  the  additional  issue  of  $35,000  of 
capital  stock  be  offered  to  the  stockholders  at  par  in  proportion  to 
their  respective  holdings,  and,  if  any  of  the  stockholders  did  not 
take  their  allotment,  then  the  amount  so  refused  should  be  offered 
to  the  stockholders  in  proportion  to  their  respective  holdings. 

The  stockholders  of  the  Merchants  Bakery,  Inc.,  on  December  1, 
1917,  and  during  the-  taxable  year,  were  W.  J.  Hunt,  F.  H.  Hobbs, 
R.  Randolph  Hicks,  T.  G.  Hobbs  and  Walter  Dickson. 

At  a  special  meeting  of  the  stockholders  of  the  Merchants  Bakery, 
Inc.,  called  on  December  1,  1917,  the  recommendation  of  the  board 
of  directors  submitted  on  the  same  date  was  by  resolution  adopted 
by  the  stockholders,  and  the  capital  stock  was  increased  to  $100,000 
in  accordance  with  the  recommendations  made  by  the  board  of 
directors,  which  resolution  was  unanimously  adopted. 

On  December  24,  1917,  at  a  meeting  of  the  board  of  directors  of 
the  Merchants  Bakery,  Inc.,  the  following  resolution  was  unani¬ 
mously  adopted : 

Resolved :  that  the  business  of  the  company  showed  that  its  operation  had 
been  so  prosperous  in  the  year  1917  as  to  justify  the  payment  of  an  extra 
dividend.  Now,  Therefore,  Be  it  resolved  that  an  extra  dividend  of  $60  per 
share  is  hereby  declared  payable  on  the  stock  outstanding  as  of  January  1,  1917, 
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Subsequent  to  the  adoption  of  the  resolutions  by  the  board  of 
directors  and  the  stockholders  at  the  meeting  held  on  December  1, 
1917,  but  prior  to  the  declaration  of  the  dividend  on  December  24, 
1917,  it  was  agreed  between  all  the  stockholders,  including  those 
who  were  members  of  the  board  of  directors,  that  they  would  take 
stock  and  pay  for  it  with  the  money  distributed  by  the  corporation 
to  the  extent  of  $35,000,  and  that  the  checks  received  from  the  cor¬ 
poration  should  be  deposited  to  the  credit  of  the  individual  stock¬ 
holders  whose  checks  in  payment  for  stock  would  be  simultaneously 
deposited.  When  the  contemplated  dividend  was  declared  the  cor¬ 
poration  had  a  surplus  on  hand  at  the  date  of  the  resolution,  Decem¬ 
ber  24,  1917,  in  excess  of  $39,000. 

At  the  meeting  of  the  directors  on  December  24,  1917,  the  stock¬ 
holders  delivered  to  the  treasurer  of  the  corporation  their  personal 
checks  aggregating  $35,000  as  follows : 


W.  J.  Hunt _ $14,  800 

F.  H.  Hobbs _  11,300 

R.  Randolph  Hicks - * -  5,  700 

T.  G.  Hobbs _  2,900 

Walter  Dickson _  300 


35,000 

The  above  checks  were  given  in  payment  for  stock  on  December 
24,  1917,  but  were  not  to  be  presented  for  payment  until  the  cor¬ 
poration’s  checks  representing  the  pro  rata  share  of  each  stockholder 
of  the  dividend  were  deposited.  Some  of  the  stockholders  who  signed 
the  above  checks  had  no  money  in  the  banks  upon  which  they  were 
drawn;  others  were  for  amounts  in  excess  of  the  respective  bal¬ 
ances  of  their  personal  bank  accounts,  and  by  agreement  were  held 
by  Merchants  Bakery,  Inc.,  until  January  2,  1918,  when  the  checks 
of  the  corporation  were  made  out  in  favor  of  all  of  the  stockholders 
in  amounts  aggregating  $39,000  as  follows : 


W.  J.  Hunt _ $16,  530 

F.  H.  Hobbs _  12,  570 

R.  Randolph  Hicks _  6,  360 

T.  G.  Hobbs _  3,240 

Walter  Dickson _  300 


39,000 

The  treasurer  of  the  Merchants  Bakery,  Inc.,  deposited  the  checks 
issued  to  the  stockholders  by  the  company  in  amounts  aggregating 
$39,000  in  the  bank  to  the  personal  credit  of  the  stockholders  and 
simultaneously  deposited  the  stockholders’  checks  which  he  held 
aggregating  $35,000,  which  checks  had  been  endorsed  by  the  respec¬ 
tive  stockholders.  Prior  to  such  deposit  on  January  2,  1918,  the  cash 
of  the  company  in  the  bank  was  $10,600. 
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On  the  same  day,  January  2,  1918,  the  stockholders  received  their 
additional  stock  in  the  corporation. 

OPINION. 

Trammell:  The  question  involved  in  this  appeal  is  whether  the 
dividend  paid  by  the  Merchants  Bakery,  Inc.,  is  a  stock  dividend  or 
a  cash  dividend. 

It  is  contended  by  the  petitioner  that  his  distributive  share  of 
the  dividend  declared  by  the  company  was  a  stock  dividend  to  the 
extent  of  the  amount  which  equaled  the  amount  of  the  check  drawn 
by  him,  which  was  not  to  be  paid  until  the  check  of  the  corporation 
representing  a  dividend  was  deposited,  and  that  only  the  amount 
of  the  cash  received  in  excess  of  the  check  deposited  by  him  repre¬ 
sented  a  cash  dividend. 

The  taxpayer  relies  in  support  of  his  contention  upon  the  cases 
of  United  States  v.  Mellon ,  281  Fed.  645;  United  States  v.  Davi¬ 
son,  1  Fed.  (2d)  465;  and  Appeal  of  Theresa  Zellerhach ,  2  B.  T.  A. 
1076. 

Whether,  in  any  case,  a  dividend  is  a  stock  or  cash  dividend  is 
a  question  of  fact  and  the  question  must  be  decided  upon  the  peculiar 
facts  in  each  case.  While  the  Board  will  look  through  form  to 
substance  in  order  to  arrive  at  what  actually  occurred,  it  is  some¬ 
times  difficult  to  determine  what  is  mere  form  and  what  is  in  fact 
substance.  The  form  which  a  transaction  takes  frequently  deter¬ 
mines  what  the  transaction  is. 

In  the  case  of  Eisner  v.  Maeomher ,  252  U.  S.  189,  the  United 
States  Supreme  Court  defined  what  a  stock  dividend  is.  In  that 
case  it  was  argued  by  the  Government  that  there  was  no  essential 
difference  between  a  stock  dividend  and  a  transaction  whereby  the 
corporation  declared  a  dividend  in  cash  with  the  privilege  of  pur¬ 
chasing  stock  with  that  cash.  In  support  of  its  contention  that  there 
was  no  essential  difference  between  the  two  transactions,  the  Govern¬ 
ment  cited  the  case  of  Tax  Commissioner  v.  Putnam ,  227  Mass.  522; 
116  N.  E.  904.  In  that  case  the  court  stated  as  follows: 

In  essence  the  thing  which  has  been  done  is  to  distribute  a  symbol  represent¬ 
ing  an  accumulation  of  profits,  which  instead  of  being  paid  out  in  cash  is 
invested  in  the  business,  thus  augmenting  its  durable  assets.  In  this  aspect 
of  the  case  the  substance  of  the  transaction  is  no  different  from  what  it  would 
be  if  a  cash  dividend  had  been  declared  with  the  privilege  of  subscription  to  an 
equivalent  amount  of  new  shares. 

That  court  reasoned  upon  the  theory  that,  since  a  dividend  de¬ 
clared  in  cash  with  the  privilege  of  purchasing  stock  was  taxable,  a 
dividend  declared  and  paid  in  stock  was  also  taxable. 
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The  Supreme  Court,  however,  did  not  accept  this  reasoning  of  the 
Massachusetts  court,  and  in  reply  to  that  argument  said  (252  U.  S. 
217)  : 

We  cannot  accept  this  reasoning.  Evidently,  in  order  to  give  a  sufficiently 
broad  sweep  to  the  new  taxing  provision,  it  was  deemed  necessary  to  take  the 
symbol  for  the  substance,  accumulation  for  distribution,  capital  accretion  for 
its  opposite ;  while  a  case  where  money  is  paid  into  the  hand  of  the  stockholder 
with  an  option  to  buy  new  shares  with  it,  followed  by  acceptance  of  the  option, 
was  regarded  as  identical  in  substance  with  a  case  where  the  stockholder 
receives  no  money  and  has  no  option.  The  Massachusetts  court  was  not  under 
an  obligation,  like  the  one  which  binds  us,  of  applying  a  constitutional  amend¬ 
ment  in  the  light  of  other  constitutional  provisions  that  stand  in  the  way  of 
extending  it  by  construction. 

In  this  connection  Mr.  Justice  Brandeis,  in  his  dissenting  opinion, 
used  the  following  language  (252  U.  S.  225)  : 

It  is  conceded  that  if  the  stock  dividend  paid  to  Mrs.  Macomber  had  been  made 
by  the  more  complicated  method  pursued  by  the  Standard  Oil  Company  of 
Kentucky,  that  is,  issuing  rights  to  take  new  stock  pro  rata  and  paying  to  each 
stockholder  simultaneously  a  dividend  in  cash  sufficient  in  amount  to  enable 
him  to  pay  for  this  pro  rata  of  new  stock  to  be  purchased — the  dividends  so 
paid  to  him  would  have  been  taxable  as  income  whether  he  retained  the  cash 
or  whether  he  returned  it  to  the  corporation  in  payment  for  his  pro  rata  of 
new  stock. 

The  Supreme  Court  did  not  consider  that  the  receipt  of  cash  by 
a  stockholder  and  the  purchase  of  stock  with  that  cash  was  the 
equivalent  in  substance  to  the  receipt  of  dividends  in  stock  directly. 
The  reasoning  of  the  Massachusetts  court  to  this  effect  was  expressly 
rejected. 

The  Supreme  Court  further  said  (252  U.  S.  211)  : 

We  are  considering  the  taxability  of  bona  fide  stock  dividends  only. 

The  court  further  said,  in  answering  the  argument  of  the  Gov¬ 
ernment  that  stock  dividends  were  taxable  (252  U.  S.  213)  : 

It  [the  Government]  contends  that  the  tax  may  be  laid  when  earnings  “  are 
received  by  the  stockholder,”  whereas  he  has  received  none ;  that  the  profits 
are  “  distributed  by  means  of  a  stock  dividend,”  although  a  stock  dividend 
distributes  no  profits ;  *  *  *  that  the  “  profits  are  segregated  from  his 

former  capital,  and  he  has  a  separate  certificate  representing  his  invested 
profits  or  gains,”  whereas  there  has  been  no  segregation  of  profits,  nor  has 
he  any  separate  certificate  representing  a  personal  gain,  since  the  certificates, 
new  and  old,  are  alike  in  what  they  represent — a  capital  interest  in  the 
entire  concerns  of  the  corporation. 

In  this  case,  however,  there  was  a  segregation  of  the  profits  of  the 
corporation.  The  corporation  issued  its  check  to  the  stockholders 
for  their  proportionate  share  of  the  corporate  earnings.  Each 
stockholder  endorsed  the  check  and  turned  it  back  to  an  officer  of 
the  corporation  who  deposited  to  the  stockholder’s  credit,  where¬ 
upon  the  checks  given  by  the  stockholders  for  stock  were  presented 
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and  paid.  The  fact  that  the  stockholders,  in  accordance  with  an 
agreement  entered  into  among  themselves,  purchased  stock  from  the 
corporation  with  a  portion  of  the  money  received,  is  to  our  mind 
not  controlling.  It  does  not  mean  that  the  stockholder  did  not 
receive  from  the  corporation  his  proportionate  part  of  the  earnings. 
His  proportionate  part  of  the  profits  of  the  corporation  became 
separated  from  the  corporate  funds  and  in  every  substantial  sense 
of  the  word  was  income  derived  and  separated  from  capital.  What 
a  stockholder  does  with  his  part  of  the  earnings  of  the  corporation 
when  those  earnings  have  become  separated  from  corporate  funds 
and  become  the  property  of  the  stockholder,  seems  to  us  to  be  not 
material  in  the  consideration  of  the  case. 

In  the  Appeal  of  Edvmrd  Langenbach ,  2  B.  T.  A.  777,  the  Board 
used  the  following  language : 

In  United  States  v.  Phellis ,  257  U.  S.  156,  and  Rockefeller  v.  United  States , 
257  U.  S.  176,  the  court  considered  situations  where  the  stockholders  received, 
not  cash,  but  stock  in  a  new  corporation  holding  some  of  the  same  assets  which 
the  old  stock  had  theretofore  represented ;  and  the  stockholder  was  held  tax¬ 
able  upon  the  value  of  the  stock  thus  received  as  a  dividend,  notwithstanding 
that  the  new  stock  was  part  of  a  reorganization.  In  those  cases  the  stock¬ 
holders  urged  that  they  were  merely  receiving  new  symbols  of  ownership  of 
the  same  interest  their  right  in  wTiich  had  never  changed  and  never  come  to 
realization ;  but  this  the  court  declined  to  adopt.  Here  the  corporation  declared 
and  the  stockholder  received  a  cash  dividend,  which,  were  it  not  for  his  volun¬ 
tary  contract,  he  had  under  his  complete  dominion.  At  the  moment  of  its 
receipt  he  realized  income,  and  what  he  did  with  it  thereafter,  irrespective  of 
how  soon,  can  not  change  its  character  at  that  time. 

In  this  case  the  petitioner  actually  received  the  check  of  the  cor¬ 
poration  representing  his  distributive  share  of  the  profits  which  the 
corporation  had  accumulated  and  he  bought  stock  in  the  corporation 
with  the  funds  received.  It  seems  to  us  that  such  a  situation  in¬ 
volves  the  principle  and  the  reasoning  upon  w^hich  the  Massachu¬ 
setts  court,  in  the  case  of  Tax  Commissioner  v.  Putnam ,  supra ,  held 
that  a  stock  dividend  was  taxable,  which  reasoning  and  analogy  the 
United  States  Supreme  Court  expressly  rejected  in  the  case  of  Eisner 
v.  M cocomb  ery  supra. 

It  seems  to  us  that  there  is  a  material  difference  between  a  trans¬ 
action  whereby  a  corporation  actually  distributes  its  profits  in  the 
way  of  a  dividend  to  its  stockholders  and  then  receives  back  a  portion 
thereof  as  a  subscription  price  for  stock,  and  a  transaction  where  a 
corporation  does  not  in  fact  segregate  and  distribute  any  of  its  profits 
but  merely  distributes  a  symbol  representing  the  proportionate 
ownership  in  all  profits  of  the  corporation. 

In  the  Appeal  of  Eugene  E.  Paul ,  2  B.  T.  A.  150,  the  Board  used 
the  following  language: 

Upon  the  declaration  of  a  dividend  the  right  of  the  stockholders  becomes  fixed 
and  the  dividend  becomes  segregated  from  the  stock  and  exists  independently 
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of  it ;  the  acquisition  of  new  stock  of  the  corporation  with  the  dividend  checks 
constitutes  a  purchase  of  the  stock  and  the  dividend  was  consequently  realized 
as  income  at  the  time  the  checks  were  received. 

It  was  urged  by  the  petitioner  that  he  and  all  the  other  stockholders 
had  an  oral  agreement  to  the  effect  that  they  would  take  the  dividend 
in  cash  but  would  apply  it  on  the  purchase  of  new  stock.  It  does  not 
appear,  however,  that  this  was  the  action  of  the  corporation  or  that 
any  such  agreement  was  entered  into  by  the  corporation.  Without 
such  an  agreement  on  the  part  of  the  corporation  itself,  the  stock¬ 
holders  were  not  legally  bound  to  subscribe  for  the  new  stock,  nor 
were  they  under  any  legal  duty  to  apply  the  checks  in  payment  for 
new  stock.  The  agreement  among  the  stockholders  can  not  alter  the 
action  of  the  corporation  in  declaring  a  cash  dividend.  Agreements 
made  by  stockholders  as  such  are  not  to  be  treated  as  the  contract  of 
the  corporation  unless  the  corporation  formally  ratifies  or  adopts 
them.  De  La  Vergne  Go.  v.  German  Savings  Institution ,  175  U.  S. 
40;  Moore  &  Handley  Hardware  Go.  v.  Towers  Hardware  Go .,  87 
Ala.  206 ;  6  So.  41. 

By  the  overwhelming  weight  of  authority,  wrhen  the  power  to  do 
particular  acts  or  general  authority  to  manage  the  affairs  of  the 
corporation  is  vested  in  the  directors  or  trustees,  it  is  vested  in 
them  not  as  individuals,  but  as  a  board,  and  as  a  general  rule  they 
can  act  so  as  to  bind  the  corporation,  assuming  that  there  is  no 
ratification  or  estoppel,  only  when  they  act  as  a  board  and  at  a  legal 
meeting.  Kansas  Gity  Hay-Press  Go.  v.  Devol ,  72  Fed.  717 ;  Ames 
v.  Goldfield  Merger  Mines  Go .,  227  Fed.  292. 

The  members  of  the  governing  body  of  a  corporation  are  agents 
of  the  corporation  only  as  a  board  and  not  individually.  Hence  it 
follows  that  they  have  no  authority  to  act  save  when  assembled  at  a 
board  meeting.  The  separate  action  individually  of  the  persons 
composing  such  governing  body  is  not  the  action  of  the  constituted 
body  of  men  clothed  with  corporate  power.  Commercial  Brewing 
Go.  v.  McCormick ,  225  Mass.  504;  114  N.  E.  812;  Citizens ’  Securities 
Go.  v.  Hammel ,  14  Cal.  App.  564;  112  Pac.  731. 

In  this  case,  even  if  it  be  conceded  that  the  individual  members 
of  the  board  of  directors  could  have  legally  bound  the  corporation, 
it  is  not  alleged  by  any  witness  that  the  agreement  referred  to  was 
other  than  an  agreement  between  the  stockholders,  those  who  were 
to  receive  the  dividends,  and  it  related  to  what  they  would  do  with 
their  dividends  and  not  to  the  manner  in  which  the  corporation 
would  distribute  the  dividends.  There  is  no  evidence  that  the  direc¬ 
tors  as  such  undertook  to  act  for  the  corporation.  The  resolution 
declaring  the  dividend  did  not  recognize  any  such  agreement  as 
having  been  made.  It  is  true  that  the  corporation  may  have  acted 
and  very  likely  did  act  upon  the  assumption  that  the  stockholders, 
in  accordance  with  the  agreement  among  themselves,  would  purchase 
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stock  with  their  dividends,  but  this  is  not  sufficient  to  change  what 
was  declared  by  the  corporation  to  be  a  cash  dividend  to  a  stock 
dividend.  The  stockholders  were  not  legally  bound  to  take  stock. 

We  are  not  unmindful  of  the  line  of  decisions  holding  that  corpo¬ 
rations  are  liable  on  contracts  made  by  certain  directors  or  stock¬ 
holders  not  based  on  formal  action  of  the  board  of  directors,  but  an 
analysis  of  the  leading  decisions  to  that  effect  indicates  that  they 
were  based  on  estoppel  on  the  part  of  the  corporation  on  account  of 
the  fact  that  it  had  received  benefits  under  the  contracts,  because  of 
implied  authority  of  such  individuals,  because  the  corporation 
ratified  the  action,  or  for  other  reasons  which  do  not  exist  in  this 
case. 

It  is  also  a  general  rule  of  law  that  a  corporation  is  a  distinct 
legal  entity  separate  and  apart  from  the  individual  stockholders  who 
compose  it  and  is  not  affected  by  any  personal  rights,  obligations  or 
transactions  of  the  stockholders.  MeCaskUl  Go.  v.  United  States , 
216  U.  S.  504;  Eisner  v.  Macomber ,  supra. 

When  the  dividend  was  declared  by  the  corporation  the  surplus 
out  of  which  it  was  declared  became  segregated  from  its  other  assets 
and  the  corporation  became  the  debtor  of  the  stockholder  and  the 
stockholder  became  the  creditor  of  the  corporation.  United  States  v. 
Guinzburg ,  278  Fed.  363;  Stoats  v.  Biograph  Co .,  236  Fed.  454; 
Plant  v.  Walsh ,  280  Fed.  722. 

The  corporation  as  a  debtor  then  held  the  dividends  for  the  stock¬ 
holder,  and  he  or  his  representatives  could  maintain  an  action  for 
the  recovery  thereof.  Wheeler  v.  Northwestern  Sleigh  Co.,  39  Fed. 
347;  Hooper  v.  Sage ,  112  N.  Y.  530;  20  N.  E.  350;  Bright  v.  Lord , 
51  Ind.  272 ;  19  Am.  Rep.  732. 

The  dividend  which  was  declared  in  this  case,  according  to  the  reso¬ 
lution  by  which  it  was  declared,  was  a  cash  dividend.  The  fact  that 
the  recipients  of  that  dividend  agreed  to  apply  it  to  the  purchase 
of  stock  is  not  sufficient  to  change  the  nature  of  the  transaction.  It 
is  not  material  what  the  recipients  of  the  dividend  agreed  to  do  with 
it  when  it  was  received.  A  violation  of  the  agreement  of  the  stock¬ 
holders  to  purchase  stock  with  that  dividend  would  not  have  given 
the  corporation  a  right  to  sue  for  the  application  of  that  money  to 
the  purchase  of  stock. 

In  the  case  of  Hyde  v.  Holmes,  198  Mass.  287 ;  84  N  E.  318,  the 
dividends  were  paid  in  cash  with  an  option  given  to  use  same  in  the 
purchase  of  stock,  and  the  stock  was  increased  on  the  same  day  in 
the  same  amount  as  the  cash  dividends.  It  was  held  to  be  a  cash 
dividend. 

In  the  case  of  Cox  v.  GaulberCs  Trustee,  148  Kv.  407;  147  S.  W. 
25,  the  dividends  were  declared  payable  in  cash.  An  increase  was 
authorized  in  the  capital  stock  equal  in  amount  to  the  dividend. 
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Though  called  a  cash  dividend,  it  was  intended  and  understood  to 
be  paid  in  new  stock.  It  was  held  to  be  in  effect  a  cash  dividend. 

In  the  case  of  Ballcmtine  v.  Young ,  79  N.  J.  Eq.  70;  81  Atl.  119, 
the  case  was  stated  by  the  court  as  follows : 

On  April  28,  1909,  the  surplus  [of  the  Central  Trust  Company]  had  increased 
to  $15,579,696.65.  In  June,  1909,  its  capital  stock,  by  appropriate  action  on 
the  part  of  the  directors  and  stockholders,  was  increased  to  $3,000,000.  The 
stockholders  were  given  the  right  to  subscribe  at  par  for  the  new  issue  of 
$2,000,000;  that  is,  each  stockholder  might  subscribe  for  two  new  shares  for 
every  old  one  he  held.  *  *  * 

The  first  question  is,  Who  is  entitled  to  the  dividend  of  the  Central  Trust 
Company  issued  under  the  circumstances  above  described,  the  life  tenants  or 
the  remaindermen? 

The  court  said  (81  Atl.  120)  : 

It  seems  to  me  plain  that  the  dividend  is  a  cash  dividend,  and  not  a  so-called 
stock  dividend.  There  is  nothing,  either  in  the  substance  or  form  of  the  trans¬ 
action,  that  indicates  that  it  was  other  than  what  it  purports  to  be.  Gray  v. 
Hemenway,  206  Mass.  126,  92  N.  E.  31,  138  Am.  St.  Rep.  377.  It  is  true  that 
the  company  at  the  time  it  declared  the  dividend  gave  an  option  to  subscribe 
to  the  new  stock,  and  that  its  officers  anticipated  that  the  new  stock  would  be 
paid  for  with  the  cash  dividend ;  but  it  did  not  attempt  to  compel  the  subscrip¬ 
tion.  The  stockholder  could  do  as  he  pleased.  *  *  *  and  (3)  it  was  evi¬ 

dently  made  for  the  special  purpose  of  enabling  the  stockholders  to  avail 
themselves  of  the  new  subscription. 

In  the  case  of  Davis  v.  Jackson ,  152  Mass.  58 ;  25  N.  E.  21,  the  facts 
were  as  follows : 

On  April  26,  1889,  at  a  stockholders’  meeting,  it  was  voted  that  the  capital 
stock  be  increased  by  1000  shares,  of  $100  each,  and  that  the  stockholders  be 
entitled  to  subscribe  in  proportion  to  the  number  of  their  shares,  if  they  paid 
within  30  days.  This  vote  allowed  the  stockholders  to  take  one  new  share  for 
every  four  held  by  them.  At  a  meeting  of  the  directors,  held  on  the  same  day, 
at  the  close  of  the  stockholders’  meeting,  an  extra  dividend  of  $25  a  share  was 
declared.  This  dividend  was  exactly  sufficient  to  enable  the  stockholders  to 
pay  for  their  new  stock  if  they  were  so  minded.  But  they  were  not  bound  to  take 
the  stock ;  and  if  they  preferred  to  keep  the  money,  and  to  sell  their  rights 
to  subscribe  for  stock,  they  could  do  so,  as  some  of  them  did  in  fact.  *  *  * 

The  earnings  of  the  company  were  sufficient  to  pay  the  dividend,  but  if  they 
were  used  to  pay  the  dividend  then  it  was  necessary  to  raise  about  an  equal 
amount  to  pay  for  additions  which  had  been  made  to  the  capital,  and  which 
had  increased  its  value  at  least  25  per  cent,  above  the  par  value  of  the  old 
stock.  The  directors  would  testify,  if  material,  that  they  discussed  the  ques¬ 
tion  of  a  stock  dividend,  and  understood  that  it  was  not  permitted  by  law, 
and  declared  the  extra  dividend  as  a  substitute. 

The  argument  for  the  remainderman  is  that  the  transactions  of  the  company, 
viewed  as  a  whole,  are  in  substance  a  stock  dividend.  It  is  tacitly  assumed 
that  the  company  had  appropriated  its  earnings  to  the  improvements  which 
the  stock  represented  before  the  dividend  was  declared,  and  then  the  con¬ 
clusion  is  drawn  that  the  dividend  represented  those  improvements.  But, 
in  the  opinion  of  a  majority  of  the  court,  it  is  evident  that,  if  we  look  at 
either  extreme  of  the  facts,  the  life-tenants  ought  to  prevail.  The  dividend 
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was  declared  as  a  cash  dividend,  and  it  represented  what,  originally  at  least, 
were  earnings  of  the  company. 

In  the  case  of  Newport  Trust  Co.  v.  VanRensselaer ,  32  R.  I.  231; 
78  Atl.  1009,  it  was  held,  following  the  decision  in  the  case  of 

Davis  v.  Jackson,  supra: 

The  earnings  of  the  corporation  were  sufficient  to  pay  the  dividends ;  but,  if 
used  for  that  purpose,  it  would  be  necessary  to  raise  money  to  pay  for  additions 
which  had  been  made  to  the  capital.  Held,  that  the  transaction  was  a  cash 
dividend,  and  passed  to  the  life  tenant  as  income.  Said  the  court :  “  The  argu¬ 
ment  for  the  remainderman  is  that  the  transactions  of  the  company,  viewed 
as  a  whole,  are  in  substance  a  stock  dividend.  It  is  tacitly  assumed  that  the 
company  had  appropriated  its  earnings  to  the  improvements  which  the  stock 
represented  before  the  dividend  was  declared,  and  then  the  conclusion  is  drawn 
that  the  dividend  represented  these  improvements.  But  in  the  opinion  of  a 
majority  of  the  court  it  is  evident  that,  if  we  look  at  either  extreme  of  the 
facts,  the  life  tenants  ought  to  prevail.  The  dividend  was  declared  as  a  cash 
dividend,  and  it  represented  what  originally  at  least  were  earnings  of  the 
company.  *  *  *  If  the  plaintiff  trustees  had  seen  fit  to  keep  the  money 

and  to  sell  their  rights,  they  could  have  done  so,  and  neither  the  corporation, 
nor  the  cestui  que  trust  could  have  complained.  Of  course,  the  trustee  could 
not  affect  the  respective  rights  of  the  defendants  by  their  determination.  If 
they  had  kept  the  dividend,  it  would  have  been  a  bold  claim  on  the  part  of 
the  remaindermen  that  it  was  theirs  because  the  corporation  was  in  debt  for 
additions  to  capital.  *  *  *  A  dividend  of  cash  representing  profits  is  none 

the  less  to  be  taken  as  income,  because  the  stockholder  is  at  liberty  to  invest 
it  at  par  in  stock  which  is  worth  more  than  par,  if  he  is  also  at  liberty  to  sell 
the  right  to  subscribe  for  the  stock.”  See,  also,  Thompson  on  Corporations, 
§2208 ;  Minot  v.  Paine,  99  Mass.  101,  96  Am.  Dec.  705 ;  Adams  v.  Adams , 
139  Mass.  452,  1  N.  E.  746. 

When  the  dividend  in  this  case  was  declared  it  took  the  form  of 
a  cash  dividend.  The  resolution  made  no  reference  to  anything  else. 
The  resolution  represented  the  action  of  the  corporation  and  there 
was  no  evidence  that  it  did  not  correctly  reflect  the  corporate  action. 
If  we  concede  that  the  corporation  had  knowledge  of  the  agreement 
among  its  stockholders  and  relied  upon  that  agreement  in  declaring 
the  cash  dividend,  it  does  not  alter  the  situation.  If  the  stockholders 
had  not  desired  to  take  stock,  the  corporation  could  not  have  relied 
on  the  agreement  to  compel  them  to  do  so.  It  seems  to  us  that  under 
the  facts  the  stockholders  had  an  option  to  take  and  retain  the  cash 
or  to  purchase  stock  with  it. 

In  our  opinion,  the  facts  in  the  case  of  United  States  v.  Mellon , 
281  Fed.  645,  and  U7bited  States  v.  Davison ,  1  Fed.  (2d)  465,  are 
distinguishable  from  the  facts  in  this  case,  and  hence  the  decisions  of 
the  courts  in  those  cases  are  not  determinative  of  the  issue  here. 
Based  on  the  facts  in  the  instant  proceeding,  we  are  of  opinion  that 
the  dividend  in  question  was  a  cash  dividend. 

Judgment  will  he  entered  for  the  Commissioner , 
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Phillips,  dissenting:  On  December  1,  1917,  resolutions  were  duly 
adopted  by  the  directors  and  by  the  stockholders  of  the  Merchants 
Bakery,  Inc.,  increasing  the  capital  stock  from  $65,000  to  $100,000, 
the  additional  stock  to  be  offered  to  stockholders  at  par.  Sub¬ 
sequently  the  stockholders,  who  were  also  the  directors,  agreed  that 
they  would  subscribe  for  all  of  such  stock,  payment  to  be  made 
from  a  dividend  to  be  declared  by  the  corporation.  On  December 
24,  1917,  the  directors  declared  a  dividend  of  $60  per  share,  a  total 
of  $39,000.  At  the  same  meeting  at  which  the  dividend  was  declared 
the  stockholders  delivered  to  the  treasurer  of  the  company  their 
checks  aggregating  $35,000.  None  of  the  stockholders  had  funds  on 
deposit  sufficent  to  pay  such  checks,  and  it  was  agreed  that  they 
should  be  deposited  for  collection  at  the  same  time  the  corporation 
deposited  the  dividend  checks.  On  January  2,  1918,  the  treasurer 
of  the  company  deposited  the  dividend  checks  to  the  credit  of  the 
stockholders.  These  checks  totaled  $39,000.  At  that  time  the  com¬ 
pany  had  only  $10,600  cash  on  hand  or  on  deposit,  but  at  the  same 
time  the  treasurer  deposited  to  the  credit  of  the  company  the  checks 
of  the  stockholders  for  $35,000,  the  checks  serving  to  offset  each 
other,  except  as  to  $4,000  admittedly  paid  as  a  dividend. 

In  my  opinion  this  appeal  falls  squarely  within  the  decision  of 
the  Circuit  Court  of  Appeals  in  United  States  v.  Mellon ,  281  Fed. 
645;  2  Am.  Fed.  Tax  Rep.  1726,  and  the  decision  of  this  Board  in 
Appeal  of  Theresa  Zellerbach ,  2  B.  T.  A.  1076.  While  in  form  a 
cash  dividend,  it  is  apparent  that  the  company  was  in  no  position  to 
pay  such  a  dividend,  and  that  the  stockholders  did  not  at  any  time 
expect  to  receive  any  cash  dividend,  other  than  $4,000.  Except  as 
to  such  $4,000,  there  was  never  any  distribution  of  the  corporation’s 
assets  among  its  stockholders,  and  at  the  close  of  the  transaction 
the  stockholders  had  nothing  more  than  at  the  beginning. 

It  is  said  that  the  stockholders  had  the  right  to  take  cash  and 
either  retain  it  or  use  it  to  purchase  stock.  If  this  is  so,  there  can 
be  no  doubt  the  dividend  was  taxable,  but  this  is  not  my  under¬ 
standing  of  the  situation.  Before  any  dividend  was  declared  all  of 
the  stockholders  had  agreed  that  stock  and  not  cash  was  to  be  taken. 
These  stockholders  were  also  the  directors.  Furthermore,  at  the 
same  meeting  of  the  directors  at  which  the  dividend  was  declared, 
checks  were  delivered  to  the  treasurer  for  the  stock  and  he  was 
authorized  to  deposit  the  dividend  checks  in  such  manner  that  the 
stockholders’  checks  would  be  paid  from  the  dividend  checks.  To 
say  that  in  such  circumstances  the  stockholders  had  the  right  to 
receive  their  dividends  in  cash,  or  that  the  agreement  was  not  bind¬ 
ing  because  it  was  not  made  with  the  corporation,  would  seem  to  be 
to  mistake  the  facts.  The  agreement  was  not  only  recognized  at  the 
directors’  meeting  at  which  the  dividend  was  declared,  but  was  car- 
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ried  out  at  that  same  meeting  by  the  delivery  of  checks  to  the  treas¬ 
urer,  such  checks  to  be  collected  from  the  dividend  checks.  All  of 
the  parties  recognized  the  existence  of  such  an  agreement  and  acted 
upon  it,  and  it  is  not  within  the  authority  of  the  taxing  power,  a 
third  party,  to  disregard  an  agreement  which  the  parties  have  so 
recognized. 

It  is  unnecessary  to  determine  whether  a  corporation  is  bound 
by  an  agreement  made  by  all  of  its  stockholders  who  are  also  all 
of  its  directors.  Nor  need  we  determine  whether  the  corporation 
could  ratify  and  enforce  a  contract  made  between  others  for  its 
benefit.  In  the  instant  appeal  the  declaration  of  the  dividend  and 
the  subscription  for  the  stock  were  all  part  of  the  same  transaction 
to  which  both  the  corporation  and  the  stockholders  were  parties. 

While  the  transaction  took  the  form  of  the  declaration  of  a  divi¬ 
dend  and  an  exchange  of  checks,  there  never  was  any  right  upon 
the  part  of  this  taxpayer  at  any  time  to  receive  such  dividends  in 
cash,  and  no  tax  liability  accrued.  Eisner  v.  Macomber ,  252  U.  S. 
189.  For  the  reasons  stated  I  can  not  agree  with  the  result  which 
has  been  reached. 

Smith  concurs. 


Appeal  of  Stuart  W.  Webb. 

Docket  No.  5591.  Decided  October  30,  1926. 

1.  The  taxpayer’s  distributive  share  of  the  income  of  a  partner¬ 
ship  of  which  he  was  a  member,  from  April  1,  1919,  to  December 
31,  1919,  determined. 

2.  Under  the  Revenue  Act  of  1918,  the  basis,  in  this  case  the 
cost,  for  determining  the  gain  derived  or  loss  sustained  upon  the 
sale  in  1919  of  certain  shares  of  stock,  should  not  be  reduced  by  the 
amount  of  a  tax-free  distribution  made  in  March,  1917.  Appeal  of 
Caroline  S.  McLean,  4  B.  T.  A.  487. 

3.  The  taxpayer  kept  his  books  and  rendered  his  returns  on  a 
cash  receipts  and  disbursements  basis,  but  now  claims  that  his  in¬ 
come  for  the  taxable  year  1919  should  be  computed  upon  the  ac¬ 
crual  basis,  for  the  reason  that  the  Massachusetts  income  tax 
levied  upon  the  income  for  the  year  1919  accrued  on  December  31 
of  that  year  and  constituted  a  proper  deduction  from  gross  income 
for  the  purpose  of  Federal  tax  upon  the  accrual  basis,  and  that 
a  computation  of  his  income  upon  the  cash  receipts  and  disburse¬ 
ments  basis  did  not  clearly  reflect  his  income.  Held,  that  the 
Massachusetts  income  tax  did  not  accrue  within  the  year  in  which 
the  income  upon  which  it  was  levied  was  earned,  and  it  can  not  be 
said  that  the  method  of  accounting  employed  by  the  taxpayer  in 
keeping  his  books  did  not  clearly  reflect  income. 

James  W.  Mudge ,  Esq.,  for  the  petitioner. 

M.  N.  Fisher ,  Esq.,  for  the  Commissioner. 
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This  appeal  is  from  the  determination  of  a  deficiency  of  $34,012.69 
for  the  calendar  year  1919.  It  is  claimed  that  (1)  the  taxpayer’s 
distributive  share  of  the  profits  of  the  partnership  of  Bond  &  Good¬ 
win  from  April  1,  1919,  to  December  31,  1919,  was  $27,036.27,  instead 
of  $60,121.33,  as  determined  by  the  Commissioner;  (2)  in  determining 
the  profit  from  the  sale  in  1919  of  certain  shares  of  stock,  the  Com¬ 
missioner  erred  in  reducing  the  cost  of  said  stock  by  the  amount  of 
the  dividend  paid  in  March,  1917,  out  of  earnings  accumulated  prior 
to  March  1,  1913;  (3)  a  computation  of  the  tax  for  1919  upon  the 
cash  receipts  and  disbursements  basis  did  not  clearly  reflect  income, 
for  the  reason  that  taxpayer  was  not  thereby  permitted  to  take  a 
deduction  from  gross  income  in  the  amount  of  the  Massachusetts 
income  tax  levied  in  1920  upon  the  income  for  1919. 

FINDINGS  OF  FACT. 

The  taxpayer  is  a  resident  of  Boston,  Mass. 

During  the  period  from  April  1  to  December  31,  1919,  he  was  a 
member  of  the  firm  of  Bond  &  Goodwin,  a  partnership,  engaged  in 
the  sale  of  securities.  His  share  of  the  profits  of  the  partnership 
during  the  period  from  April  1,  1919,  to  December  31,  1919,  was  15 
per  cent  of  the  amount  by  which  the  sale  price  of  securities  exceeded 
the  book  value  thereof  on  April  1,  1919.  The  Commissioner  deter¬ 
mined  that  the  taxpayer’s  distributive  share  from  this  partnership 
for  1919  was  $60,121.33.  His  distributive  share  of  the  partnership 
profits  for  the  period  April  1  to  December  31,  1919,  was  $27,036.27. 

In  March,  1917,  the  taxpayer  purchased  68-6/13  shares  of  the  stock 
of  the  Clinton  Wire  Cloth  Co.,  a  Massachusetts  corporation,  at 
$554.50  a  share,  said  shares  having  a  par  value  of  $100  each.  These 
shares  were  purchased  through  Estabrook  &  Company,  acting  as 
agents  for  the  taxpayer  and  others,  the  date  of  purchase  and  the 
entire  number  of  shares  purchased  for  all  of  the  interested  individ¬ 
uals  being  as  follows:  March  2,  1917,  3,961  shares;  March  9,  1917, 
33  shares. 

At  a  meeting  of  the  directors  of  the  Clinton  Wire  Cloth  Co.  held 
March  10,  1917,  a  cash  dividend  of  $392  a  share  was  declared  from 
the  surplus  of  the  corporation  accumulated  prior  to  March  1,  1913, 
payable  to  stockholders  of  record  at  the  close  of  business  on  that  date. 
This  dividend  was  paid  on  March  12,  1917,  and  was  received  by 
Estabrook  &  Company,  acting  as  agents  for  the  taxpayer  and  other 
individuals  for  whom  Estabrook  &  Company  had  purchased  the 
stock,  and  was  applied  as  part  payment  on  the  purchase  price  of 
such  stock. 

At  a  meeting  of  the  directors  of  the  Clinton  Wire  Cloth  Co. 
held  March  14,  1917,  a  stock  dividend  of  150  per  cent  was  declared 
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against  a  transfer  from  surplus  to  the  capital  account  of  $600,000,  the 
taxpayer’s  holdings  of  stock  being  thereby  increased  to  171-2/13, 
having  a  cost  per  share  based  upon  the  $554.50  a  share  cost  of  the 
68-6/13  shares  originally  purchased,  of  $221.80.  During  the  year 
1919  he  sold  the  aforementioned  171-2/13  shares  at  $148  a  share. 

The  cash  dividend  of  $392  a  share  declared  on  March  10,  1917, 
was  paid  from  the  surplus  of  the  corporation  accumulated  prior  to 
March  1,  1913,  and  not  from  paid-in  capital.  It  was  not  the  pro¬ 
ceeds  of  the  sale  by  the  corporation  of  any  of  its  plant  or  operating 
assets.  No  stock  of  the  corporation  was  surrendered  in  connection 
with  or  in  consideration  of  the  declaration  or  payment  of  the  divi¬ 
dend.  No  endorsement  of  full  or  partial  distribution  in  liquidation 
was  made  upon  any  of  the  shares  of  the  corporation’s  stock  in  con¬ 
nection  with  or  on  consideration  of  the  declaration  or  payment 
of  the  dividend.  The  corporation  continued  uninterruptedly  in  the 
conduct  of  the  business  for  which  it  was  organized  for  several  years 
subsequent  to  the  declaration  and  payment  of  the  cash  dividend. 

In  determining  the  profit  or  loss  upon  the  sale  of  the  stock  in 
1919,  the  Commissioner  reduced  the  cost  thereof  by  the  amount  of 
the  tax-free  distribution  in  March,  1917,  of  $392  a  share.  This  com¬ 
putation  resulted  in  a  profit  of  $14,205.77,  instead  of  a  loss  of 
$12,631.15  as  claimed  by  the  taxpayer. 

The  taxpayer  kept  his  books  and  rendered  his  returns  for  1919 
and  prior  years  upon  the  cash  receipts  and  disbursements  basis. 
During  1919  and  for  many  years  prior  thereto  he  was  a  resident  of 
the  Commonwealth  of  Massachusetts  and  was  subject  to  the  Massa¬ 
chusetts  income  tax.  The  Massachusetts  income  tax  was  payable  in 
October  of  each  year  and  was  measured  by  the  income  received 
during  the  preceding  year. 

During  the  years  1917  to  1921,  inclusive,  the  taxpayer’s  income  was 
inconstant  and  was  subject  to  extreme  fluctuation.  The  Massachu¬ 
setts  State  income  tax  paid  in  the  years  1917  to  1921,  inclusive,  and 
the  tax  based  upon  the  income  during  the  same  years,  referred  to 
below  as  accrued,  was  as  follows: 


1 

Paid 

Accrued 

1917  _ 

1918  _ 

1919  _ 

$466.  19 
2,  377.  31 

2,  765.  06 
20,  352.  63 
139.  77 

$2,  377.  31 
2,  765.  06 
20,  352.  63 
139.  77 

1920 _ 

1921 _ 

420.  39 

r  .  - 

The  taxpayer’s  net  taxable  income  for  the  years  1917  to  1921,  in¬ 
clusive,  computed  on  the  cash  basis,  and  on  the  accrual  basis,  includ¬ 
ing  the  accrual  of  the  Massachusetts  income  tax  in  the  year  in  which 
the  income  was  earned,  compare  as  follows : 


(366) 


STTJART  W.  WEBB. 


369 


-  1 

Cash  basis 

Accrual  basis 

1917 _ 

$54,  758.  84 

64,  382.  05 

280,  821.  90 

15,  866.  42 

7,  084.  33  (Loss) 

$68,  903.  15 

67,  474.  05 

248,  321.  56 

34,  561.  11 

18,  579.  22  (Loss) 

1918 _ 

1919 _ 

1920 _ 

1921 _  _ 

The  Federal  income  tax  due  for  the  years  1917  to  1921,  inclusive, 
computed  upon  the  income  shown  in  the  preceding  tabulation  on  the 
cash  basis  and  on  the  accrual  basis,  compare  as  follows: 


Cash  basis 

Accrual  basis 

1917 _ 

$3,  871.  06 
9,  408.  44 
126,  003.  14 
401.  99 
None. 

$6,  013.  54 
10,  381.  70 
106,  502.  94 
2,  479.  78 
None. 

1918 _  _  _  _ _ 

1919 _ 

1920 _  ___  .  _ 

1921 _  _ 

In  the  administration  of  the  Massachusetts  income  tax  law,  the 
taxing  authorities  of  the  Commonwealth  permit  the  accrual  of  the 
tax  in  the  year  in  which  the  income  on  the  basis  of  which  the  tax  is 
computed  accrues,  which  is  the  year  preceding  the  year  in  which  the 
tax  is  assessed  and  becomes  payable. 


OPINION. 

Littleton:  As  to  the  first  issue,  the  parties  have  stipulated  that 
the  taxpayer’s  distributive  share  of  the  income  of  the  partnership  of 
Bond  &  Goodwin  for  the  period  from  April  1  to  December  31,  1919, 
was  $33,085.06,  less  than  that  determined  by  the  Commissioner.  In 
the  computation  of  the  deficiency  for  the  taxable  year,  the  income 
should  therefore  be  reduced  by  this  amount. 

The  second  issue  is  governed  by  the  decision  of  the  Board  in  the 
Appeal  of  Caroline  S.  McLean ,  4  B.  T.  A.  487,  decided  July  29, 1926, 
in  which  it  was  held  that  the  basis — in  that  appeal  the  March  1,  1913, 
value  of  shares  of  stock — should  not  be  reduced  by  the  amount  of  a 
tax-free  distribution  made  thereon  in  1917,  in  determining  the  gain 
derived  from  the  sale  of  the  stock  in  1919. 

General  Acts  of  the  Commonwealth  of  Massachusetts,  1916,  chapter 
269,  imposing  a  tax  upon  income  received  from  certain  forms  of  in¬ 
tangible  property,  provides  in  section  1  as  follows : 

There  shall  be  levied  in  the  year  nineteen  hundred  and  seventeen,  and  in  each 
year  thereafter,  a  tax  upon  incomes  as  hereinafter  set  forth. 

Section  2  provides : 

Income  of  the  following  classes  received  by  any  inhabitant  of  this  com¬ 
monwealth  during  the  calendar  year  prior  to  the  assessment  of  the  tax  shall 
be  taxed  at  the  rate  of  *  *  *. 
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See  also  section  5,  containing  the  same  language  relating  to  the 
tax  upon  annuities,  professions,  employments,  trade  or  business. 

Section  7  provides : 

Persons  who  customarily  estimate  their  income  and  expenditure  on  a  basis 
other  than  that  of  actual  cash  receipts  and  disbursements  may,  with  the 
approval  of  the  tax  commissioner,  compute  upon  a  similar  basis  their  income 
taxable  under  this  act.  *  *  * 

Section  8  relating  to  estates  of  deceased  persons  provides  in  part 
as  follows: 

The  income  received  by  persons  since  deceased  shall  be  taxed  to  their  estates. 
The  income  received  by  estates  of  deceased  persons  who  last  dwelt  in  this 
commonwealth  shall  be  subject  to  the  taxes  assessed  by  this  act,  to  the  extent 
that  the  persons  to  whom  such  income  is  payable  or  for  whose  benefit  it  is 
accumulated  are  inhabitants  of  this  commonwealth,  which  shall  be  assessed 
to  the  executor  or  administrator,  and  before  the  appointment  of  an  executor 
or  an  administrator  such  taxes  shall  be  assessed  in  general  terms  to  the 

t 

estate  of  the  deceased,  and  the  executor  or  administrator  subsequently  appointed 
shall  be  liable  for  the  tax  so  assessed  as  though  assessed  to  him.  *  *  * 

Section  12  provides  “  Every  individual  inhabitant  of  the  common¬ 
wealth,  including  every  partnership,  association  or  trust,  whose 
annual  income  from  all  sources  exceeds  two  thousand  dollars  shall 
annually  make  a  return  of  his  entire  income  *  *  with  certain 
exceptions  not  material  here.  This  section  further  provides  as 
follows : 

The  return  shall  be  made  on  or  before  the  first  day  of  March  in  each  year, 
and  shall  relate  to  the  income  received  during  the  calendar  year  ending  on  the 
preceding  thirty-first  day  of  December. 

The  return  required  by  this  section  shall  be  filed  by  every  person  who  is  at 
any  time  between  the  first  day  of  January  and  the  thirtieth  day  of  June  in  any 
year  an  inhabitant  of  the  commonwealth,  if  such  person  has  in  the  preceding 
year  received  income  taxable  hereunder :  *  *  *  Every  person  who  is  an 

inhabitant  of  the  commonwealth  at  any  time  between  the  first  day  of  January 
and  the  thirtieth  day  of  June,  both  inclusive,  in  any  year,  shall  be  subject  to  the 
taxes  imposed  by  this  act. 

Under  the  foregoing  provisions  of  the  statute,  an  individual  tax¬ 
payer  is  not  liable  for  the  tax  until  he  has  been  an  inhabitant  of  the 
Commonwealth  during  some  portion  of  the  first  six  months  of  the 
year  following  the  year  in  which  the  income  was  earned.  This  condi¬ 
tion  must  occur  before  any  liability  for  the  tax  comes  into  existence. 
At  the  close  of  December  31  in  any  year,  there  is  no  liability  for  the 
tax.  In  the  opinion  of  the  Board,  the  Massachusetts  income  tax  is  a 
tax  for  the  year  in  which  it  is  assessed  and  becomes  payable,  in  this 
case  for  the  year  1920,  and  is  measured  by  the  income  for  the  pre¬ 
ceding  calendar  year. 
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The  statute  of  the  Commonwealth  of  Massachusetts  levying  the  tax 
upon  persons  who  are  inhabitants  of  the  Commonwealth  in  the  year 
succeeding  that  in  which  the  income  was  received  appears  conclusive 
on  this  point. 

It  is  unnecessary,  in  view  of  our  conclusion  as  to  the  accrual  of 
the  tax,  to  discuss  the  question  of  whether  the  method  of  accounting 
employed  by  the  taxpayer  correctly  reflected  his  income,  since  the 
Massachusetts  tax  was  the  only  item  upon  which  the  taxpayer  relied 
in  support  of  his  claim  that  his  income  for  1919  should  be  computed 
upon  the  accrual  basis. 

Judgment  will  ~be  entered  on  15  days'  notice , 
under  Rule  50. 
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Appeals  of  Toxaway  Tanning  Co. 

Docket  Nos.  5084,  5694.  Decided  November  9,  1926. 

1.  Petitioner  was  engaged  in  the  business  of  tanning  hides  and 
producing  finished  leather.  A  number  of  years  prior  to  the  taxable 
years  it  constructed  322  tanning  vats  which,  when  completed,  had  a 
useful  life  of  50  years.  Held,  that  the  cost  of  constructing  and  tan¬ 
ning  the  vats  was  a  capital  expenditure  and  that  such  cost,  less 
depreciation  at  2  per  cent  per  annum,  should  be  included  in 
invested  capital  for  the  taxable  years. 

2.  The  evidence  submitted  does  not  warrant  the  conclusion  that 
petitioner  is  entitled  to  include  in  invested  capital  for  the  years 
1917  and  1918  any  amount  with  respect  to  the  cost  of  tanning 
liquor  in  its  vats  at  the  beginning  of  these  years. 

3.  Loss  from  fire  determined. 

Charles  D.  Hamiel ,  Esq.,  Albert  L.  Hopkins ,  Esq.,  L.  Dana  Latham, 
Esq.,  and  B.  S.  W enable,  Esq.,  for  the  petitioner. 

John  D.  Foley,  Esq.,  for  the  Commissioner. 

These  appeals  involve  deficiencies  in  income  and  profits  taxes  for 

1917  and  1918  in  the  amounts  of  $21,029.93  and  $81,334.62,  respec¬ 
tively,  arising  from  the  Commissioner’s  reduction  of  officers’  salaries 
voted  and  accrued  for  1917,  the  failure  of  the  Commissioner  to 
restore  and  include  in  petitioner’s  invested  capital  for  1917  and 

1918  the  cost,  less  depreciation,  of  tanning  322  tanning  vats  con¬ 
structed  during  the  period  from  1904  through  1914,  the  failure  to 
include  in  invested  capital  for  1917  and  1918  the  cost  of  tanning 
liquor  in  vats  on  December  31,  1917,  and  December  31,  1918,  and  the 
failure  to  allow  the  full  amount  of  a  loss  from  destruction  and  dam¬ 
age  by  fire  in  1918  to  certain  of  its  capital  assets. 
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FINDINGS  OF  FACT. 

The  petitioner,  a  North  Carolina  corporation,  was  organized  in 
1902  to  engage  in  the  business  of  tanning  hides  and  selling  finished 
leather.  Its  principal  product  was  heavy  bolting  and  sole  leather. 
Its  tannery  was  located  at  Rosman.  Its  selling  organization  main¬ 
tains  its  headquarters  in  New  York  City  and  it  has  warehouses  at 
New  York,  Boston  and  Chicago. 

Prior  to  1912,  and  from  that  date  through  1919,  the  petitioner’s 
officers  were  as  follows : 

Morris  Dworetzky,  president  and  sales  manager. 

Joseph  S.  Silversteen,  vice  president  and  general  manager. 

Joseph  F.  Schain,  secretary. 

Morris  Osmansky,  treasurer. 

Joseph  Rosenthal,  assistant  treasurer  and  assistant  secretary. 

Dworetzky  had  been  in  the  leather  business  forty-five  years.  He 
had  direct  charge  of  all  sales  and  exercised  specific  supervision  over 
the  New  York  and  Boston  selling  department.  He  also  had  charge 
of  the  buying  of  raw  hides  and  visited  the  tannery  several  times  dur¬ 
ing  each  year.  Silversteen  was  a  practical  tanner  of  more  than  thirty 
years’  experience.  He  had  full  charge  of  the  operations  of  the  tan¬ 
nery  and  superintended  the  construction  of  all  properties,  tanning 
of  the  hides,  the  buying  of  tanning  bark  and  the  employment  of  labor. 
He  also  made  frequent  trips  to  New  York  in  connection  with  the 
business.  The  other  officers  mentioned  above  had  been  with  the  com¬ 
pany  for  more  than  fifteen  years.  They  performed  all  duties  incident 
to  their  respective  offices  and  devoted  their  entire  time  thereto. 

The  petitioner  voted  and  paid  its  officers’  salaries  for  1917  in  the 
amount  of  $88,000,  as  follows: 


Morris  Dworetzky _ $24,  000 

Joseph  S.  Silversteen -  26, 000 

Morris  Osmansky _  14,  000 

Joseph  F.  Schain _  12,  000 

Joseph  Rosenthal _  12,  000 


88,  000 

The  officers’  salaries  paid  for  the  years  1914  to  1917,  inclusive, 
were  as  follows : 


1914 

1915 

1916 


$110, 000 
120,  000 
128,  000 
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The  earnings  before  payment  of  salaries  for  the  years  above  stated 
were  as  follows: 


1914 

1915 

1916 

1917 


$158,  416.  41 
209,  527.  95 
284,  720.  70 
153,  794.  68 


During  the  year  1917  the  petitioner  paid  a  cash  dividend  of  40  per 
cent.  Its  sales  during  that  year  were  in  excess  of  $1,000,000.  In 
addition  it  tanned  hides  and  sold  them  for  Swift  &  Co.,  on  com¬ 
mission,  in  an  amount  in  excess  of  $790,000.  During  the  year  1917 
it  added  to  its  surplus,  after  payment  of  officers’  salaries  and  all 
other  charges,  $192,615.43.  Its  average  interest-bearing  indebted¬ 
ness  for  1917  was  $407,000. 

It  had  been  the  custom  of  the  petitioner,  from  the  time  it  was 
organized  to  and  including  1917,  to  determine  its  officers’  salaries 
for  each  year  during  the  summer  thereof.  During  July  or  August 
of  each  year,  after  the  taking  of  the  semi-annual  inventory,  the 
directors  of  the  corporation  met  in  New  York  and  voted  the  officers 
their  salaries  for  that  year,  but  the  resolutions  fixing  such  salaries 
were  not  formally  entered  of  record  until  the  annual  meeting  of 
the  stockholders  and  directors  in  February  of  the  succeeding  year. 
The  amounts  of  salaries  fixed  in  July  or  August  were  always  entered 
on  the  books  prior  to  the  close  of  the  books  for  that  year,  and  the 
books  were  always  closed  prior  to  the  annual  directors’  meeting  at 
which  the  resolutions  relating  to  salaries  voted  during  the  preceding 
summer  were  formally  entered  of  record. 

For  1918  and  subsequent  years,  salaries  voted  for  each  year  and 
the  foimal  xesolutions  relating  thereto  were  entered  of  record  during 
the  year.  The  change  at  that  time  was  due  to  advice  that  income- 
tax  procedure  required  formal  record  of  the  directors’  action  during 
the  year  of  its  occurrence. 

Salaries  voted  for  each  year  were  customarily  paid  during  the 
following  year.  This  practice  had  its  origin  during  the  early  years 
of  the  petitioner’s  existence  and  was  based  upon  a  desire  to  retain 
the  funds  for  corporate  use  as  long  as  possible.  Salaries  in  the 
amount  of  $128,000,  voted  for  1916  in  July  of  that  year  and  re¬ 
corded  on  the  minute  book  at  the  annual  directors’  meeting  February 
6,  1917,  were  paid  during  the  calendar  year  1917.  Salaries  for  1917 
in  the  amount  of  $88,000,  voted  in  July,  1917,  and  formally  recorded 
in  the  minute  book  at  the  annual  directors’  meeting  February  7,  1918, 
were  paid  during  1918.  The  Commissioner  allowed  a  deduction  for 
officers’  salaries  for  1917  of  only  $12,000. 

During  the  years  1917, 1918,  and  1919,  the  petitioner  had  in  opera¬ 
tion  322  tanning  vats.  In  the  tanning  process  the  raw  hides  were 
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placed  in  those  vats  and  covered  with  a  tanning  liquor.  In  the  con¬ 
struction  of  each  vat  an  excavation  of  the  proper  size  is  first  made  in 
the  ground,  a  box  of  brick-concrete  walls  is  then  constructed  in  the 
excavation  and  lined  with  pine  timbers.  The  completed  vat  was  8 
feet  by  9  feet  and  6  feet  in  depth.  When  the  vat  was  completed  the 
cracks  were  caulked  with  a  Navy  spun  oakum. 

Before  the  vat  was  ready  for  use  it  was  necessary  to  tan  the  wooden 
lining  in  order  to  prevent  it  from  withdrawing  from  the  hides  in 
process  of  tanning  the  liquor  intended  to  tan  the  hides.  The  tanning 
of  a  vat  preparatory  to  its  use  in  the  business  was  a  standard  process. 
Each  vat  wras  first  filled  with  a  tanning  liquor  of  30  degrees  strength, 
prepared  in  a  manner  similar  to  the  preparation  of  the  liquor  used 
for  tanning  the  hides.  In  the  course  of  a  few  days,  one-fifth  of  the 
liquor  with  which  the  vat  was  filled  was  absorbed  by  the  dry  wooden 
lining.  The  vat  was  then  refilled  with  liquor  and  so  maintained  for 
a  period  of  from  thirty  to  forty  days  until  the  wooden  lining  was 
•completely  saturated  or  tanned.  The  important  element  in  this  tan¬ 
ning  liquor  was  the  tannin.  In  the  process  an  amount  of  liquor  of  30 
degrees  strength,  equivalent  to  1%  times  the  cubic  contents  of  each 
vat,  was  used.  Fifty  per  cent  of  the  tannin  in  this  30  degrees  solution 
was  actually  absorbed  in  the  tanning  process.  Before  the  remaining 
liquor  could  be  used  for  other  purposes  it  had  to  be  filtered  and  puri¬ 
fied.  In  the  process  of  purification  one-half  of  the  remaining  liquor 
was  lost.  When  the  tanning  process  was  completed  the  liquor  was 
withdrawn,  the  vat  thoroughly  scraped  and  the  cracks  re-caulked. 
The  vat  was  then  ready  for  use  for  the  tanning  of  hides. 

The  322  vats  in  use  during  1917,  1918,  and  1919,  were  constructed 
as  follows : 

1 


Year.  Number  of  vats. 

1904 _  72 

1907 _ 106 

1912 _ 120 

1914 _  24 


Total _ 322 

The  cost  of  constructing  these  vats  was  charged  to  expense  in  the 
year  of  construction.  The  vat,  when  tanned  as  above  described,  has 
a  useful  life  of  at  least  50  years. 

The  actual  cost  of  tanning  each  vat  can  not  be  shown  from  the 
petitioner’s  books,  due  to  the  fact  that  the  cost  was  merged  with  other 
expense  items,  but  the  amount  of  tannin  used  for  tanning  each  vat, 
the  market  price  per  pound  of  such  tannin  at  the  dates  of  construc¬ 
tion,  and  the  labor  required  is  readily  determinable  and  was  estab¬ 
lished  by  evidence.  Each  vat,  being  of  standard  size,  had  a  cubic 
content  of  432  cubic  feet.  Each  cubic  foot  of  this  liquor  weighed 
64%  pounds,  or  a  total  for  each  vat  of  27,792  pounds  of  tanning 


(371) 


TOXAWAY  TANNING  CO. 


375 


liquor.  In  the  process  of  tanning  each  vat,  one-fifth  of  the  volume 
of  the  liquor  was  absorbed  and  the  vat  was  re-filled,  making  a  total 
of  33,350  pounds  of  tanning  liquor  used.  Each  pound  of  this  tan¬ 
ning  liquor  contained  4V2  per  cent  of  tannin.  The  33,350  pounds  of 
liquor  contained  1,500%  pounds  of  tannin.  Of  this  amount  one-half 
was  actually  absorbed  by  the  wooden  lining.  One-half  of  the  balance 
Avas  lost  in  the  necessary  process  of  purification.  Each  vat,  therefore, 
required  and  used  1,125  pounds  of  tannin  in  the  tanning  process. 
The  only  item  that  varied  was  the  cost  per  pound  of  the  tannin  and 
the  labor.  The  total  cost  of  tanning  the  322  vats  was  $33,885.78. 
This  cost  included  only  items  entering  into  the  cost  of  actually  tan¬ 


ning  the  vats,  and  was  as  follows : 

1904. 

72  vats,  1,125  lbs.  of  tannin  to  the  vat  at  6  cents  per  lb - $4,  860.  00 

Labor,  re-caulking  and  cleansing  at  $5.75  per  vat -  414.  00 

Total _  5,  274.  00 

1907. 

106  vats,  1,125  lbs.  of  tannin  to  each  vat  at  8%  cents  per  lb -  9,  375.  00 

Labor,  re-caulking  and  cleansing  each  vat  at  $8.13  per  vat_^ -  961.  78 

Total _  10,236.78 

1912. 

120  vats,  1,125  lbs.  of  tannin  per  vat  at  10  cents  per  lb _  13,  500. 00 

Labor,  re-caulking  and  cleaning  each  vat  at  $10.60  per  vat _  1,  207.  20 

Total _  14,707.20 

1914. 

24  vats,  1,125  lbs.  of  tannin  per  vat  at  12 y2  cents  per  lb _  3,  375.  00 

Labor,  re-caulking  and  cleaning  each  vat  at  $12.20  per  vat _  292.  80 

Total _  3,  667.  80 


Before  the  raw  hides  could  be  placed  in  the  vats  for  tanning,  each 
vat  had  to  be  filled  with  liquor  to  a  depth  of  41/2  feet.  The  strength 
of  the  liquor  in  the  different  vats  varied  according  to  the  stage  of 
the  tanning  process.  In  the  process  a  certain  amount  of  the  tannin 
in  the  liquors  was  absorbed  by  the  hides.  It  was  necessary  to  replace 
the  tannin  absorbed  so  that  the  liquors  were  constantly  maintained  at 
their  original  strength.  From  the  date  of  organization  through  the 
taxable  years  the  petitioner  charged  to  expense  the  cost  not  only  of 
the  original  liquors  with  which  the  vats  were  filled  but  the  cost 
of  the  additions  necessary  to  maintain  the  liquors  at  their  original 
strength. 

20227—26 - 2 
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The  liquors  in  the  322  vats  during  1917,  1918,  and  1919  varied 
from  30  to  73  degrees,  depending  upon  the  particular  stage  of  the 
tanning  process.  The  average  strength  of  the  tanning  liquors  in  all 
the  vats  was  46  degrees.  Each  vat  contained  324  cubic  feet  of  liquor. 
The  weight  of  this  liquor  in  each  vat  at  46  degrees  was  22,168 
pounds,  and  each  vat  contained  1,551.76  pounds  of  tannin.  The 
cost  of  the  liquors  in  the  vats  on  December  31,  1916,  was  13  cents 
per  pound  of  tannin,  or  a  total  cost  of  $64,956.67.  The  cost  of  the 
liquors  in  the  vats  on  December  31,  1917,  was  lSy2  cents  per  pound 
of  tannin,  making  the  total  cost  $67,456. 

The  plant  was  practically  destroyed  by  fire  on  October  11,  1918. 
The  tanning  liquors  in  all  of  the  vats  were  completely  destroyed. 
The  cost  thereof  on  October  11,  1918,  at  14!/2  cents  a  pound,  was 
$72,451.  The  petitioner  received  $19,706.54  in  settlement  from  the 
insurance  company  for  the  tanning  liquors  destroyed.  This  entire 
amount  was  received  in  1918  and  was  included  in  taxable  income 
for  that  year. 

A  pump  and  ringer  purchased  during  the  year  1917,  at  a  cost  of 
$1,056.25,  was  destroyed  by  fire.  The  cost  of  this  item  was  charged 
by  the  petitioner  to  expense.  The  Commissioner  disallowed  this  de¬ 
duction  in  1917  and  restored  the  cost  to  capital  account.  The  amount 
received  from  the  insurance  company  in  1918  on  account  of  the  de¬ 
struction  of  this  machinery  was  included  by  the  petitioner  in  its  in¬ 
come  for  that  year.  The  useful  life  of  the  pump  and  ringer  was 
15  years. 

On  the  date  of  the  fire  the  petitioner  had  in  its  vats  in  process  of 
tanning  in  excess  of  36,000  hides,  which  had  cost  $641,565.77.  This 
amount  did  not  include  any  part  of  the  tanning,  manufacturing  or 
selling  costs.  These  hides  were  in  various  stages  of  tanning  at  the 
date  of  the  fire.  They  were  of  a  heavy  grade,  of  high  quality,  and 
were  intended  when  tanned  for  use  for  soles  and  belting.  Such 
leather  must  have  great  tensile  strength  and  must  not  be  off  color. 
The  fire  heated  the  hides  and  the  tanning  liquors  in  which  they  were 
submerged  to  a  high  temperature.  The  heat  destroyed  the  gelatine 
which  forms  the  core  of  each  hide,  with  the  result  that  the  tanning 
liquor  could  not  penetrate  the  hide  and  transfer  it  into  finished 
leather.  Particles  of  iron,  a  great  amount  of  nails,  and  other  for¬ 
eign  substances  fell  into  the  liquors  during  the  fire  and  turned  them 
black  and  the  hides  off  color.  Some  of  the  hides  were  more  seriously 
damaged  than  others,  owing  to  the  stage  of  process  in  tanning. 

The  petitioner  was  engaged  at  the  time  of  the  fire  in  the  production 
of  material  contributing  to  the  prosecution  of  the  war.  Quantity 
production  was  essential.  It  estimated  the  damage  to  its  hides  in  pro¬ 
cess,  in  its  claim  to  the  insurance  company,  to  be  $300,000.  It  was 
impossible  to  determine  at  the  time  of  the  fire  the  exact  amount  of 
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the  damage  to  the  hides  in  process.  The  actual  damage  could  only 
be  determind  after  the  tanning  process  had  been  completed  and  the 
hides  disposed  of  or  offered  for  sale.  The  petitioner  did  not  carry 
insurance  to  the  full  value  of  the  assets  destroyed,  and  because  of 
its  failure  to  do  so  received  but  58  cents  on  the  dollar  of  damage 
determined  by  the  insurance  company  to  have  been  sustained.  The 
insurance  company  determined  the  petitioner’s  damage  to  its  hides 
in  process  to  be  $140,505.09.  The  petitioner  received  from  the  in¬ 
surance  company  for  damage  to  hides  in  process  $84,185.23.  The 
settlement  was  not  satisfactory  to  the  petitioner  and  was  accepted 
only  because  of  the  pressing  necessity  of  resuming  its  war  production. 
The  entire  amount  of  this  insurance  was  received  during  the  year 
1918  and  was  included  in  taxable  income  for  that  year. 

The  petitioner’s  closing  inventory,  December  31,  1918,  for  hides  in 
process  was  reduced  by  the  amount  of  $140,505.09,  leaving  a  balance 
for  the  cost  of  raw  hides  in  process  of  $501,151.68.  The  Commis¬ 
sioner  allowed  the  petitioner  a  loss  from  damage  to  the  hides  in 
process  occasioned  by  the  fire  of  only  $140,505.09. 

Immediately  after  its  settlement  with  the  insurance  company, 
the  petitioner  proceeded  to  rebuild  its  plant  and  complete  the 
tanning  of  the  hides  in  process.  It  was  necessary  to  do  this,  as 
otherwise  the  hides  would  have  been  unusable  and  the  loss  total. 

The  damaged  hides  when  tanned  were  sold  during  1919  and  years 
following.  It  was  then  that  the  extent  of  the  damage  was  realized. 
The  hides  were  off  color,  brittle,  pocketed,  and  without  their  usual 
tensile  strength.  A  portion  was  sold  as  low  as  15  cents  a  pound 
at  the  time  when  undamaged  hides  were  selling  for  as  much  as  75 
cents  a  pound.  The  petitioner  received  for  the  damaged  hides 
$560,874.07.  Eliminating  manufacturing  cost,  which  was  $212,- 
650.11,  the  petitioner  received  from  the  raw  hides  $348,223.96.  The 
cost  of  the  raw  hides  in  process  at  the  date  of  the  fire  was  $641,- 
565.77.  Deducting  $348,223.96,  the  amount  received  for  the  hides, 
from  the  cost,  the  damage  to  hides  in  process  from  the  fire  would 
be  $293,341.81.  Of  this  loss,  the  Commissioner  allowed  $140,505.09.  ‘ 
The  petitioner  is  entitled  to  an  additional  deduction  from  income  for 
1918  for  this  loss  of  $152,836.72.  The  insurance  of  $84,185.23  need 
not  be  considered  in  determining  this  loss,  since  the  entire  amount 
thereof  was  included  by  the  petitioner  in  its  income  for  1918. 

OPINION. 

Littleton:  These  appeals  were  consolidated  for  hearing  and  de¬ 
cision.  The  Commissioner  in  his  answer  objected  to  the  juris¬ 
diction  of  the  Board  with  regard  to  the  year  1917.  On  a  statement 
of  the  facts  involved  the  Commissioner’s  objection  to  the  Board’s 
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jurisdiction  was  overruled  by  the  division  hearing  this  case.  That 
ruling  is  approved.  The  Commissioner’s  answer  also  set  up  a 
counter-claim  for  the  year  1918,  but  such  counter-claim  was  aban¬ 
doned  and  no  proof  in  support  thereof  was  introduced. 

The  issues  involved  are  as  follows : 

1.  The  disallowance  for  1917  of  all  but  $12,000  of  $88,000  claimed 
for  officers’  salaries. 

2.  The  failure  to  restore  to  and  include  in  the  invested  capital 
for  1917  and  1918  the  cost,  less  depreciation,  of  tanning  322  vats 
constructed  in  1904,  1907,  1912,  and  1914. 

3.  Failure  to  include  in  invested  capital  for  the  years  1917  and 
1918  the  cost  on  December  31,  1916,  and  December  31,  1917,  respec¬ 
tively,  of  tanning  liquors  in  vats  on  those  dates. 

4.  Failure  to  allow  the  full  amount  of  loss  from  the  destruction 
and  damage  by  fire  in  1918  to  certain  capital  assets. 

5.  The  reduction  of  invested  capital  for  1917,  1918,  and  1919,  by 
the  amount  of  prior  years’  income  and  profits  taxes. 

The  first  question  is  whether  the  petitioner  is  entitled  to  a  de¬ 
duction  for  1917  for  the  full  amount  of  the  $88,000  officers’  salaries 
voted  and  accrued  during  1917  for  that  year.  The  record  dis¬ 
closes  that  it  had  been  the  consistent  policy  of  the  directors  for  many 
years  prior  to  1917  to  agree  upon  the  officers’  salaries  for  each 
year  at  a  meeting  held  in  New  York  during  the  summer  of  that  year. 
At  that  meeting,  which  occurred  immediately  subsequent  to  the  semi¬ 
annual  inventory,  after  the  profits  for  the  first  six  months’  opera¬ 
tions  had  been  determined,  all  of  the  officers  and  directors  were 
present.  Officers’  salaries  in  the  amount  of  $128,000  for  1916  were 
agreed  upon  in  the  summer  of  1916.  The  same  was  true  for  prior 
years.  The  salaries  voted  during  the  summer  of  1917  for  that 
year  were  entered  on  the  books  of  the  company  and  credited  to  the 
officers’  accounts  before  the  close  of  that  calendar  year.  This  was  also 
in  accordance  with  the  regular  custom  of  the  corporation.  These 
salaries  were  corporate  liabilities  in  1917.  Four  of  the  five  directors 
testified  as  to  the  action  taken  in  regard  to  the  salaries  and  the 
amounts  agreed  upon,  and  the  record  discloses  that  the  salaries 
accrued  for  1917  were  decided  upon  and  voted  in  July,  1917, 
although  no  minutes  were  made  showing  such  action  and  no  entries 
made  on  the  books  until  the  close  of  the  year. 

The  question  was  raised  as  to  whether  the  salaries  of  the  officers 
for  the  year  1917  were  reasonable.  We  believe  from  all  of  the 
evidence  that  this  objection  is  not  well  taken.  The  sales  for  1917 
exceeded  $1,000,000.  In  addition  the  petitioner  tanned  and  sold  raw 
hides  on  commission  for  Swift  &  Co.  in  an  amount  aggregating  in 
excess  of  $790,000.  During  the  same  year  it  added  to  its  surplus, 
after  payment  of  officers’  salaries  and  other  charges,  $192,615.43, 
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and  paid  its  stockholders  a  cash  dividend  of  40  per  cent.  Each  of 
the  officers  was  actively  engaged  in  the  administration  of  the  com¬ 
pany’s  affairs  during  1917  and  from  its  organization  in  1902.  In 
our  opinion  the  salaries  for  1917  were  reasonable  and  should  be 
allowed.  The  Parisian ,  2  B.  T.  A.  415. 

The  next  question  is  whether  invested  capital  for  1917  and  1918 
should  be  increased  by  the  cost,  less  depreciation,  of  tanning  its  322 
tanning  vats.  The  tanning  of  the  wooden  lining  of  each  of  the 
vats  was  as  essential  as  the  lining  itself.  Hides  could  not  be  tanned 
until  the  lining  itself  had  first  been  tanned.  When  the  lining  was 
once  saturated  with  tannin  the  vat  was  ready  for  use  and  there  was 
nothing  further  to  be  done.  The  lining  had  a  useful  life  equal  to 
that  of  the  vat.  Each  vat  when  tanned  had  a  useful  life  of  at  least 
50  years.  The  Commissioner  did  not  contend  that  this  cost  was 
not  a  capital  expenditure.  His  objection  was  that  the  specific 
costs  could  not  be  definitely  determined  from  the  petitioner’s  books, 
that  the  cost  of  tanning  the  vats  was  charged  to  expense  and  included 
with  other  such  items  and  for  that  reason  it  would  be  impossible  to 
make  a  separation  on  the  books  of  the  petitioner. 

The  cost  of  tanning  a  vat  was  standard.  The  322  vats  were  8 
feet  by  9  feet  by  6  feet  in  depth.  Each  vat  had  a  content  of  432 
cubic  feet  and  absorbed  one-fifth  of  its  cubical  contents  in  the  proc¬ 
ess  of  tanning.  A  liquor  of  46  degrees  strength  was  used  in  the 
process.  Each  cubic  foot  of  this  liquor  weighed  64%  pounds.  Four 
and  one-half  per  cent  in  weight  of  each  pound  of  this  liquor  was 
tannin.  The  total  tannin  required  for  each  vat  was  1,500%  pounds; 
one-half  of  this  amount  was  actually  absorbed  by  the  wooden  lining ; 
one-half  of  the  remainder  was  lost  in  the  necessary  process  of  filtra¬ 
tion  and  purification  of  the  residue.  The  tanning  of  each  vat,  there¬ 
fore.  consumed  1,125  pounds  of  tannin.  The  cost  of  tannin  per 
pound  in  1904,  1907,  1912,  and  1914  was  disclosed  by  the  petitioner’s 
books.  The  dimensions  of  the  vats  and  the  cost  per  pound  of  tanning 
being  given,  it  is  but  a  mathematical  process  to  determine  the  cost 
of  tanning  a  vat.  The  cost  of  tanning  the  322  tanning  vats  was 
$33,884.78.  The  useful  life  of  each  vat  was  50  years.  The  proper 
deduction  for  depreciation  was  2  per  cent.  The  addition  to  peti¬ 
tioner’s  invested  capital  for  1917  and  1918  was  cost,  less  depreciation 
at  2  per  cent  from  the  date  of  construction.  The  deduction  for 
exhaustion,  wear  and  tear  of  the  vats  for  1917  and  1918  should  be 
computed  at  the  rate  of  2  per  cent. 

The  third  issue  is  whether  the  petitioner  is  entitled  to  include 
in  its  invested  capital  for  1917  the  cost  of  tanning  liquor  in  its 
vats  at  December  31,  1916,  and  for  1918  the  cost  of  such  liquor  at 
December  31,  1917.  Upon  the  construction  of  the  vats  and  before 
the  process  of  tanning  hides  could  be  commenced,  it  was  necessary 
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to  fill  each  vat  with  liquor  to  a  depth  of  4^  feet  and  constantly  to 
maintain  this  liquor  at  an  average  strength  of  46'  degrees  Barko- 
meter.  The  cost  of  the  original  liquor  placed  in  the  322  vats  is 
not  shown.  In  the  process  of  tanning  the  hides,  a  portion  of  the 
tannin,  which  is  the  essential  element,  is  absorbed  from  day  to  day, 
and  additional  tannin  must  be  added  to  maintain  the  liquor  at  the 
required  strength.  The  cost  of  the  tannin  fluctuates  from  time  to 
time.  It  is  contended  that  “  the  taxpayer’s  investment  in  tanning 
liquor  is  the  cost  of  the  original  liquor  plus  all  additions  thereto 
to  maintain  the  required  strength,  less  the  cost  of  the  liquor  actually 
absorbed  by  the  hides,”  and  that  “it  is  clear  therefore  that  on  a 
given  date  all  the  liquor  in  the  vats  constitutes  the  capital  item  in 
question.”  The  Board  can  not  agree  with  this  contention.  It  may 
be  that  the  cost  of  the  liquor  with  which  the  vats  were  originally 
filled  was  a  capital  expenditure,  since  the  liquor  was  as  essential  as 
the  vats  or  any  other  item  of  a  major  character,  and  since  it  was 
necessary  to  maintain  the  liquor  throughout  at  a  uniform  strength, 
but  the  cost  of  tannin  subsequently  added  from  time  to  time  during 
the  year  made  necessary  by  the  constant  absorption  thereof  by  the 
hides  was  an  ordinary  and  necessary  manufacturing  expense  within 
such  year. 

The  method  contended  for  by  the  petitioner  would  permit  it  to 
include  in  invested  capital  for  the  year  the  cost  not  only  of  the 
liquor  originally  placed  in  the  vats,  but  also  any  increase  in  the 
cost  of  tannin  used  for  replacement  purposes,  such  increase  in  cost 
being  deducted  as  an  expense  of  manufacture. 

We  have  no  evidence  as  to  the  cost  of  the  liquor  with  which  the 
vats  were  originally  filled,  and  it  is  not  necessary  therefore  to  con¬ 
sider  whether  any  amount  should  be  restored  to  invested  capital  on 
this  account.  It  is  our  opinion  that  the  Commissioner  correctly 
denied  the  claim  that  the  cost  of  the  liquor  in  the  vats  on  December 
31,  1916,  and  December  31,  1917,  should  be  included  in  invested 
capital  for  1917  and  1918,  respectively. 

The  fourth  issue  concerns  the  amount  which  the  petitioner  is 
entitled  to  deduct  from  income  for  1918  as  losses  sustained  by  it 
from  fire  during  that  year.  Its  plant  was  destroyed  by  fire  on 
October  11,  1918.  The  plant  was  partially  covered  by  insurance 
and  for  every  dollar  of  damage  done,  as  determined  by  the  insurance 
company,  the  petitioner  received  58  cents.  It  was  under-insured 
42  per  cent.  At  the  time  of  the  fire  the  petitioner  was  engaged  in 
war  production.  The  settlement  with  the  insurance  company  was 
not  satisfactory  to  the  petitioner  but  was  accepted  in  order  that  it 
might  rebuild  its  plant  and  resume  work.  The  entire  amount  of 
the  insurance  was  received  by  the  petitioner  during  the  year  1918 
and  was  included  in  taxable  income  for  that  year. 
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The  tanning  liquor  in  the  vats  on  October  11,  1918,  was  com¬ 
pletely  destroyed  by  fire.  The  cost  thereof,  which  had  been  charged 
to  expense,  was  $74,451.  The  petitioner  received  in  1918  insurance 
of  $19,706.54  for  the  destruction  of  this  liquor  and  included  the  same 
in  income  for  1918  and  claimed  a  loss  of  $72,451.  The  Commissioner 
declined  to  allow  the  deduction  of  any  portion  of  the  claimed  loss. 

For  the  reason  stated  in  connection  with  the  preceding  issue  relat¬ 
ing  to  the  capitalization  of  the  cost  of  tanning  liquor,  it  is  the 
opinion  of  the  Board  that  the  Commissioner  correctly  denied  the 
deduction  of  the  cost  of  the  liquor  destroyed  by  fire  as  a  loss  sus¬ 
tained  within  the  year.  When  the  petitioner  received  $19,706.54 
from  the  insurance  company,  it  was  in  the  same  position  as  if  it  had 
incurred  an  expense  for  liquor  of  $54,744.46.  The  petitioner  had 
already  deducted  from  income,  and  we  think  properly,  the  cost  of 
the  liquor  destroyed,  and  it  may  not  again  reduce  its  income  by 
the  same  amount  or  in  the  amount  of  the  difference  between  the 
insurance  received  and  the  cost  of  the  liquor  destroyed. 

A  pump  ringer  costing  $1,056.25  was  purchased  by  the  petitioner 
in  1917,  which  cost  was  charged  to  expense  during  the  year  1917. 
The  deduction  was  disallowed  by  the  Commissioner  and  the  cost 
restored  to  capital.  This  article  was  totally  destroyed  by  the  fire. 
Some  insurance  was  recovered  but  was  included  in  income  for  1918. 
The  petitioner  is  entitled  to  a  deduction  from  income  for  1918  of 
the  total  cost  of  this  article,  amounting  to  $1,056.25,  less  one  year’s 
depreciation  at  6%  per  cent,  since  the  useful  life  of  the  article  was 
15  years. 

The  petitioner  had  on  hand  at  the  date  of  the  fire,  in  process  of 
tanning,  hides  which  had  cost  it  $641,565.77.  This  amount  did  not 
include  manufacturing  or  selling  cost.  The  hides  were  badly  dam¬ 
aged  by  heat  and  discolored  as  a  result  of  pieces  of  iron,  nails  and 
other  debris  falling  into  the  vats.  The  exact  amount  of  the  damage 
done  could  not  be  determined  at  that  time.  It  was  necessary  to 
complete  the  tanning  process  and  then  dispose  of  the  hides,  if  pos¬ 
sible,  in  order  definitely  to  determine  the  extent  of  the  damage.  As 
soon  as  the  settlement  was  made  with  the  insurance  company,  the 
tanning  of  the  hides  was  resumed  and  was  completed  in  1919. 

On  December  31,  1918,  petitioner  reduced  its  inventory  of  hides 
in  process  by  $140,505.09,  leaving  a  net  cost  of  hides  in  process 
of  $501,151.68.  This  figure  included  the  cost  of  the  raw  hides 
exclusive  of  the  cost  of  manufacture.  The  total  cost  of  tanning 
the  hides  damaged  by  the  fire  was  $212,650.11,  which  was  also 
carried  in  the  inventory.  The  damaged  hides  were  subsequently 
sold  for  $560,874.07.  The  Commissioner  allowed  $140,505.09  as  a 
deduction  from  income  for  1918  for  damage  to  hides  in  process. 
From  the  evidence  we  are  of  opinion  that  the  damage  to  hides  in 
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process  was  $293,341.81.  The  petitioner  is  therefore  entitled  to  a 
deduction  from  income  for  the  year  1918  of  this  loss.  The  peti¬ 
tioner  received  from  the  insurance  company  on  account  of  the  dam¬ 
age  $84,185.23.  This  was  included  in  1918  taxable  income  and  need 
not  be  considered  in  determining  the  loss. 

The  fifth  issue  involved  in  this  appeal  is  whether  invested  capital 
for  the  years  1917,  1918,  and  1919  should  be  determined  without 
reduction  thereof  on  account  of  prior  year’s  income  and  profits  taxes. 
We  approve  the  Commissioner’s  computation  of  invested  capital  in 
this  regard.  Appeal  of  Russel  Wheel  &  Foundry  Co.,  3  B.  T.  A. 
1168. 

Judgment  will  ~be  entered  on  15  days ’  notice , 
under  Rule  50. 


Appeal  of  Arrowhead  Mills,  Inc. 

Docket  No.  3214.  Decided  November  9,  1926. 

Paid-in  surplus. — The  taxpayer  claimed  a  paid-in  surplus 
under  the  provisions  of  section  326(a)  (2)  of  the  Revenue  Act 
of  1918.  Held,  that  the  evidence  respecting  the  character  and 
value  of  the  property  paid  in,  as  well  as  the  opinion  testimony  con¬ 
cerning  such  value,  is  too  general  and  indefinite  to  warrant  the 
Board  in  finding  a  definite  value  in  excess  of  the  amount  for  which 
stock  was  issued,  and  that  the  claim  for  paid-in  surplus  is  not 
sustained. 

Lawrence  A.  Baker ,  Esq.,  and  J.  Edwards  Murphy,  Esq.,  for  the 
petitioner. 

A.  H.  Fast,  Esq.,  for  the  Commissioner. 

The  petitioner  complains  of  a  deficiency  letter,  dated  February 
25,  1925,  asserting  deficiencies  in  tax  for  the  fiscal  year  ended  April 
30,  1919,  in  the  amount  of  $604.41,  and  for  the  fiscal  year  ended 
April  30,  1920,  in  the  amount  of  $16,104.74,  and  showing  an  over¬ 
assessment  for  the  fiscal  year  ended  April  30,  1921,  in  the  amount 
of  $4,211.76,  and  prays  for  a  redetermination  of  the  deficiencies  in 
tax  there  set  forth.  The  issue  in  controversy  is  the  actual  cash  value 
of  a  sulphite  mill  on  May  10,  1916,  when  paid  in  to  the  taxpayer 
corporation  for  stock,  and  whether  the  taxpayer  may  include  in  its 
invested  capital  a  paid-in  surplus  under  the  provisions  of  section 
326(a)  (2)  of  the  Revenue  Act  of  1918. 

FINDINGS  OF  FACT. 

The  taxpayer  is  a  New  York  corporation  wdth  its  principal  office 
at  Fulton.  It  was  incorporated  in  April,  1916,  with  an  authorized 
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capital  stock  of  $250,000,  consisting  of  2,500  shares  with  a  par  value 
of  $l60  each. 

The  Battle  Island  Paper  Co.,  a  New  York  corporation,  was  organ¬ 
ized  in  1901.  Soon  after  the  company  was  organized  it  constructed 
a  sulphite  mill  on  an  island  in  the  Oswego  River  about  two  miles 
north  of  the  Town  of  Fulton.  The  power  for  operation  of  the  mill 
was  derived  from  what  was  known  as  the  Battle  Island  Dam,  located 
about  one  and  one-quarter  miles  belowT  the  mill.  In  1912  the  prop¬ 
erty  in  and  around  the  dam  was  appropriated  by  the  State  of  New 
York  for  barge  canal  purposes,  and  a  clam  known  as  the  Minetto 
Dam  was  built  by  the  State  two  and  one-half  miles  below  the  Battle 
Island  Dam.  This  dam  was  raised  to  such  a  height  that  the  Battle 
Island  Dam  was  submerged  and  the  water  power  destroyed. 

In  July,  1914,  the  Battle  Island  Paper  Co.  went  into  bankruptcy. 
The  actual  cost  of  the  mill  “  at  the  time  of  the  bankruptcy  ”  was 
$392,294.13.  The  land  on  which  the  mill  was  located  cost  $5,500. 
On  November  27,  1915,  the  mill,  including  land,  was  sold  by  the 
trustees  in  bankruptcy  to  S.  Gay  Daley  for  $35,000.  Subsequently, 
F.  A.  Emerick,  through  his  agent,  Nelson  T.  Whitaker,  entered  into 
negotiations  with  Daley  for  the  purchase  of  the  property.  The  pur¬ 
chase  was  concluded  on  December  24,  1915,  when  Daley  and  his  wife 
conveyed  the  property  to  Whitaker  for  a  consideration  of  $50,000. 
At  that  time  the  mill  had  been  idle  for  approximate^  two  j^ears 
because  it  had  no  power  on  which  to  operate. 

On  the  16th  day  of  February,  1916,  Whitaker,  again  acting  as 
agent  for  F.  A.  Emerick,  negotiated  a  lease  with  the  Granby  Pulp  & 
Paper  Co.,  for  water  power  sufficient  to  generate  1,200  horse-power 
of  electricity,  for  which  the  lessee  was  to  pay  $25  per  horse-power 
per  year.  The  lease  was  for  a  period  of  one  year  from  the  date  on 
which  the  lessee  should  begin  to  use  the  power  and  was  renewable 
from  year  to  year  for  nineteen  successive  years  on  the  same  terms. 
The  majority  of  the  stock  of  the  Granby  Pulp  &  Paper  Co.  was 
owned  by  F.  A.  Emerick,  for  whom  Whitaker  acted  as  agent.  The 
dam  of  the  Granby  Pulp  &  Paper  Co.  was  located  two  and  one-half 
miles  above  the  Battle  Island  Mill. 

On  March  20,  1916,  a  permit  was  issued,  on  certain  conditions,  to 
Nelson  L.  Whitaker,  by  the  Superintendent  of  Public  Works  of  the 
State  of  New  York,  whereby  Whitaker  was  permitted  to  construct 
and  maintain  transmission  lines  along  the  river  north  of  the  City  of 
Fulton  to  the  mill  property.  The  conditions  were  accepted  by 
Whitaker  on  March  21,  1916.  On  March  13,  1916,  a  resolution  was 
passed  by  the  Board  of  Public  Works  of  the  City  of  Fulton  granting 
permission  to  Nelson  T.  Whitaker  to  construct  and  maintain  a 
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conduit  for  the  purpose  of  conducting  electrical  current  through  the 
City  of  Fulton. 

On  May  10,  1916,  the  sulphite  mill  at  Battle  Island  was  conveyed 
to  the  taxpayer  and  $50,000  of  the  capital  stock  of  the  taxpayer  was 
issued  to  F.  A.  Emerick  therefor.  On  May  12,  1916,  the  permit 
issued  to  Whitaker  by  the  State  of  New  York  authorizing  construc¬ 
tion  and  maintenance  of  the  transmission  lines  was  transferred  to 
the  taxpayer.  On  May  15,  1916,  Whitaker  assigned  to  the  taxpayer 
the  permit  issued  to  him  by  the  City  of  Fulton,  and  on  the  same  day 
he  assigned  to  the  taxpayer  the  lease  of  water  power  from  the 
Granby  Pulp  &  Paper  Co.  These  assignments  recited  as  considera¬ 
tion  one  dollar  and  other  valuable  consideration. 

The  only  other  power  available  for  the  operation  of  the  sulphite 
mill  was  owned  by  the  Niagara  Company  and  could  be  obtained  only 
by  the  payment  of  a  power  charge,  a  service  charge,  and  a  peak  load 
charge.  Inasmuch  as  the  operation  of  the  sulphite  mill  would  be 
very  irregular,  the  cost  of  power  from  the  Niagara  Company  would 
be  prohibitive,  since  it  would  be  approximately  $100  per  horse-power 
per  year. 

Following  the  organization  of  the  taxpayer  corporation,  and 
between  May  19  and  October  23,  1916,  F.  A.  Emerick  purchased  and 
paid  cash  for  $108,000  par  of  the  taxpayer  corporation’s  stock,  and 
,  other  persons  purchased  and  paid  cash  for  $92,000  of  such  stock. 

OPINION. 

Trussell:  The  taxpayer  claims  that  the  sulphite  mill  at  Battle 
Island  had  on  May  10,  1916,  a  true  value  of  at  least  $300,000,  and 
that  it  is  therefore  entitled  to  have  the  benefit  of  a  paid-in  surplus 
of  $250,000  under  the  provisions  of  section  326(a)  (2)  of  the  Revenue 
Act  of  1918,  which  provides  for  the  inclusion  in  invested  capital, 
among  other  things,  of 

Actual  cash  value  of  tangible  property,  other  than  cash,  bona  fide  paid  in 
for  stock  or  shares,  at  the  time  of  such  payment,  but  in  no  case  to  exceed  the 
par  value  of  the  original  stock  or  shares  specifically  issued  therefor,  unless  the 
actual  cash  value  of  such  tangible  property  at  the  time  paid  in  is  shown  to  the 
satisfaction  of  the  Commissioner  to  have  been  clearly  and  substantially  in 
excess  of  such  par  value,  in  which  case  such  excess  shall  be  treated  as  paid-in 
surplus  *  *  *. 

It  appears  from  the  record  of  this  case  that  the  Battle  Island  Mill 
property,  constructed  in  the  year  1901,  together  with  additions  and 
improvements  made  up  to  July,  1914,  had  cost,  together  with  the 
land  upon  which  it  was  located,  $397,794.13;  that  in  July,  1914,  its 
owner  had  become  bankrupt,  that  on  November  27,  1915,  the  trustees 
in  bankruptcy  sold  the  property  for  $35,000,  and  that  thereafter,  on 
December  24,  1915,  the  purchaser  at  the  trustees’  sale  sold  the  prop- 
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erty  for  $50,000.  We  have  held  in  the  Appeals  of  Markenheim  Go ., 
1  B.  T.  A.  1240,  and  Pittsburgh  Grinding  Wheel  Co .,  2  B.  T.  A.  712, 
that  prices  received  for  property  sold  by  receivers  or  trustees  in 
bankruptcy  or  under  mortgage  foreclosure  are  not  necessarily  a  meas¬ 
ure  of  the  true  or  fair  value  of  such  properties,  and  that  for  estab¬ 
lishing  the  invested  capital  of  a  taxpayer  the  true  values  of  such 
properties  may  be  determined  upon  the  basis  of  other  evidence. 

It  is  also  shown  in  this  record  that  the  Battle  Island  Mill  had  been 
deprived  of  its  source  of  power  by  having  the  same  appropriated  by 
the  State  of  New  York  for  public  uses;  that  the  mill  had  thus  been 
forced  into  a  state  of  disuse  and  that  at  the  time  of  the  bankruptcy 
sale  it  had  remained  idle  for  approximately  two  years,  and  that, 
deprived  of  its  source  of  power,  it  was  incapable  of  being  used  for 
the  purposes  for  which  it  was  constructed  and  intended.  The  record 
also  shows  that  the  last  named  purchasers  had  been  able  to  arrange 
for  the  restoration  of  power  and  thus  to  again  restore  the  property 
to  a  condition  capable  of  its  profitable  uses  and  the  taxpayer’s 
claim  foi  the  value  of  $300,000  rests  chiefly  upon  the  situation 
created  by  the  restoration  of  power  privileges.  We  are  not  uncon¬ 
scious  of  the  merit  of  this  contention  and  we  find  much  support  for 
it  in  such  authorities  as  Pittsburgh,  do.  Ry.  Co.  v.  Backus ,  154  U.  S. 
421 ;  Boom  Co.  v.  Patterson,  98  U.  S.  403 ;  and  San  Diego  Land  d 
Town  Co.  v.  Neale,  78  Cal.  63;  20  Pac.  372. 

We  are  thus  brought  to  a  consideration  of  the  testimony  respect¬ 
ing  the  value  and  the  uses  of  the  property  here  under  consideration. 
We  know  what  the  property  had  cost,  that  it  had  been  in  use  for 
about  13  years,  and  that  it  had  remained  idle  for  2  years,  but  concern¬ 
ing  its  condition  in  May,  1916,  the  record  is  silent.  Whether  all  of 
the  construction  and  machinery  and  equipment  which  had  entered 
into  the  figures  of  its  cost  were  present  in  May,  1916,  we  are  un- 
infoimed,  and  the  record  furnishes  us  no  information  respecting  the 
exhaustion,  wear  and  tear  which  the  property  had  suffered  during 
the  years  of  its  use  and  the  years  of  its  idleness. 

The  taxpayer  produced  two  witnesses  who  gave  opinion  testimony 
concerning  the  value  of  the  .property  with  power  restored.  One  of 
these  witnesses  was  the  purchaser  at  the  $50,000  sale  and  the  organ¬ 
izer  of  the  taxpayer  corporation.  The  other  was  a  member  of  an 
engineering  organization  engaged  in  designing  and  constructing 
properties  of  a  similar  character.  We  have  no  doubt  that  both  of 
these  witnesses  are  qualified,  both  by  education  and  experience,  to 
testify  concerning  the  values  of  such  property,  but  their  testimony 
does  not  convince  us  of  the  value  claimed.  In  other  cases,  notably 
Appeal  of  American  Express  Co.,  2  B.  T.  A.  498,  where  the  Board 
has  accepted  opinion  testimony  of  value,  the  witnesses  have  given 
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much  detailed  information  and  data  in  support  of  their  opinions, 
the  like  of  which  is  wholly  lacking  in  the  record  of  this  case. 

While  we  might  have  little  doubt  that  this  sulphite  mill  property, 
in  May,  1916,  had  a  value  in  excess  of  $50,000,  we  are  unable  from 
the  testimony  to  determine  what  the  amount  of  that  excess  might  be, 
and  we  are,  therefore,  unable  to  find  with  any  approximate  certainty 
that  the  property  had  an  actual  cash  value  substantially  in  excess 
of  the  par  value  of  the  stock  issued  in  exchange  for  it.  Judgment 
must,  therefore,  be  found  for  the  Commissioner. 

Order  of  redetermination  finding  deficiencies 
for  the  fiscal  years  ended  April  SO ,  1919 ,  and 
1920 ,  in  the  amounts  of  SOO^A!  and  $16,10b.7b, 
will  Oe  entered. 


W.  S.  Peebles  and  Lutie  Patton  Pryor,  Administrators,  Estate 

of  Luke  Pryor,  Petitioners,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  9380.  Decided  November  9,  1926. 

Value  of  gross  estate  determined. 

E.  W.  Godhey ,  Esq.,  for  the  petitioners. 

Ward  Loveless ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
estate  tax  in  the  amount  of  $277.60.  Questions  at  issue  are:  (1)  Did 
the  Commissioner  in  determining  the  deficiency  include  in  the  value 
of  the  gross  estate  a  homestead  exemption  of  $2,000?  (2)  Was  the 

amount  of  $7,458.89,  representing  rents,  correctly  included  in  the 
value  of  the  gross  estate? 

FINDINGS  OF  FACT. 

The  decedent,  Luke  Pryor,  died  intestate  on  September  30,  1923, 
leaving  real  and  personal  property  in  excess  of  $50,000.  Part  of  the 
property  consisted  of  a  large  plantation  in  Limestone  County,  Ala., 
the  value  of  which,  as  reported  in  the  Federal  estate-tax  return,  was 
$97,500. 

The  value  of  the  gross  estate,  as  first  determined  by  the  Commis¬ 
sioner  in  a  letter  addressed  to  the  petitioners  under  date  of  April  22, 
1925,  was  $259,616.67.  This  letter  stated  a  deficiency  in  tax  of 
$374.44.  As  a  result  of  protests  that  the  Commissioner  had  included 
in  the  value  of  the  gross  estate  $2,000,  representing  a  homestead 
exemption  allowed  by  the  statutes  of  Alabama,  the  Commissioner 
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reduced  the  value  of  the  gross  estate  to  $257,616.67,  as  shown  by  the 
deficiency  letter  of  September  26,  1925,  from  which  this  appeal  is 
taken.  This  letter  shows  a  deficiency  in  estate  tax  of  only  $277.60. 

The  decedent’s  plantation  was  farmed  in  three  ways:  (1)  By  hired 
hands,  (2)  by  share  croppers,  and  (3)  by  tenants  paying  one-fourth 
of  the  cotton  produced  and  one-third  of  the  other  crops  raised. 

At  the  date  of  decedent’s  death,  September  30,  1923,  the  crops  were 
largely  ungathered  and  unmatured.  Only  a  part  of  the  cotton  was 
ready  for  picking  and  no  corn  had  been  harvested  or  was  fit  for 
harvest.  Prior  to  decedent’s  death,  27  bales  of  cotton  of  the  average 
weight  of  500  pounds  each,  and  of  the  average  value  of  28  cents  per 
pound,  had  been  picked  and  ginned  and,  after  having  been  ginned, 
had  been  hauled  and  deposited  on  the  landlord’s  “  grass-lot  ”  near  the 
mansion  house.  An  additional  bale  raised  by  one  tenant  had  been 
purchased  and  acquired  by  the  decedent.  The  landlord’s  portion  of 
the  1923  crops  gathered  up  to  the  date  of  his  decease  is  shown  by  the 
following : 


V 

Value. 

Landlord’s 

portion. 

y±  tenants,  21  bales 
y2  tenants,  6  bales 

$2,  718.  58 
765.  59 

$679.  65 
382.  80 

y  tenants,  seed  cotton__ 

385.  00 

192.  50 

Decedent’s,  1  bale_ 

147.  00 

147.  00 

Total  .  _  _ 

1,  401.  95 

Included  in  the  gross  estate  shown  by  the  Federal  estate-tax  return 
was  $7,458.89  for  rents.  The  summary  of  rents  is  as  follows : 


Louis  Poff,  rent  Oakland  Place _ $2,  989.  79 

Tenant’s  rent,  cotton,  _ _  3,132.44 

Tenant’s  rent,  corn,  % _ _ _  323.25 

Tenant’s  rent,  liay _  30.  00 

Tenant’s  rent,  beans  and  peas _  _ 

Tenant’s  rent,  cotton  seed,  % _ _  348.46 

Tenant’s  rent,  seed  cotton _  59.  04 

Share  croppers’  cotton  rents,  y2  of  \2 _  750.  21 

Share  croppers’  corn  rents,  y2  of  y2 _  29.  25 

Share  croppers’  cotton  seed,  y2  of  y2 _  37.  53 

Share  croppers’  hay,  y2  of  y2 _  _ 

Share  croppers’  seed  cotton,  y2  of  y2 _  _ 

7,  699.  97 


Less  for  poison,  fertilizers,  etc.,  furnished  by  owner _  241.  08 

7,  458.  89 

After  the  decedent’s  death  the  administrators  completed  the 
gathering  and  marketing  of  the  crops.  The  tenant  (Poff)  of  the  Oak¬ 
land  Place,  the  most  important  single  unit,  proved  contentious.  As 
soon  as  possible  after  the  rents  matured  (November  first),  the  admin- 
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istrators  sued  out  a  sweeping  attachment  against  his  crops.  The 
total  yield  of  the  entire  section  of  land  was  less  than  $3,800  and  was, 
according  to  the  sheri  fF’s  inventory,  as  follows : 


Cotton,  10,944  lbs _ $3,  502.  08 

Corn,  9,890  lbs _  122. 17 

Hay,  6,585  lbs _  46.  79 

Cotton  seed,  1,513  lbs _  31.  77 


3,  702.  81 

The  customary  rental  of  one-fourth  of  the  cotton  and  one-third  of 
the  other  crops  called  for  a  rental  of  less  than  $1,000.  The  litiga¬ 
tion  was  settled  for  $2,989.79,  which  is  the  amount  listed  above  as 
rent  for  the  Oakland  Place. 

OPINION. 

Smith:  The  petitioner  alleges  error  on  the  part  of  the  Commis¬ 
sioner  with  respect  to  the  $2,000  homestead  exemption.  It  is  very 
evident,  however,  from  the  findings  of  fact,  that  the  Commissioner 
has  not  included  in  the  value  of  the  gross  estate  shown  in  the  defi¬ 
ciency  letter  the  $2,000  homestead  exemption. 

The  only  other  point  in  issue  is  whether  there  should  be  included 
in  the  value  of  the  gross  estate  $97,500  as  the  value  of  the  real  estate, 
and  in  addition  $7,458.89  for  the  landlord’s  portion  of  the  1923 
crops,  most  of  which  were  unmatured  and  ungathered  at  the  date  of 
his  decease.  The  petitioners  listed  the  rents  received  by  the  adminis¬ 
trators  in  the  estate-tax  return,  but  it  is  their  contention  that  they 
were  listed  only  for  the  purpose  of  showing  the  income  from  the  real 
estate;  that  they  were  fully  taxed  when  the  decedent’s  lands  were 
assessed  for  estate-tax  purposes  as  part  and  parcel  of  the  land  itself, 
and  that  it  was  error  on  the  part  of  the  Commissioner  to  add  to  the 
$97,500,  reported  as  the  value  -of  the  real  estate,  any  amount  repre¬ 
senting  the  decedent’s  interest  in  the  growing  crops. 

At  the  hearing  of  this  appeal  it  was  admitted  by  the  petitioners 
that  the  value  of  the  decedent’s  interest  in  the  crops  which  had  been 
severed,  amounting  to  $1,401.95,  was  properly  included  by  the  Com¬ 
missioner  as  a  part  of  the  gross  estate. 

Section  402  of  the  Revenue  Act  of  1921,  under  the  provisions  of 
which  the  estate-tax  return  was  made,  provides  in  part : 

That  the  value  of  the  gross  estate  of  the  decedent  shall  be  determined  by 
including  the  value  at  the  time  of  his  death  of  all  property,  real  or  personal, 
tangible  or  intangible,  wherever  situated — 

(a)  To  the  extent  of  the  interest  therein  of  the  decedent  at  the  time  of  his 
death  which  after  his  death  is  subject  to  the  payment  of  the  charges  against 
his  estate  and  the  expenses  of  its  administration  and  is  subject  to  distribution 
as  part  of  his  estate. 
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Section  5841  of  the  Civil  Code  of  Alabama,  1923,  provides  that : 

i 

Any  crop  commenced  by  a  decedent  may  be  completed  and  gathered  by  the 
executor  or  administrator,  and,  the  expenses  of  the  plantation  being  deducted 
therefrom,  is  assets  in  his  hands,  and  may  be  sold  by  him  at  private  sale, 
either  in  or  out  of  the  state. 

The  general  rule  of  the  common  law  is  that  growing  crops,  which 
are  the  product  of  annual  sowing  or  planting,  form  a  part  of  the 
real  estate  to  which  they  are  attached.  Chancellor  v.  Teel ,  141  Ala. 
634;  37  So.  665.  Growing  and  unharvested  crops  on  the  land  of  a 
decedent  at  the  time  of  his  death,  such  as  are  raised  annually  or 
periodically  by  labor  and  planting,  go  to  the  personal  representatives 
as  assets  rather  than  to  the  heirs-at-law  where  the  land  is  not  specifi¬ 
cally  devised.  Marx  v.  Nelms ,  95  Ala.  304;  10  So.  551;  Mitcham  v. 
Moore ,  73  Ala.  542. 

In  the  instant  case  we  are  not  concerned  primarily  with  the  ques¬ 
tion  whether  the  growing  crops  at  the  date  of  the  death  of  the  de¬ 
cedent  were  realty  or  personalty.  In  either  case  the  value  of  the 
decedent’s  interest  in  them  must  be  included  in  the  value  of  the  gross 
estate. 

With  respect  to  the  amount  of  rent  reported  as  having  been 
received  from  Louis  Poff,  with  the  explanation  that  it  represented 
the  amount  of  rent  from  the  Oakland  Place,  i.  e.,  $2,989.79,  the 
findings  of  fact  show  that  this  amount  was  received  as  a  compromise 
of  litigation  started  by  the  administrators.  It  further  appears  that 
the  total  yield  of  the  crops  raised  on  the  Oakland  Place  for  1923 
was  only  $3,702.81.  The  decedent’s  rent,  collectible  as  rent  from 
Poff,  was  $947.72.  How  then  can  it  be  contended  that  the  balance 
of  the  amount  recovered  from  Poff,  $2,042.07,  represented  the  value 
of  the  interest  of  the  decedent  in  the  rents  at  the  date  of  his  death  ? 

It  is  further  to  be  noted  that,  under  the  statutes  of  Alabama,  rents 
due  from  croppers  for  the  year  1923  did  not  become  due  until 
November  first.  Civil  Code,  1923,  section  8800.  The  amount  of 
the  rents  actually  collected  is  no  clear  indication  of  the  value  of  the 
interest  of  the  decedent  in  the  growing  crops  at  the  date  of  death. 

From  a  consideration  of  the  entire  record,  we  are  of  the  opinion 
that  the  value  of  the  decedent’s  interest  in  the  growing  crops  should 
have  been  and  was  included  in  the  value  of  the  real  estate.  That 
value  should  not  be  duplicated  by  adding  to  the  $97,500  for  the 
realty  any  amount  for  growing  crops.  We  are  of  the  opinion  that, 
only  $1,401.95  of  the  $7,458.89  in  question  should  be  included  in  the 
value  of  the  gross  estate. 

Judgment  will  be  entered  on  15  days ’  notice , 
under  Rule  50. 
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Appeal  of  Red  Wing  Linseed  Co. 

Docket  No.  2802.  Decided  November  0,  1920. 

Evidence  held  insufficient  to  show  that  the  Commissioner's  deter¬ 
mination  of  the  fair  market  price  or  value  of  buildings,  machinery 
and  equipment  on  March  1.  1913,  was  erroneous. 

Eugene  B.  Van  Veen ,  Esq.,  and  Oswald  D.  Luby ,  Esq.,  for  the 
petitioner. 

John  D.  Foley,  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  a  deficiency  in  income 
and  profits  taxes  for  the  year  1918  in  the  amount  of  $16,033.74,  and  is 
based  upon  the  following  allegations : 

(1)  That  the  Commissioner  erroneously  computed  a  taxable  gain 
derived  from  the  sale  of  capital  assets,  a  large  part  of  which  were 
acquired  prior  to  March  1,  1913. 

(2)  That  in  computing  the  tax  liability  for  the  year  1917  the 
Commissioner  used  an  incorrect  basis  for  computing  the  deduction 
for  exhaustion,  wear  and  tear  and  failed  to  credit  against  the  de¬ 
ficiency  for  the  year  1918  overassessments  for  prior  years. 

At  the  hearing  no  testimony  or  argument  was  offered  respecting 
the  latter  issue. 

FINDINGS  OF  FACT. 

In  the  year  1901  there  was  organized  a  corporation  known  as  the 
Red  Wing  Linseed  Mills  Co.,  which  then  acquired  a  site  and  con¬ 
structed  and  equipped  a  linseed  oil  mill  at  Red  Wing  in  the  State  of 
Minnesota.  The  original  construction,  which  was  completed  in  the 
year  1902,  consisted  of  a  three-story  brick  and  stone  building,  61% 
by  80%  feet,  a  three-story  brick  and  stone  warehouse,  26%  by  44% 
feet,  and  a  one-story  brick  boiler  house,  15  by  23  feet;  and  in  all  of 
these  buildings  there  was  installed  all  the  machinery,  equipment 
and  facilities  necessary  for  the  operation  of  a  thoroughly  equipped 
linseed  mill.  The  company  experienced  financial  difficulties,  was 
declared  bankrupt  on  or  about  October  1,  1907,  and  on  December  14, 
1907,  all  its  property  was  purchased  at  a  receiver’s  sale  by  local 
bankers  for  the  sum  of  $41,158,  the  same  being  the  amount  of  the 
accrued  indebtedness  to  the  bankers.  Thereupon,  said  bankers 
caused  to  be  organized  the  present  petitioner  corporation,  known  as 
the  Red  Wing  Linseed  Co.  During  the  years  1908  and  1909,  the 
petitioner  constructed  additions  to  the  warehouse  and  built  a  new 
80,000-bushel  elevator  and  a  135,000-gallon  tank,  installed  new  plumb¬ 
ing,  a  new  electric  lighting  system,  a  100-ton  track  scale,  and  many 
other  items  of  machinery  and  equipment. 

The  land  owned  by  the  petitioner  on  which  its  mill  and  other  prop¬ 
erties  are  located  consists  of  lots  6,  7,  and  8,  and  part  of  lot  11,  in 
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Block  41  of  the  City  of  Red  Wing.  The  Commissioner  and  the  peti¬ 
tioner  have  agreed  that  the  March  1,  1913,  value  of  this  land,  exclu¬ 
sive  of  improvements,  was  $7,157. 

The  crushing  of  flax  seed  and  the  manufacturing  operations  of  the 
mill  produced  a  vaporized  oily  substance  which  settles  upon  all  the 
machinery  and  equipment  and  throughout  the  buildings  used,  and 
forms  an  oily  coating  for  everything  within  its  reach.  This  oily 
coating  is  a  natural  protection  against  oxidation,  erosion,  and  all  the 
elements  of  decay  in  respect  to  both  buildings  and  machinery,  and 
results  in  a  marked  slowing  doAvn  of  the  processes  of  exhaustion, 
wear  and  tear. 

In  making  his  adjustments  of  taxable  income  for  the  period  from 
March  1,  1913,  to  November  1,  1918,  the  Commissioner  computed 
annual  deductions  for  exhaustion,  wear  and  tear. 

The  petitioner’s  property  is  situated  in  the  City  of  Red  Wing, 
Minn.,  on  the  banks  of  the  Mississippi  River,  and  is  built  into  a 
solid  sandstone  hill,  so  that  its  wagon-road  approach  on  the  westerly 
side  is  on  a  level  with  the  third  floor  of  the  buildings,  while  on  the 
easterly  side  its  buildings  abut  upon  the  right-of-way  of  the  Chicago, 
Milwaukee  &  St.  Paul  Railway  Co.,  and  the  first  floor  of  its  buildings 
is  on  a  level  with  such  right-of-way,  and  the  railway  side  trackage 
extends  to  and  supplies  transportation  facilities  for  the  shipping  uses 
of  the  mill  and  elevator.  Red  Wing  is  on  the  main  line  of  the 
Chicago,  Milwaukee  &  St.  Paul  Railway  and  is  a  terminal  point  of  a 
branch  of  another  railway  system  operating  through  the  farming 
country  to  the  westward.  Agricultural  production,  of  which  flax 
growing  was  a  considerable  factor,  had  been  fully  developed 
throughout  this  territory  for  many  years  prior  to  1913. 

On  November  4,  1918,  the  petitioner  sold  its  entire  plant  to  the 
Pittsburgh  Plate  Glass  Co.  for  a  net  selling  price  of  $100,116.77.  It 
returned  no  profit  from  such  sale.  The  Commissioner,  in  making  his 
computation  of  income-tax  liability^  for  the  year  1918,  added 
$12,050.21  as  a  gain  derived  from  the  sale  of  the  property,  which 
amount  was  arrived  at  in  the  following  manner : 


March  1,  1913,  value : 

Buildings - 

Additions _ 

Machinery,  furniture  and  fixtures,  etc 
Additions _ 


Total _ 

Deduct : 

Depreciation — building _ 

Machinery,  furniture  and  fixtures,  etc 


$57, 144.  17 
2,  428.  06 
40, 198.  83 
2,  067.  05 


_ $101,838.11 

5,  938.  70 
14,  989.  85 

-  20,  928.  55 


20227—26 - 4 
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Add: 

Cost  of  land _  $7, 157.  00 

Total  value  as  at  November  1,  1918 _  88,  066.  56 

Amount  received  from  sale _  100, 116.  77 

Correct  gain  on  sale _  12.  050.  21 

OPINION. 


Smith  :  In  its  income-tax  return  for  1918,  the  petitioner  returned 
no  profit  from  the  sale  of  its  plant  to  the  Pittsburgh  Plate  Glass  Co. 
at  a  net  price  of  $100,116.77.  The  Commissioner  has  added  to  the  net 
income  reported  $12,050.21,  as  a  profit  upon  the  sale  of  this  property. 
The  petitioner  alleges  error  on  the  part  of  the  Commissioner  in  so 
doing. 

It  appears  from  the  deficiency  letter  from  which  this  appeal  is 
taken  that  the  Commissioner  determined  that  the  March  1,  1913, 
value  of  the  property  sold  to  the  Pittsburgh  Plate  Glass  Co.  in  1918 
was  $104,500.  In  order  to  show  that  the  March  1,  1913,  value  of  the 
property  was  in  excess  of  that  amount,  the  petitioner  caused  two 
appraisals  to  be  made,  one  in  May,  1924,  which  showed  a  value  for 
the  property  at  March  1,  1913,  of  $140,325.87,  and  another  made  in 
May,  1925,  by  an  appraiser  who  spent  two  days  at  the  plant.  His 
estimate  of  the  value  of  the  property  on  the  basic  date,  exclusive  of 
small  tools,  implements,  and  office  furniture  and  fixtures,  was 
$119,846.29,  and  inclusive  of  such  assets,  $121,504.76.  These 
appraisals  showed  the  reproduction  cost  new  on  March  1,  1913,  less 
an  estimated  amount  for  depreciation  sustained  to  that  date.  Neither 
appraisal  company  pretended  to  have  any  knowledge  as  to  what  the 
plant  would  have  brought  if  placed  on  the  market  for  sale.  Officials 
of  the  companies  stated,  however,  that  if  a  person  had  wished  to 
build  a  plant  in  1913,  the  cost  of  building  the  plant  at  that  time,  less 
reasonable  depreciation  from  the  time  that  the  petitioner’s  plant  had 
been  built  to  March  1,  1913,  would  be  the  amounts  above  stated. 

The  basis  for  determining  the  profit  upon  the  sale  of  the  property 
is  the  cost  or  fair  market  price  or  value  of  the  property  on  March 
1,  1913,  whichever  is  higher.  The  fair  market  price  or  value  of 
property  must  be  determined  in  the  instant  case  from  all  of  the  evi¬ 
dence  which  has  a  bearing  upon  that  value.  In  the  absence  of  a 
sale  of  the  property  at  or  near  the  basic  date,  other  relevant  factors 
must  be  taken  into  consideration  in  determining  such  value.  In  the 
instant  case,  it  appears  that  the  plant  had  not  been  operating  at  a 
profit  prior  to  the  time  when  it  was  acquired  by  the  petitioner  in 
1907  at  a  forclosure  sale  for  less  than  $50,000  cash;  that  it  had  been 
operated  for  only  about  40  per  cent  of  the  time  from  1907  to  1917, 
and  that  during  the  ten-year  period  operations  of  the  plant  did  not 
show  a  profit. 
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The  only  evidence  before  us  as  to  the  March  1,  1913,  value  of  the 
property  in  question  is  the  retrospective  appraisals  made  by  two 
appraisal  companies  in  the  manner  indicated  above.  We  have  held 
in  numerous  instances  that  retrospective  appraisals  upon  the  cost 
of  reproduction,  less  an  estimate  for  depreciation,  are  not  of  them¬ 
selves  competent  evidence  to  determine  the  fair  market  price  or  value 
of  property.  Appeals  of  Kinsman  Transit  Co .,  1  B.  T.  A.  552; 
Rockford  Malleable  Iron  Works ,  2  B.  T.  A.  817;  Tibby-Brawner 
Glass  Co .,  2  B.  T.  A.  918;  Stokes  Milling  Co .,  2  B.  T.  A.  1284; 
Strong ,  Hewat  &  Co.,  3  B.  T.  A.  1035. 

We  are  of  the  opinion  that  the  evidence  of  record  does  not  war¬ 
rant  a  finding  of  fact  that  the  fair  market  price  or  value  of  the 
property  sold  in  1918  to  the  Pittsburgh  Plate  Glass  Co.  had  a  fair 
market  price  or  value  on  March  1,  1913,  in  excess  of  $104,500,  the 
amount  found  by  the  Commissioner. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner. 

Trussell  dissents. 


Appeal  of  Mrs.  D.  W.  Fish. 

Docket  No.  6564.  Decided  November  9,  1926. 

Louis  B.  Montfort ,  Esq.,  for  the  petitioner. 

John  W.  Fisher ,  Esq.,  for  the  Commissioner. 

'  Deficiency  in  income  tax  of  $1,484.91  for  1919,  resulting  from  the 
Commissioner’s  inclusion  in  petitioner’s  gross  income  of  an  amount 
of  $16,000  received  by  her  upon  the  sale  of  oil,  gas  and  mineral 
rights.  The  facts  are  stipulated. 

FINDINGS  OF  FACT. 

Petitioner’s  mother,  Modena  Jennings,  died  in  1916,  and  by  her 
will  left  all  her  personal  property  to  her  husband,  E.  Y.  Jennings, 
petitioner’s  father,  who  survived  her.  As  to  real  property  the  will 
provided : 

Third,  I  give  to  my  beloved  husband  E.  Y.  Jennings  during  his  natural  life, 
and  so  long  as  he  may  live,  all  of  my  real  estate  and  he  is  hereby  given  power 
to  sell  and  dispose  of  the  same,  as  he  may  see  proper  and  after  his  death,  the 
said  real  estate  shall  pass  to  our  beloved  children,  or  their  descendants,  share 
and  share  alike,  as  they  would  inherit,  under  the  law  of  descent,  and  distri¬ 
bution  as  provided  for  under  the  laws  of  the  State  of  Texas,  and  in  the 
event  the  said  real  estate  should  be  sold,  by  my  beloved  husband,  during  his 
life,  then  the  proceeds  arising  therefrom  shall  descend  and  pass  as  the  said 
real  estate,  as  above  mentioned. 
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The  will  was  refused  probate  by  the  County  Court,  and  an  appeal 
was  taken  to  the  District  Court,  which  sustained  the  decision  of  the 
County  Court  and  refused  the  probate  of  said  will.  The  probate 
of  said  will  was  being  opposed  by  certain  children  of  Mr.  and  Mrs. 
E.  Y.  Jennings,  on  the  ground  that  E.  Y.  Jennings  had  exercised 
undue  influence  upon  his  wife  prior  to  her  death  with  reference  to 
the  making  of  said  will. 

After  the  decision  of  the  District  Court,  and  on  or  about  May  27, 
1919,  petitioner  and  other  heirs  sold  to  one  Anson  Hazlewood,  by 
warranty  deed  in  fee  simple,  the  oil,  gas,  coal,  and  other  minerals 
in  certain  land  which  had  been  owned  by  petitioner’s  mother  prior 
to  her  death,  for  which  petitioner  received  from  said  Anson  Hazle¬ 
wood  $16,000. 

After  this  sale  the  case  involving  the  will  contest  was  appealed 
by  others  than  petitioner  to  the  Court  of  Civil  Appeals,  which 
reversed  the  decisions  pf  the  District  Court  and  the  County  Court 
and  remanded  the  case  to  the  court  of  original  jurisdiction  for 
retrial.  On  May  16,  1922,  said  will  was  admitted  to  probate  with¬ 
out  retrial,  the  contestants  having  withdrawn  their  action.  Said 
case  is  reported  under  the  title  of  Jennings  v.  Jennings ,  212  S.  W. 
772. 

Demand  wras  made  by  Anson  Hazlewood  upon  petitioner  for  the 
return  of  the  purchase  money  paid  by  him  to  petitioner.  Anson 
Hazlewood  claimed  that  under  said  decision  petitioner  did  not  have 
clear  title  to  the  oil,  gas  and  mineral  rights  she  had  transferred. 

Petitioner’s  father,  E.  Y.  Jennings,  by  quitclaim  deed  dated  June 
7,  1919,  deeded  the  oil,  gas  and  mineral  property  rights  in  question 
to  Anson  Hazlewood.  Said  quitclaim  deed  recited  that  the  prior 
deed  had  been  given  and  that  “title  to  said  land  is  not  vested 
wholly  and  in  fee  simple  to  the  grantors”  in  such  deed.  It  con¬ 
tained  further  the  following : 

Now  therefore,  for  and  in  consideration  of  the  sum  of  Ten  ($10.00)  Dollars 
to  me  in  hand  paid  by  Anson  Hazlewood,  the  receipt  of  which  is  hereby 
acknowledged,  and  for  the  further  purpose  of  perfecting  the  title  in  the  said 
Hazlewood  in  and  to  the  mineral  rights  and  interest  conveyed  to  him  by  the 
parties  above  mentioned,  in  the  respective  deeds  hereinbefore  referred  to, 
I,  E.  Y.  Jennings,  of  the  County  of  Stephens,  and  State  of  Texas,  do  hereby 
sell,  assign,  release  and  convey  unto  the  said  Anson  Hazlewood,  of  the  County 
of  Palo  Pinto  and  State  aforesaid,  all  the  rights,  title,  and  interest  owned, 
claimed  or  held  by  me  in  and  to  the  mineral  rights  and  interests  conveyed 
by  the  parties  above  mentioned,  to  the  said  Hazlewood,  in  and  to  each  and 
all  of  the  tracts  of  land  described  in  the  several  deeds  aforesaid,  which  deeds 
and  the  mineral  interest  therein  conveyed  are  here  referred  to  and  made  a 
part  hereof,  but  it  is  not  my  intention  to  convey  to  the  said  Hazlewood,  any 
interest  in  the  minerals,  in,  on  or  under  the  said  tracts  of  land  above  described, 
other  than  the  interests  conveyed  therein  by  the  said  J.  Y.  Jennings,  Eddie 
Jennings,  D.  W.  Fish  and  wife  Eloiza  Fish,  W.  C.  Barnes  and  wife  Luta 
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Barnes,  to  the  said  Anson  Hazlewood,  in  and  by  virtue  of  each  and  all  of  the 
deeds,  hereinbefore  referred  to,  reserving  to  myself,  the  balance  of  the  mineral 
rights  in  said  lands  other  than  such  as  was  conveyed  by  said  deeds. 

Petitioner  retained  all  of  the  $16,000  originally  paid  by  Anson 
Hazlewood. 

E.  Y.  Jennings  on  September  19,  1924,  made  an  affidavit  that  he 
regarded  his  relation  to  the  real  estate  in  question  as  that  of  trustee 
and  that  he  did  not  regard  his  quitclaim  deed  as  a  gift. 

OPINION. 

Sternhagen:  We  are  of  opinion  from  the  evidence  that  the  Com¬ 
missioner  correctly  held  the  $16,000  received  by  petitioner  as  income 
to  her.  It  was  the  proceeds  of  a  sale  of  whatever  she  had.  There  is 
no  evidence  of  cost  or  other  basis  to  measure  the  gain  upon  which  we 
can  find  it  to  be  less  than  the  full  amount. 

There  is  not  the  slightest  evidence  to  support  petitioner’s  argu¬ 
ment  that  Jennings  intended  to  or  did  make  a  gift  to  petitioner 
either  of  the  property  or  the  proceeds.  His  quitclaim  deed  to  Hazle¬ 
wood  was  a  confirmation  in  Hazlewood  of  his  title.  It  affected 
petitioner  only  by  relieving  her  from  a  possible  lawsuit.  She 
already  had  the  income. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner. 


Geo.  J.  Grant  Construction  Co.,  Petitioner,  v.  Commissioner 

of  Internal  Revenue,  Respondent. 

Docket  No.  2584.  Decided  November  9,  1926. 

Severable  contracts.— -Written  instruments  evidencing  contrac¬ 
tual  relations  between  the  petitioner  and  the  Board  of  Water  Com¬ 
missioners  of  the  City  of  St.  Paul,  Minnesota,  held  to  evidence  two 
separate  contracts  upon  which  the  contractor’s  losses  may  be  taken 
in  the  accounting  period  within  which  work  upon  each  separate 
contract  was  completed. 

G.  hi.  Macartney ,  Esq.,  for  the  petitioner. 

W.  H.  Lawder ,  Esq.,  for  the  respondent. 

The  petitioner  complains  of  a  certain  deficiency  letter  dated  Febru¬ 
ary  15,  1925,  asserting  a  deficiency  in  income  and  profits  taxes  for 
its  fiscal  year  ended  March  31,  1919,  in  the  amount  of  $1,214.84,  and 
an  overassessment  for  its  fiscal  year  ended  March  31,  1920,  in  the 
amount  of  $310.18. 

The  deficiency  for  the  fiscal  year  ended  March  31,  1919,  results 
from  the  Commissioner’s  holding  that  losses  sustained  by  the  peti¬ 
tioner  must  be  accounted  for  as  of  the  fiscal  year  ended  March 
31,  1920. 
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FINDINGS  OF  FACT. 

The  Geo.  J.  Grant  Construction  Co.  is  a  Minnesota  corporation, 
having  its  principal  office  at  St.  Paul,  and,  during  the  period  under 
consideration,  was  engaged  in  a  general  contracting  and  construction- 
work  business. 

In  December,  1916,  the  Board  of  Water  Commissioners  of  the 
City  of  St.  Paul  advertised  for  bids  for  the  construction  of  a  high 
service  reservoir  and  earth  embankments  surrounding  such  reservoir. 
The  specifications  accompanying  such  call  for  bids  were  as  follows: 


Item 


Description 


1 

2 

3 

4 

5 

6 

7 

8 
9 

10 

11 

12 

13 

14 

15 

16 

17 

18 


19 


20 

21 

22 


23 


24 

25 

26 
27 


Clearing  and  grubbing. . 

Earth  Excavation . 

Clay  Blanket  under  Reservoir. . . . . 

Sprinkling  and  Rolling  Foundations  and  Embankments . 

Backfilling  outside  of  walls . . . 

Earth  Embankments  and  Fill  over  Structures . 

Seeding . . . 

Sodding . 

Concrete  Inverted  Groined  Arch  Floor . . 

Concrete  Groined,  Cloistered  and  Barrel  Arch  Roof . 

Concrete  Flat  Slab  Footings  for  Outside  Walls . 

Concrete  Outside  Wall-Slabs  and  Buttresses . 

Concrete  Division  or  Center  Wall . . . . 

Concrete  Columns . . . 

Concrete  Conduits  and  Sumps... . 

Concrete  Inlet  and  Outlet  Gate  Chambers  and  Aerator . 

Concrete  Special  Finishing  on  Floors . 

Steel  Reinforcement: 

%"  Steel  rods  (square) . 

Yi"  Steel  rods  (square) . . . 

Y%"  Steel  rods  (square) . 

Steel  rods  (square) . 

Ys"  Steel  rods  (square) . 

1"  Steel  rods  (square) . . . 

Miscellaneous  Steel  and  Wrought  Iron  Work: 

Iron .  3, 871 

Steel . . . 12,640 

Copper  and  Asphalt  Expansion  Joints  (Copper) . . 

Wooden  Expansion  Joints  in  Footings,  etc . . 

Setting  Sluice  Gates: 

48"  Circular  Flanged  Gates . . 

48"  x  48"  spigot  in  Concrete  Sluice  Gates . . 

Settings  Gate  Valves: 

48"  Double  Hub  Gate  Valve . . 

24"  Flanged  Gate  Valve. . . 

6"  Double  Hub  Gate  Valve . . . 

(Laying  and  erecting  cast  iron  pipe  and  specials  (6"  to  20"  diameters 

\  inclusive) . . . — - - - - - 

(Laying  and  erecting  C.  I.  Pipe  and  specials  (24"  to  48"  diameters 

\  inclusive) . . . . . . . . . 

Furnishing  and  erecting  cast  iron  stop  plank  groove _ _ _ 

Furnishing  and  erecting  miscellaneous  castings . . 


Quantity 


4 Y  acres. 

90,620  cu.  yds. 
14,500  cu.  yds. 
10,552  Ton.  Mi. 
1,700  cu.  yds. 

99.800  cu.  yds. 

4 Y  acres. 

12.800  sq.  yds. 

4, 633  cu.  yds. 
3,831  cu.  yds. 
2,580  cu.  yds. 
3,049  cu.  yds. 
2,734  cu.  yds. 
1,503  cu.  yds. 
317  cu.  yds. 

617  cu.  yds. 

95  sq.  yds. 

None. 

27, 567  lbs. 

154,  383  lbs. 
579,332  lbs. 

124, 267  lbs. 
204,380  lbs. 


16,510  lbs. 

1,267  lbs.  or  650  lin.  ft. 
19,300  lin.  ft. 

8. 

2. 

1. 

1. 

4. 

/ 1  T.  Spec. 

\5"  Pipe. 

(37"  Spec. 

\105"  Pipe. 

1  Ton. 

6,250  lbs. 


Thereafter  the  petitioner,  having  been  found  to  be  the  lowest  bid¬ 
der,  received  an  award  for  the  construction  work  called  for  in  words 
and  figures  as  follows: 

March  6,  1917 

AWARD  OF  CONTRACT 
F.  B.  1119 

The  Contract  Committee  hereby  awards  the  contract  for  furnishing  all  labor 
and  material  (excepting  cement,  reinforcing  steel,  gate  valves,  sluice  gates  and 
cast  iron  pipe  and  special  castings)  and  constructing  the  High  Service  Rein- 
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forced  Concrete  Covered  Reservoir  at  the  end  of  Dale  Street  for  the  Board  of 
Water  Commissioners  of  the  City  of  St.  Paul,  Minnesota,  excepting  Item  Six 
of  the  bidding  sheet,  being  earth  embankments  and  fill  over  structure,  to  the 
George  J.  Grant  Construction  Company  for  the  lump  sum  of  $194,158.01  and 
the  contract  for  earth  embankments  and  fill  over  structure,  known  as  Item 
Six  is  hereby  awarded  to  the  said  George  J.  Grant  Construction  Company  on 
the  basis  of  cost  plus  fifteen  per  cent,  in  accordance  with  their  modified  bid  of 
March  2,  1917,  and  at  a  total  cost  of  not  exceeding  $51,896.00  and  at  a  total 
aggregate  cost  for  the  complete  contract  not  exceeding  $246,054.01. 

Approved :  The  Contract  Committee 
(Signed)  O.  E.  Keller 

Jesse  Foot 
H.  W.  Austin 

MATERIAL  AND  SUPPLIES  CONTRACT 

This  agreement,  Made  and  entered  into  this  12th  day  of  March  A.  D.  1917, 
by  and  between  The  George  J.  Grant  Construction  Company,  a  corporation, 
party  of  the  first  part,  hereinafter  designated  as  the  Contractor,  and  the 
Board  of  Water  Commissioners  of  the  City  of  St.  Paul,  a  municipal  corporation, 
of  the  State  of  Minnesota,  party  of  the  second  part,  hereinafter  designated  as 
the  City,  Witnesseth  : 

That  in  and  for  the  consideration  hereinafter  mentioned,  the  Contractor 
hereby  sells  and  agrees  to  furnish  and  deliver  to  the  City  all  labor  and  ma¬ 
terial  (excepting  cement,  reinforcing  steel,  gate  valves,  sluice  gates  and  cast 
iron  pipe  and  special  castings)  and  construct  the  High  Service  Reinforced 
Concrete  Covered  Reservoir  at  the  end  of  Dale  Street,  excepting  Item  Six  of 
bidding  sheet,  being  earth  embankments  and  fill  over  structure,  at  lump  sum 
of  ($194,158.01),  and  agrees  to  construct  and  furnish  earth  embankments  and 
fill  over  structure  on  the  basis  of  cost  plus  fifteen  per  cent,  at  a  price  of  not 
to  exceed  $51,896.00,  in  strict  accordance  with  the  plans  and  specifications 
thereof,  and  in  accordance  with  the  bid  or  proposal  of  the  Contractor  bearing 
No.  1119,  submitted  pursuant  to  advertisements,  dated  December  16th  &  23rd, 
1916,  which  specifications,  bid  or  proposal,  and  advertisements  are  hereto 
attached  and  each  and  all  made  a  part  of  this  agreement. 

The  Board  of  Water  Commissioners  of  the  City  agrees  to  pay  to  the  Con¬ 
tractor  as  the  consideration  for  the  full  and  faithful  performance  of  this 
contract,  the  sum  of  Two  Hundred  Forty  Six  Thousand  Fifty  Four  and  1/100 
(246,054.01)  Dollars,  which  sum  shall  be  payable  solely  out  of  the  Water  Fund, 
and  at  the  times  and  in  the  manner  provided  for  in  the  said  specifications. 

It  is  hereby  agreed  that  the  provisions  of  all  ordinances  of  the  City  of  St. 
Paul  relating  to  contractors  is  hereby  made  a  part  of  this  agreement. 

In  Witness  Whereof  the  City  and  the  Contractor  have  signed  this  contract 
the  day  and  year  first  above  written. 

The  reservoir  was  completed  in  the  late  fall  of  1918,  when  the 
city  turned  water  into  it,  and  it  has  been  used  ever  since.  By  March 
31,  1919,  all  work  on  the  reservoir  had  been  entirely  completed. 
The  work  on  the  earth  embankments,  including  the  sodding  and 
seeding,  was  completed  during  the  petitioner’s  fiscal  year  ended 
March  31, 1920. 

Upon  the  construction  of  the  reservoir  the  petitioner  sustained  a 
loss  of  $43,240.96.  Upon  the  construction  of  the  embankments,  etc., 
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the  petitioner  sustained  a  loss  of  $53,759.04.  These  losses  were 
largely  due  to  an  increase  in  laborers’  wages  from  $2.50  to  $6  per 
day.  The  petitioner  received  payments  from  the  Board  of  Water 
Commissioners  as  the  construction  work  progressed  on  the  basis  of 
85  per  cent  of  the  amount  of  each  item  completed. 

The  petitioner  kept  its  accounts  and  rendered  its  income-tax 
returns  on  the  basis  of  completed  contracts;  it  claimed  its  loss  upon 
the  construction  of  the  reservoir  for  its  fiscal  year  ended  March  31, 
1919,  and  claimed  its  loss  upon  the  embankment  construction  for  its 
fiscal  year  ended  in  1920. 

OPINION. 

Trussell:  A  study  of  the  language  of  the  award  of  contract  dis¬ 
closes  that  the  petitioner  was  to  receive  for  the  construction  of  the  res¬ 
ervoir  a  fixed  and  definite  amount  as  compensation,  and  that  amount 
was  $194,158.01.  It  further  discloses  that  the  work  of  building  the 
embankments  was  to  be  done  on  the  basis  of  the  cost  plus  15  per  cent 
but  not  to  exceed  a  total  amount  of  $51,896.  It  thus  appears  that 
the  contractual  relations  entered  into  between  the  petitioner  and  the 
Board  of  Water  Commissioners  contemplated  the  performance  of 
one  piece  of  work  for  a  fixed  and  determined  amount,  and  the  per¬ 
formance  of  another  piece  of  work  upon  an  entirely  different  basis — 
cost  plus  15  per  cent,  but  limited  to  the  maximum  figure  stated. 

The  record  establishes  that  the  advances  made  by  the  Board  of 
Water  Commissioners  from  time  to  time  were  computed  upon  85  per 
cent  of  the  proportion  of  the  work  of  the  two  separate  classes  as 
reported  completed. 

Ruling  Case  Law,  vol.  6,  Contracts,  sec.  246,  relating  to  entire  and 
severable  contracts,  among  other  things,  says : 

Where  an  agreement  embraces  a  number  of  distinct  subjects,  which  admit 
of  being  separately  executed  and  closed,  the  general  rule  is  that  it  shall  be 
taken  distributively,  and  each  subject  be  considered  as  forming  the  matter  of  a 
separate  agreement  after  it  is  so  closed.  If  the  part  to  be  performed  by  one 
party  consists  of  several  and  distinct  items,  and  the  price  to  be  paid  by  the 
other  is  apportioned  to  each  item  to  be  performed,  or  is  left  to  be  implied 
under  the  law,  such  a  contract  will  generally  be  held  to  be  severable. 

This  doctrine  of  entire  and  severable  contracts  has  frequently  had 
the  attention  of  the  Supreme  Court  of  Minnesota,  in  which  State 
the  petitioner  has  its  domicile.  In  the  case  of  McGrath  v.  Cannon , 
55  Minn.  457 ;  57  N.  W.  150,  the  court,  among  other  things,  said : 

Whether  a  contract  is  entire  or  severable,  like  most  questions  of  construc¬ 
tion,  depends  on  the  intention  of  the  parties,  and  must  be  determined  in  each 
case  by  considering  the  language  employed  and  the  subject-matter  of  the  con¬ 
tract,  and  how  the  parties  themselves  treated  it.  One  of  the  best  statements 
of  the  law  on  the  subject,  and  one  often  cited  by  the  courts  with  approval, 
is  that  in  2  Pars.  Cont.  648,  which  is :  “  If  the  part  to  be  performed  by  one 
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party  consists  of  several  distinct  items,  and  the  price  to  be  paid  by  the  other 
is  apportioned  to  each  item  to  be  performed,  or  is  left  to  be  implied  by  law, 
such  contract  will  generally  be  held  to  be  severable.”  As  complete  and  legally 
accurate  a  statement  of  the  rule  as  anywhere  to  be  found  is  that  of  Mr.  Justice 
Field  in  Norris  v.  Harris,  15  Cal.  226,  viz :  “  A  contract  made  at  the  same  time, 
for  different  articles,  at  different  prices,  is  not  an  entire  contract,  unless  the 
taking  of  the  whole  is  essential  from  the  character  of  the  property,  or  is  made 
so  by  the  agreement  of  the  parties,  or  unless  it  is  of  such  a  nature  that  a 
failure  to  obtain  a  part  of  the  articles  would  materially  affect  the  object  of 
the  contract,  and  thus  have  influenced  the  sale  had  such  a  failure  been 
anticipated.” 

This  case  has  been  cited  and  its  reasoning  followed  by  the  same 
court  in  Stauff  v.  Bingenheimer ,  94  Minn.  309;  102  N.  W.  694;  Mul- 
cahy  v.  Dieudonne ,  103  Minn.  352;  115  N.  W.  636;  Duluth  Log  Co. 
v.  Hill  Lumber  Co.,  110  Minn.,  124;  124  N.  W.  967;  Blake  v.  Neils 
Lumber  Co.,  Ill  Minn.  513;  127  N.  W.  450. 

The  record  of  this  case  conclusively  establishes  that  the  petitioner 
considered  and  treated  its  contractual  relations  with  the  Board  of 
Water  Commissioners  of  St.  Paul  as  two  separate  and  distinct  con¬ 
tracts,  and  from  the  language  used  in  the  form  of  award  of  contract 
approved  by  the  Board  of  Water  Commissioners  and  also  the  lan¬ 
guage  used  in  the  supplemental  material  and  supplies  contract  it 
seems  to  be  plain  that  the  Board  of  Water  Commissioners  regarded 
and  treated  the  same  contractual  relations  as  being  two  separate  and 
distinct  agreements.  The  construction  of  the  reservoir  itself  was 
to  be  performed  and  paid  for  at  a  fixed  and  stipulated  amount  of 
$194,158.01,  while  the  construction  and  work  of  filling  the  earth 
embankments  is  separated  from  the  construction  of  the  reservoir  and 
is  to  be  paid  for  on  an  entirely  different  basis  of  cost  plus  15  per 
cent,  although  limited  to  a  figure  of  maximum  cost  to  the  Board  of 
Water  Commissioners. 

We  are,  therefore,  of  the  opinion  that,  when  the  petitioner  entered 
into  the  contractual  relations  respecting  the  construction  of  the 
reservoir  and  the  filling  of  the  earth  embankments,  it  undertook  the 
performance  of  two  severable  and  separate  agreements,  and  that  it 
properly  kept  its  accounts  on  the  basis  of  two  separate  contracts 
and  is  entitled  to  deduct  the  loss  on  the  reservoir  contract  from  its 
gross  income  in  the  year  ended  March  31,  1919,  and  to  deduct  its 
loss  on  the  earth-embankments  contract  in  the  year  ended  March  31* 
1920. 

A  redetermination  of  the  deficiency  in  ac¬ 
cordance  with  the  foregoing  findings  of  fact 
and  opinion  will  be  made  upon  15  days ’  notice, 
pursuant  to  Rule  50,  and  judgment  will  be 
entered  accordingly . 
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Mereen-Johnson  Machine  Go.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  3531.  Decided  November  9,  1920. 

Valuation  of  patents  for  exhaustion  deduction. — Evidence 
respecting  the  value  of  petitioner's  patents  considered  and  valua- 
tion  determined. 

Herman  0.  J .  Peisch:  C.  P.  A.,  for  the  petitioner. 

IF.  H.  Lawder ,  Esq.,  for  the  respondent. 

The  petitioner  complains  of  a  deficiency  letter  dated  March  13, 
1925,  asserting  deficiencies  in  income  and  profits  taxes  for  the  year 
1919  in  the  amount  of  $755.38,  and  for  the  year  1920  in  the  amount 
of  $1,062.43. 

The  only  issue  presented  for  consideration  is  the  March  1.  1913, 
value  of  certain  patents  owned  by  the  petitioner  and  upon  which 
value  the  deduction  for  exhaustion  is  claimed. 

FINDINGS  OF  FACT. 

The  petitioner,  Mereen-Johnson  Machine  Co.,  is  a  Minnesota  cor¬ 
poration  with  its  principal  office  at  Minneapolis,  and  it  is  hereinafter 
referred  to  as  the  corporation. 

The  corporation  was  incorporated  February  10,  1905.  The  capital 
stock  was  issued  to  A.  M.  Mereen,  125  shares,  and  to  Charles  A. 
Smith,  Chester  T.  Johnson,  Charles  Jones,  41%  shares  each,  and  in 
consideration  therefor  and  as  full  payment  for  the  par  value  thereof 
($100  per  share),  each  of  such  stockholders  assigned  to  the  cor¬ 
poration  all  his  patents  or  applications  for  patents  and  contracts 
of  property  relating  to  the  affairs  of  the  corporation,  and  further, 
as  part  consideration  for  the  said  shares  of  stock,  agreed  that  any 
new  devices  or  machines,  relating  to  the  affairs  of  the  corporation, 
invented  and  patented  by  any  of  the  four  named  stockholders  and 
incorporators,  should  become  the  property  of  the  corporation.  This 
was  the  only  consideration  paid  in  for  the  $25,000  capital  stock 
issue.  The  patents  acquired  at  the  time  of  the  incorporation  have 
not  been  described  but  were  set  up  on  the  books  at  a  value  of  $25,000. 
However,  from  the  record  it  is  inferred  that  the  patents  or  applica¬ 
tions  for  patents  so  acquired  were  for  the  three  types  of  machines 
named — the  “  Squeezer,”  the  “  Box  Resaw,”  and  the  “  Ferris  Wheel 
Trimmer.”  1 

The  corporation  has  been  since  its  organization,  and  was  during 
the  years  here  in  question,  engaged  in  the  business  of  the  operation 
of  a  machine  shop  and  the  manufacture  and  sale  of  machines  used 
principally  in  the  manufacture  of  box  boards,  under  certain  patents 
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owned  by  it  for  a  number  of  years  prior  to  1913  and  during  the 
years  in  question.  The  two  principal  machines  manufactured  and 
sold  under  patents  were  the  “  Box  Resaw  ”  and  the  “  Squeezer.” 
The  corporation  also  manufactured  and  sold  under  patent  the  “  Fer¬ 
ris  Wheel  Trimmer,”  but  only  a  few  of  these  machines  were  sold 
as  compared  with  the  number  of  sales  of  the  “  Box  Resaw  ”  and 
“  Squeezer  ”  machines.  The  record  does  not  give  a  description  of 
the  “Ferris  Wheel  Trimmer,”  nor  does  it  disclose  the  date  of  issu¬ 
ance  of  patent  therefor.  Patent  number  737,434,  issued  under  date  of 
August  25,  1903,  covers  the  “  Box  Resaw.”  Patent  number  869,923, 
issued  under  date  of  November  5,  1907,  covers  the  “  Squeezer,”  which 
is  a  machine  for  assembling  matched  stock  and  wThich  saves  the  time 
and  labor  of  from  two  to  six  men,  the  old  method  being  to  pound 
out  matched  stock  by  hand  with  wooden  mallets.  The  petitioner 
corporation  also  sold  matchers,  cut-off  and  rip  saws,  and  various 
other  machines  which  wrere  developed  from  time  to  time. 

Gross  sales  for  the  years  1908  to  1912,  inclusive,  of  patented  ma¬ 
chines  and  other  articles  separately  stated,  and  the  total  sales  are 
as  follows : 


Year  ended  Dec.  31— 

Miscellane¬ 
ous  sales. 

Sales  of 
patented 
machines. 

Total  sales. 

1908 _ _ _ _ _ _ 

$14, 499. 29 
19,  991.  97 
24, 073. 44 
19,  669.  47 
28, 860.  47 

$14, 193.  50 
21, 962. 75 
22, 144.  75 
20,  392.  50 
20,  710.  92 

$28, 692.  79 
41, 954. 72 
46,  218. 19 
40, 061.  97 
49,  571.  39 

1909  .  . . . . 

1910  . . . . . . . . - . 

1911.. _ _ _ _ _ _ 

1912  _ . . . . . . . _ . . 

107, 094.  64 

99,  404.  42 

206, 499.  06 

Sales  of  patented  machines  were  48.1  per  cent  of  the  total  sales. 
During  the  same  years,  1908  to  1912,  inclusive,  the  average  tangible 
assets  employed  by  the  corporation  and  the  net  profits  of  each  year 
were  as  follows : 


»  Year  ended  Dec.  31— 

Average  tan¬ 
gible  assets 
during  year. 

Net  income 
during  year. 

1908 . . . . . . . . 

$10,  082. 07 
14, 355.  23 
20, 452.  71 
23, 676.  57 
26, 983.  84 

$2, 574. 47 
5, 972.  03 
5, 223. 05 
4,  724.  66 
4, 389.  88 

1909. . . . . . . . . . 

1910 . . . 

1911 . . . .  .  . 

1912 . . . . . . . . 

Average,  5  years . . . . . . . . 

95,  550.  42 

22,  884.  09 

19, 110.  08 

4,  576. 82 

The  two  patents  numbered  737,334  and  869,923,  respectively,  had 
an  average  life  after  March  1,  1913,  of  ten  years,  five  months  and 
four  days. 
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OPINION. 

Trussell  :  Although  the  petitioner  did  not  in  its  orignial  income- 
tax  returns  for  the  years  here  under  consideration  claim  a  deduction 
for  exhaustion  of  patent  values,  it  is  not  precluded  from  now  assert¬ 
ing  a  claim  to  such  deductions.  Appeal  of  Union  Metal  Mfg .  Co., 
1.  B.  T.  A.  395. 

Respecting  the  March  1,  1913,  value  of  petitioner's  patents,  the 
record  is  not  as  clear  as  might  be  desired,  but  the  fact  that  during 
the  five  years  prior  to  1913  the  sales  of  machines  made  under  these 
patents  were  maintained  at  a  comparatively  steady  figure  and  that 
the  net  income  of  the  company  during  the  same  years  showed  a 
similar  steady  production  of  profits  convinces  us  that  these  patents 
had  a  value  which  must  be  reflected  in  the  profits  realized,  and  we 
are  of  the  opinion,  and  therefore  find,  that  the  March  1,  1913,  value 
of  the  two  patents  described  in  the  findings  of  fact  is  $7,500,  and  that 
for  the  j^ears  here  under  consideration  the  petitioner  is  entitled  to 
the  deduction  from  gross  income  on  account  of  the  exhaustion  of 
such  values  computed  on  the  basis  of  the  average  life  of  the  said  two 
patents  after  March  1,  1913. 

A  redetcrraination  of  the  deficiencies  in  ac¬ 
cordance  with  the  foregoing  findings  of  fact 

and  opinion  will  he  made  on  15  days'  notice , 
under  Rule  50,  and  judgment  will  he  entered 

accordingly . 

Sternhagen  dissents. 


Richard  L.  Birkin,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Thomas  I.  Birkin,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Charles  W.  Birkin,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  Nos.  2097-2099.  Decided  November  9,  1926. 

1.  Under  the  Sixteenth  Amendment  and  section  213  of  the 
Revenue  Act  of  1918,  defining  gross  income,  income  includes  the 
entire  gain  realized  upon  the  sale  of  goods  in  the  ordinary  course 
of  business  in  this  country,  irrespective  of  where  an  increment  in 
value  has  its  situs. 

2.  The  capital  or  labor  from  which  income  is  derived  in  this 
country  need  not  be  within  the  territorial  jurisdiction  of  the 
United  States  in  order  that  the  income  may  be  taxed. 

3.  Where  goods  are  manufactured  abroad  by  nonresident  alien 
individuals  and  sold  in  this  country,  the  entire  profit  constitutes 
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“gross  income  from  sources  within  the  United  States,”  within  the 
'meaning  of  section  213  (c)  of  the  Revenue  Act  of  1918. 

4.  The  statute  does  not  provide  for  the  apportionment  or  exclu¬ 
sion  of  any  part  of  the  profit  in  determining  the  source  of  the  in¬ 
come  from  such  sales. 

5.  The  fact  of  manufacture  of  goods  abroad  does  not  reduce  the 
profits  from  their  sale  in  this  country. 

6.  An  opinion  of  the  Attorney  General  is  not  determinative  be¬ 
fore  the  Board,  although  it  will  be  given  regard  to  the  extent  that 
it  may  aid  toward  a  sound  conclusion. 

George  0.  May ,  C.  P.  A .,  and  Edward  B.  Burling ,  Esq.,  for  the 
petitioners. 

George  K.  Bowden ,  Esq.,  and  S.  Duffield  Mitchell,  Esq.,  for  the 
respondent. 

Deficiencies  in  income  tax  for  1919  against  nonresident  aliens  who 
manufacture  abroad  and  sell  in  the  United  States.  The  parties 
agree  upon  the  facts. 

FINDINGS  OF  FACT. 

The  petitioners  are  nonresident  aliens  residing  in  England  and 
doing  business  in  a  partnership  called  Birkin  &  Co.  with  an  office 
in  New  York.  The  partnership  manufactures  laces  in  Great  Britain 
and  ships  them  to  and  sells  them  in  the  United  States.  They  carry 
on  no  manufacturing  in  the  United  States. 

In  1919  they  sold  in  the  United  States  certain  laces  which  they 
had  manufactured  in  Great  Britain  and  imported  into  the  United 
States.  The  price  realized  on  account  of  such  sales  was  $457,494.21. 
Selling  and  other  expenses  incurred  in  the  United  States  in  1919  in 
connection  therewith  were  $53,096.09.  The  actual  market  value  or 
wholesale  or  factory  price  of  the  said  laces  in  Great  Britain  at  the 
time  of  exportation,  plus  the  duty  paid  to  the  United  States  under 
the  United  States  customs  laws,  plus  shipping  and  landing  charges, 
aggregated  $347,813.63.  The  cost  of  manufacturing  the  said  laces 
in  Great  Britain,  plus  the  duties  paid  to  the  United  States,  plus 
shipping  and  landing  charges,  was  $312,899.28. 

The  Commissioner  determined  that  the  net  income  of  the  partner¬ 
ship  was  $91,498.84,  the  difference  between  the  sale  price  of  $457,- 
494.21  and  the  sum  of  manufacturing  cost  of  $312,899.28  and  selling 
and  other  expenses  of  $53,096.09. 

Richard  L.  Birkin  included  in  his  income  of  1919  from  sources 
within  the  United  States  $14,616.66,  which  was  his  distributive  share 
of  the  net  income  of  $56,582.49  reported  by  the  partnership  for  the 
fiscal  year  ended  October  31,  1919.  Thomas  I.  Birkin  so  reported 
$14,616.67,  and  Charles  W.  Birkin,  $27,349.16. 
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OPINION. 

Sternhagen  :  The  petitioners  are  British  subjects  who  in  1919 
sold  in  the  United  States  goods  which  they  manufactured  in  Great 
Britain.  They  -were  subject  to  tax  under  the  Revenue  Act  of  1918. 

Section  213,  after  setting  forth  in  (a)  the  items  included  in  the 
term  gross  income  and  in  (b)  the  items  excluded,  treats  of  non¬ 
resident  alien  individuals  in  (c),  as  follows: 

In  the  case  of  nonresident  alien  individuals,  gross  income  includes  only  the 
gross  income  from  sources  within  the  United  States,  including  interest  on 
bonds,  notes,  or  other  interest-bearing  obligations  of  residents,  corporate  or 
otherwise,  dividends  from  resident  corporations,  and  including  all  amounts 
received  (although  paid  under  a  contract  for  the  sale  of  goods  or  otherwise) 
representing  profits  on  the  manufacture  and  disposition  of  goods  within  the 
United  States. 

The  controversy  calls  for  a  determination  of  the  “  gross  income 
from  sources  within  the  United  States.”  The  petitioners  say  that, 
since  manufacture  abroad  is  a  factor  from  which  the  price  acquired 
on  sale  in  the  United  States  results,  a  part  of  the  profit  contained  in 
such  price  is  to  be  attributed  to  manufacture  and  hence  to  be 
regarded  as  from  a  source  not  within  the  United  Slates.  The  part 
of  the  profit  so  to  be  treated  is  taken  by  petitioners  to  be  the  differ¬ 
ence  between  cost  of  manufacture  abroad  and  market  value  abroad 
at  the  time  of  exportation.  Thus,  to  arrive  at  what  thet^  regard  as 
the  statutory  gross  income,  petitioners  subtract  from  the  gross  sales 
price  in  the  United  States  the  market  value  abroad  plus  United 
States  customs  duty  and  freight  and  incidental  import  costs.  The 
Commissioner  has  held  that  all  the  profit  is  derived  from  sale  in 
this  country  and  that  gross  income  is  the  difference,  as  it  is  for  resi¬ 
dents,  between  gross  sale  price  on  the  one  hand  and  actual  cost  of 
goods  sold,  including  duty  and  incidental  charges,  on  the  other. 
Thus  the  Commissioner  eliminates  from  the  subtraction  the  incre¬ 
ment  contained  in  market  value  abroad  and  taxes  as  income  its 
realization  by  sale  in  this  country. 

The  issue  is  said  to  be  not  as  to  the  power  of  Congress,  but  as 
to  the  meaning  and  proper  application  of  the  statute;  specifically 
as  to  the  word  “  source.”  We  lay  aside  at  once  the  dictionary  defi¬ 
nition,  since  the  word  is  of  such  general  application  and  may  be  so 
variously  used  that  discussion  of  it  would  go  too  far  afield  to  be 
helpful.  The  true  question  is  as  to  how  far  the  language  of  the 
statute  indicates  that  Congress  intended  to  go  in  taxing  the  income 
of  these  nonresident  alien  individuals. 

Both  parties  in  brief  and  argument  discuss  at  some  length  the 
merits  of  an  opinion  of  the  Acting  Attorney  General  officially  given 
to  the  Secretary  of  the  Treasury  on  November  3,  1920,  (32  Ops. 
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Atty.  Gen.  336)  touching  upon  the  same  subject  and  upon  which 
the  Secretary  has  relied  in  his  administration  of  the  statute.  22 
T.  D.  566,  Dec.  No.  3111.  Notwithstanding  the  great  respect  to 
which  that  high  officer’s  opinion  is  entitled,  it  is  not  determinative 
before  this  Board.  The  Board  is  required  by  the  statute  to  decide 
in  accordance  with  the  law  as  it  understands  it  and  as  authoritatively 

t/ 

adjudicated  by  the  courts.  To  this  end  it  must  examine  for  itself 
the  merits  of  the  question  at  issue,  and  it  will  give  regard  to  the 
Attorney  General’s  opinion  only  to  the  extent  that  such  opinion  may 
aid  toward  a  sound  conclusion. 

That  the  acquisition  of  profit  by  these  petitioners  when  their  goods 
are  sold  in  the  United  States  is  in  some  way  related  to  the  manu¬ 
facture  of  the  goods  as  well  as  to  their  sale  is  irrefutably  true. 
Whether  this  be  an  economic  fact  or  a  legal  fact  is  beyond  the  scope 
of  our  determination;  its  recognition  as  a  fact  is  sufficient.  This 
does  not  carry  with  it  any  answer  to  the  present  problem,  for  the 
question  still  is  whether  the  fact  of  manufacture  abroad  reduces  the 
profit  from  sale  here — whether  it  necessitates  the  conclusion  that 
such  profits  are  to  any  extent  from  sources  abroad. 

As  a  matter  of  law  we  can  not  conclude  that  they  are.  The  profits 
are  all  brought  about  by  sale  here.  In  the  terminology  of  the  tax 
return,  they  represent  “  gross  sales,”  from  which  should  be  subtracted 
“  cost  of  goods  sold  ”  to  arrive  at  gross  income.  And  cost  of  goods 
sold  is  what  the  term  indicates,  namely,  cost — which  has  nothing  to 
do  with  value  whether  here  or  abroad.  The  fact,  if  in  any  case  it 
be  true,  that  the  sale  price  reflects  an  appreciation  of  value  in  the 
goods  before  their  importation  into  this  country  does  not  increase 
cost  or  reduce  the  actual  gain  at  the  time  of  sale.  Nor  would  a 
diminution  of  value  abroad  below  cost  increase  the  gain.  Neither 
cost  nor  sale  price  is  changed  because  the  intervening  transportation 
has  crossed  the  boundary,  except  for  the  transportation  expense. 

The  law  of  the  United  States  recognizes  no  income  in  the  un¬ 
realized  appreciation  of  value  of  goods  or  property,  Lynch  v. 
Hornby ,  247  U.  S.  339 ;  Eisner  v.  Macomber ,  252  U.  S.  189 ;  but  treats 
such  appreciation  as  taxable  income  only  when  it  comes  to  hand  as 
the  profit  from  sale.  Merchants  Loan  <&  Trust  Go.  v.  Smietanka , 
255  U.  S.  509.  As  to  property  owned  on  March  1,  1913,  the  time  of 
the  effective  date  of  the  first  Income  Tax  Act  after  the  adoption 
of  the  Sixteenth  Amendment,  unrealized  increment  may  be  added  to 
actual  cost,  but  only  in  certain  cases,  Lynch  v.  Hornby ,  supra ,  and,  to 
a  certain  extent,  McCaughn  v.  Ludvngton ,  268  U.  S.  106.  It  must 
be,  therefore,  that  under  the  Constitution  and  the  Act,  “  income  from 
whatever  source  derived  ”  includes  the  entire  gain  realized  upon  sale 
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of  goods  in  the  ordinary  course  of  business  in  this  country,  irre¬ 
spective  of  where  the  increment  has  its  situs. 

Looking  at  the  statement  in  Eisner  v.  Macomber ,  252  U.  S.  189, 
and  other  cases,  that  income  is  the  “  gain  derived  from  capital,  from 
labor,  or  from  both  combined,”  including  “  profit  gained  through  a 
sale  or  conversion  of  capital  assets,”  the  petitioners  argue  that  sa 
much  of  the  profit  as  represents  market  value  abroad  is  not  derived 
from  capital  or  labor  in  this  country,  and  hence  is  not  United  States 
income, — which  is  a  constitutional  question.  Even  assuming  that 
the  foregoing  statement  of  the  attributes  of  income  was  intended  to 
be  definitive  so  as  to  exclude  all  accretions  to  wealth  not  within  the 
scope  of  its  terms — a  proposition  not  simply  to  be  adopted — cf. 
Irwin  v.  Gavit ,  268  U.  S.  161,  it  still  does  not  necessarily  mean  that 
the  capital  or  labor  must  be  itself  within  the  territorial  jurisdiction 
of  the  United  States.  Cf.  Cook  v.  Tait,  265  U.  S.  47.  Since  under 
our  law  the  conversion  of  capital  appreciation  into  profit  by  sale  is 
income  and  not  capital,  and  since  in  this  case  such  profit  was  entirely 
acquired  in  the  United  States,  the  effect  of  taxing  it  is  simply  to  tax 
income  derived  in  this  country. 

But  it  is  argued  that  as  to  nonresident  aliens  Congress  has  not 
taxed  all  such  income  but  only  such  as  is  derived  from  sources  within 
the  United  States ;  and  further,  that  as  manufacturing  is  part  of  the 
source  of  all  the  income,  it  may  be  said  that  it  is  the  entire  source  of 
an  allocated  part  of  the  income,  which  part  is  therefore  not  taxed. 
This  we  think  is  reasoning  beyond  the  statute  in  question.  It  may 
be  quite  reasonable  from  the  standpoint  of  cost  accounting  or  other 
statistical  study  to  say  that  because  manufacturing  is  part  of  the 
cause  of  the  whole  income  a  reasonable  part  thereof  should  be  so 
attributed  and  allocated  to  manufacture.  But  this  does  not  establish 
as  a  fact  that  the  source  of  such  aliquot  part  is  not  sale.  Sale  was 
necessary  to  its  existence  and  was  the  most  recent  if  not  the  entire 
source.  If  not  the  entire  supporting  arch,  it  was  the  indispensable 
keystone.  As  Congress  within  its  power  did  not  either  exclude  or 
apportion  it,  we  can  not  say  it  intended  to  do  so.  It  will  be  noted  that 
apportionment  on  one  basis  or  another  is  expressly  provided  in  sec¬ 
tion  214  as  to  certain  deductions,  and  has  since  been  expressly  pro¬ 
vided  in  the  Revenue  Act  of  1921  and  later  acts.  Whether  Congress 
took  into  consideration  the  fact  that  the  United  States  was  at  the 
same  time  receiving  import  duty  ad  valorem  and  thus  to  some  extent 
in  effect  taxing  the  same  value  which  it  later  taxed  as  income  derived 
from  sale,  we  are  not  at  liberty  to  consider,  this  being  a  legislative 
question.  Nor  may  we  assume  that  Congress  ignored  the  compari¬ 
son  between  the  British  method  of  taxation  and  our  own. 
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The  decisions  such  as  Underwood  Typewriter  Co.  v.  Chamber¬ 
lain ,  254  U.  S.  113;  Bass  v.  Tax  Commission ,  266  U.  S.  271;  and  also 
Erickson  v.  4  Brit.  Tax  Cas.  422,  all  involve  statutes  and  law 
so  different  from  that  before  us  that  they  are  not  in  point.  Congress 
made  no  apportionment  and  none  may  be  imported  into  the  statute. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner. 

Trammell  did  not  participate. 


Appeal  of  Continental  Life  Insurance  Co. 

Docket  No.  2672.  Decided  November  10,  1926. 

1.  In  the  absence  of  any  evidence  of  the  method  of  accounting 
regularly  employed  in  keeping  the  books  of  a  taxpayer,  the  action 
of  the  Commissioner  in  computing  income  upon  a  cash  receipts  and 
disbursements  basis  must  be  approved. 

2.  Where  the  evidence  dicloses  that  the  taxpayer,  an  insurance 
company,  is  required  to  file  report  with  the  insurance  departments 
of  the  jurisdictions  in  which  it  operates,  showing  income  and  dis¬ 
bursements  upon  a  cash  basis  and  its  balance  sheets  upon  an 
accrual  basis,  it  can  not  be  assumed  that  the  books  of  account  are 
kept  upon  an  accrual  basis. 

3.  Prior  to  1919,  returns  had  been  made  upon  the  basis  of  cash 
received  and  disbursed.  In  1919  gross  income  was  reported  on  the 
basis  of  cash  received  and  deductions  upon  the  basis  of  cash  dis¬ 
bursed  plus  liabilities  accrued  and  unpaid.  Held,  that  the  return 
upon  such  basis  distorts  taxable  income. 

4.  In  the  case  of  corporations  issuing  policies  covering  life, 
health,  and  accident  insurance  combined  in  one  policy,  issued  on 
the  weekly  premium  payment  plan,  continuing  for  life  and  not  sub¬ 
ject  to  cancellation,  the  net  addition  to  be  made  to  reserve  funds  is 
to  some  degree  in  the  discretion  of  the  proper  officials  of  the  com¬ 
pany.  Where  the  evidence  is  insufficient  clearly  to  establish  that 
the  addition  to  the  reserve  made  during  the  taxable  year  was  insuf¬ 
ficient,  no  greater  amount  will  be  allowed  as  a  deduction  than  that 
set  up  on  the  books. 

5.  Quaere:  Whether  any  amount  can  be  allowed  as  an  addition 
to  reserve  funds  where  such  amount  has  not  been  set  up  as  a 
part  of  such  reserve? 

Chester  A.  Gwinn ,  Esq.,  for  the  petitioner. 

Ellis  W.  Manning,  Esq.,  for  the  Commissioner. 

Petitioner  appeals  from  the  determination  of  deficiencies  in  income 
and  profits  taxes  of  $6,028.96  for  1919  and  $1,301.77  for  1920. 
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FINDINGS  OF  FACT. 

1.  The  petitioner  is  a  corporation  organized  under  the  laws  of  the 
Commonwealth  of  Virginia,  with  its  principal  office  in  Washington, 
D.  C.,  and  is  engaged  in  the  life  insurance  business. 

2.  On  February  20,  1920,  said  company  filed  its  corporation  in¬ 
come  and  profits-tax  return  for  the  calendar  year  1919,  reporting 
total  net  income  amounting  to  $24,763.15,  and  claiming  deduction  of 
taxes  accrued  during  the  year  1919  amounting  to  $11,483.21,  and 
unpaid  death  claims  accrued  during  the  year  1919  amounting  to 
$2,310.78. 

3.  On  or  about  March  15,  1921,  petitioner  filed  its  corporation  in¬ 
come  and  profits-tax  return  for  the  calendar  year  1920,  showing 
total  net  income  of  $24,566.44  and  claiming  as  a  deduction  the  sum 
of  $14,565.55  on  account  of  taxes  accrued  during  the  year  1920. 

4.  Upon  the  audit  of  the  above-mentioned  returns  the  Commis¬ 
sioner  changed  the  basis  of  the  petitioner’s  accounting  from  the 
methods  used  in  said  returns  to  a  so-called  “  cash  and  disburse¬ 
ments  ”  method,  and  in  making  such  change  disallowed  the  deduction 
of  $11,483.21  claimed  by  the  petitioner  as  and  for  taxes  accrued  dur¬ 
ing  the  year  1919,  and  $2,310.78  claimed  as  a  deduction  by  the  peti¬ 
tioner  for  death  claims  accrued  during  the  year  1919. 

5.  The  Commissioner  having  disallowed  the  above-mentioned  de¬ 
ductions  for  the  year  1919,  added  those  amounts  to  the  net  income  of 
the  petitioner,  and  determined  an  additional  tax  thereon  in  the 
amount  of  $6,028.96  for  the  year  1919. 

6.  On  the  audit  of  the  petitioner’s  return  for  the  year  1920  the 
Commissioner  disallowed  the  deduction  taken  therein  of  taxes  ac¬ 
crued  during  the  year  1920  in  the  amount  of  $14,565.55,  restored  the 
amount  of  taxes  disallowed  for  the  year  1919  and  allowed  same  for 
1920,  added  the  difference  of  $3,082.34  to  petitioner’s  net  income  for 
the  year  1920,  and  determined  a  deficiency  tax  in  the  sum  of  $1,301.77 
for  the  year  1920. 

7.  The  following  statement  explains  the  disallowances  made  by 
the  Commissioner  and  the  additions  to  income  resulting  therefrom: 

1919. 

Net  income,  Bureau  letter,  Feb.  18,  1925 - $38, 248.  44 

Net  income  per  return -  24,  763. 15 

Net  increase -  13,  485. 29 

Increases : 

Taxes  accrued  Dec.  21,  1919 - $11,  483.  21 

Unpaid  death  claims  Dec.  31,  1919 -  2, 310.  78 

Interest  on  money  to  carry  United  States  obli¬ 
gations _  267. 97 

Error  in  computation  by  Bureau _  .  10  14, 062. 06 
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Decreases : 

Interest  received  a/c  United  States  obligations _  $267.  97 

Increase  of  nontaxable  income _  308.  80  $576.  77 

13,  485.  29 


1920. 


Net  income,  Bureau  letter  Feb.  18,  1925 _  26,  865.  08 

Net  income  per  return _  24,  566.  44 

Net  increase _  2,  298.  64 


Increases : 

Taxes  accrued  Dec.  31,  1920 _ $14,  565.  55 

Taxes  accrued  Dec.  31,  1919 _ _ _  11,  483. 21 


Decreases : 

Federal  income  tax — return _ $7,  216.  82 

Federal  income  tax — Bureau  letter _  7, 209.  59 

-  7.  33  [sic] 

Nontaxable  interest _  655.  54 

Unpaid  death  claims  Dec.  31,  1919 _  2,  310.  78 

Unpaid  death  claims  Dec.  31,  1920 _  2, 189. 95 

-  120.  83 


3,  082.  34 


783.  70 


2,  298.  64 

8.  The  sum  of  $11,483.21  deducted  by  the  petitioner  in  its  income- 
tax  return  for  the  year  1919,  as  and  for  taxes  accrued  during  said 
year,  was  a  liability  for  excise  taxes  payable  to  the  Collector  of 
Taxes  of  the  District  of  Columbia  on  or  before  March  1,  1920,  and 
to  the  Treasurer  of  the  Commonwealth  of  Virginia  on  or  before 
April  1,  1920,  on  premiums  collected  by  the  petitioner  during  the 
year  1919,  and  was  carried  and  reported  in  its  annual  statements 
made  and  submitted  by  it  to  the  Commissioner  of  Insurance  of 
Virginia  and  to  the  Superintendent  of  Insurance  for  the  District  of 
Columbia. 

9.  The  sum  of  $14,565.55  deducted  by  the  petitioner  on  its  income- 
tax  return  for  the  year  1920,  as  and  for  taxes  accrued  during  said 
year,  was  a  liability  for  excise  taxes  levied  on  premiums  collected  by 
the  petitioner  and  was  payable  to  the  Collector  of  Taxes  of  the 
District  of  Columbia  on  or  before  March  1,  1921,  and  to  the  Treas¬ 
urer  of  the  Commonwealth  of  Virginia  on  or  before  April  1,  1921. 

10.  The  petitioner  issues  combined  life,  health,  and  accident  poli¬ 
cies,  and,  with  the  approval  of  the  Superintendent  of  Insurance  of 
the  District  of  Columbia,  as  well  as  of  the  Commissioner  of  Insur¬ 
ance  of  Virginia,  sets  up  a  reserve  using  the  premiums  collected  on 
such  policies  to  provide  a  fund  for  claims  thereon,  said  reserve  being 
based  on  the  company’s  experience  for  preceding  years.  The  experi- 
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ence  of  the  petitioner  under  its  combined  life,  health  and  accident 
policies  for  the  years  1914  to  1924,  is  and  was  as  follows : 


Year. 

• 

Premiums. 

Sick  and 
accident 
claims. 

Ratio. 

Average. 

1914 _ 

$75, 611. 47 
267, 478.  24 
312, 381.  60 
328,  445.  36 
413, 129.  45 
583, 018.  83 
751, 488.  31 
778, 303.  97 
631, 009.  98 
577, 616.  28 
552, 727.  44 

$26, 010.  80 
111,273.26 
147, 888.  83 
121, 038.  22 
149,  345.  07 
185,  223.  64 
305,  853.  61 
384, 706.  27 
275, 404.  07 
239, 852.  27 
239, 468.  00 

34.4 

41.6 
47. 34 
36.85 
36.15 
31.77 

40.7 
49.  43 
43.64 
41.  52 
43.  32 

1915 _ _ _ 

1916 _ _ _ 

1917... _ _ _ _ 

1918 _ 

39.  26 

1919 _ 

1920 _ 

1921 _ 

1922 _ 

1923. _ _ _ _ 

1924 _ _ _ _ - 

Total _ _ _ 

43.  91 

5,  271,  210.  93 

2, 186, 064.  04 

41.47 

41.47 

11.  When  the  petitioner  was  notified  by  the  Commissioner  of  the 
proposed  deficiency,  it  protested  the  same  and  submitted  to  the 
Commissioner  that,  if  the  amount  claimed  for  accrued  taxes  in  the 
year  1919  was  disallowed,  the  amount  disallowed  should  not  be 
restored  to  net  income  but  should  be  restored  to  the  reserve  necessary 
to  protect  the  holders  of  combined  life,  health,  and  accident  policies 
for  which  the  amount  of  reserve  set  up  during  the  year  1919  was 
insufficient,  as  shown  by  the  experience  of  the  petitioner  during  pre¬ 
ceding  years.  The  Commissioner  disallowed  the  petitioner's  con¬ 
tention. 

12.  For  1919  the  petitioner  increased  its  reserves  by  $100,000.71, 
which  was  allowed  as  a  deduction  by  the  Commissioner  in  computing 
net  income.  Of  the  amount  of  addition  to  reserves  so  set  up  and 
allowed  $28,972.71  was  upon  account  of  the  combined  life,  health, 
and  accident  policies. 

13.  The  petitioner  was  required  by  the  laws  of  the  Common¬ 
wealth  of  Virginia  and  of  the  District  of  Columbia,  and  the  regula- 1 
tions  established  thereunder,  to  render  annual  statements  showing 
income  and  disbursements  upon  a  cash  basis  and  balance  sheets  upon 
an  accrual  basis. 

14.  Prior  to  1919  petitioner  made  its  income-tax  returns  upon  the 
basis  of  cash  receipts  and  disbursements. 

opinion. 

Phillips:  The  findings  as  set  out  in  the  first  eleven  paragraphs 
above  were  stipulated.  Oral  and  documentary  evidence  submitted 
is  the  basis  for  the  remaining  findings  of  fact. 

One  of  the  principal  errors  alleged  in  the  petition  is  that- the  Com¬ 
missioner  changed  the  basis  of  petitioner’s  returns  from  an  accrual 
to  a  cash  basis.  Upon  the  hearing  and  in  its  brief  the  petitioner 
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contended  that  the  returns  filed  were  made  in  accordance  with  the 

i 

method  of  accounting  emplo}^ed  in  keeping  its  books  and  should 
therefore  not  be  disturbed. 

It  appears  from  the  stipulated  facts  that,  except  for  adjustments 
of  nontaxable  income,  the  Commissioner  did  not  disturb  the  gross 
income  reported  in  its  return  by  the  petitioner,  nor  did  he  disturb 
the  deductions  claimed,  except  that  taxes  accrued  and  death  claims 
accrued  but  unpaid  at  the  close  of  each  taxable  year  are  disallowed 
as  deductions  for  such  year  and  are  allowed  as  deductions  in  the  year 
in  which  paid.  These  adjustments  are  alleged  by  the  petitioner  to 
be  erroneous. 

There  is  nothing  in  the  record  from  which  we  may  determine  the 
method  of  accounting  regularly  employed  by  the  petitioner  in  keep¬ 
ing  its  books.  Not  only  this,  but  we  lack  any  evidence  of  the  basis 
upon  which  the  returns  were  made  (except  that  the  items  in  con¬ 
troversy  were  deducted  as  accruals)  and  any  evidence  that  would 
prove  that  the  returns  filed  were  made  upon  the  same  basis  upon 
which  the  petitioner  kept  its  accounts.  Such  assumptions  as  we  are 
able  to  make  are  based  upon  a  comparison  of  the  computations  in 
the  return  with  those  in  the  deficiency  letter  and  the  stipulated  fact 
that,  by  disallowing  these  two  accruals,  the  income  was  placed  by 
the  Commissioner  upon  a  “  cash  and  disbursements  basis.” 

It  is  reasonably  clear  that  the  gross  income,  at  least,  was  reported 
by  the  petitioner  in  its  return  on  the  basis  of  cash  received,  and 
apparently  the  petitioner  claimed  as  deductions  in  1919  all  expenses 
paid  during  that  year  and,  in  addition,  death  claims  accrued  but 
unpaid  and  taxes  incurred  on  business  transacted  in  that  year  which 
were  not  payable  until  the  following  year.  If  we  understand  the 
situation  correctly,  the  result  has  been  that  in  1919  the  petitioner 
has  claimed  a»  deductions  taxes  paid  in  1919  on  its  1918  business 
and  taxes  incurred  in  1919  on  its  1919  business;  also  unpaid  death 
claims  outstanding  on  January  1,  1919,  and  paid  in  1919,  as  well  as 
those  unpaid  on  December  31,  1919.  There  has  thus  been  a  duplica¬ 
tion  of  deductible  items  caused  by  the  fact  that  prior  to  1919  income- 
tax  returns  were  made  by  the  petitioner  on  a  cash  receipts  and  dis¬ 
bursements  basis,  with  adjustments  for  reserves.  Clearly  the  basis 
used  by  the  petitioner  in  1919  distorts  its  income  to  the  extent  that 
there  is  a  deduction  in  that  year  of  taxes  incurred  on  the  business 
of  two  years  and  of  death  claims  unpaid  at  both  the  beginning  and 
end  of  the  taxable  year. 

There  is  in  the  record  considerable  evidence  of  the  basis  on  which 
reports  are  required  to  be  made  to  the  insurance  departments  of  the 
Commonwealth  of  Virginia  and  of  the  District  of  Columbia,  in  which 
reports  are  required  to  be  made  to  the  insurance  departments  of  the 
method  of  accounting  employed  by  the  petitioner  in  keeping  its 
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books.  The  evidence  concerning  the  reports  to  the  insurance  depart¬ 
ments  is  to  the  effect  that  payments  and  disbursements  must  be 
shown  upon  a  cash  basis,  and  assets  and  liabilities  upon  an  accrual 
basis.  No  profit  and  loss  statement  upon  an  accrual  basis  is  required. 
The  form  of  these  reports  is  not  such  as  to  lead  us  to  assume  that 
the  books  of  the  petitioner  are  kept  upon  an  accrual  basis.  Such 
assumptions  as  we  can  draw  from  the  record  would  indicate  that 
the  petitioner  seeks  to  report  its  income  upon  the  basis  of  cash  re¬ 
ceipts  and  disbursements,  with  adjustment  in  the  deductions  for 
taxes  accrued  and  unpaid  death  claims.  The  contention  is  that  these 
accruals  must  be  set  up  in  the  balance  sheets  filed  with  the  insurance 
departments  for  the  purpose  of  showing  the  true  financial  condition 
of  the  petitioner. 

We  have  no  doubt  that  this  is  so,  but  it  also  appears  that  in  such 
balance  sheets  the  petitioner  would  be  required  to  set  up  accrued 
but  uncollected  income,  such  as  premiums  and  interest,  and  also 
accrued  but  unpaid  liabilities  for  commissions,  salary,  interest  and 
any  other  such  accrued  liabilities.  The  petitioner  seeks  to  report 
its  income  upon  a  cash  receipts  and  disbursements  basis  with  adjust¬ 
ments  for  only  two  items  of  such  accruals.  This  hybrid  method  of 
reporting  income  is  not  reflective  either  of  correct  income  or  of  the 
progress  of  the  company  as  shown  in  its  reports  to  the  insurance 
departments.  While  it  may  well  be  that  the  cash  receipts  and 
disbursements  basis  adopted  by  the  Commissioner  does  not  reflect  the 
income  as  accurately  as  would  an  accrual  system,  it  appears  that  it 
more  nearly  reflects  income  than  the  system  for  which  the  petitioner 
contends.  Without  any  proof  of  the  basis  on  which  the  books  were 
kept,  or  of  the  adjustments  which  would  be  necessary  to  more  nearly 
reflect  the  correct  income,  wTe  must  approve  the  Commissioner’s 
determination.  See  United  States  v.  Mitchell ,  271  U.  S.  9;  Appeal  of 
Consolidated  Asphalt  Co .,  1  B.  T.  A.  79;  Appeal  of  Henry  Reubel , 
1  B.  T.  A.  676;  Appeal  of  Estate  of  E.  T.  Earl ,  4  B.  T.  A.  322. 

At  the  beginning  of  1919  the  reserves  of  the  petitioner,  as  shown 
upon  the  balance  sheet  attached  to  its  return,  were  $65,920.50.  Dur¬ 
ing  1919  this  was  increased  by  $100,000.71,  which  was  allowed  as  a 
deduction  by  the  Commissioner  in  addition  to  claims  paid  of  $304,- 
367.46.  Of  the  amount  of  the  addition  to  the  reserves  so  set  up  and 
allowed,  $28,972.71  was  upon  account  of  combined  life,  health,  and 
accident  policies.  It  is  now  contended  that  this  was  inadequate  and 
that  a  larger  amount  would  have  been  added  except  that  the  financial 
condition  of  the  company  would  not  permit  it  without  showing  a 
deficit,  and  that  we  should  now  increase  the  amount.  Section 
234(a)  (11)  of  the  Revenue  Act  of  1918  provides  that  in  the  case  of 
companies  issuing  such  policies  there  shall  be  allowed  as  a  deduction 
“such  portion  of  the  net  addition  (not  required  by  law)  made 


(407) 


SAMUEL  V.  WOODS. 


413 


within  the  taxable  year  to  reserve  funds  as  the  Commissioner  finds 
to  be  required  for  the  protection  of  the  holders  of  such  policies  only.” 
The  petitioner  computes  the  deduction  which  it  now  seeks  as  follows : 


Gross  premiums  received _ $538,  018.  83 

Ratio  of  premiums  to  reserve  as  indicated  by  previous  experience 

(per  cent) -  39.  26 

Necessary  reserve  ($538,018.33  by  39.26) -  228,834.89 

Payments  during  year -  185,  223.  64 

Net  addition _  43,  611. 25 


The  law  permits  the  deduction  only  of  an  addition  made  to  a 
reserve  and  it  may  be  doubted  whether  any  deduction  could  be 
allowed  where,  as  here,  the  addition  which  it  is  sought  to  deduct  has 
not  been  made.  However  that  may  be,  the  computation  discloses 
that  the  losses  paid  and  the  addition  to  the  reserve  totaled  36.74  per 
cent  of  the  premiums  received.  This  is  slightly  in  excess  of  the 
ratio  established  by  the  losses  of  the  preceding  two  years.  Whether 
the  petitioner  should  use  a  ratio  of  36.74  per  cent,  based  on  two 
years’  experience,  or  39.26,  based  on  five  years’  experience,  was  a 
matter  which  rested,  to  some  extent  at  least,  in  the  discretion  of  the 
officers  of  the  petitioner.  Furthermore,  the  amount  to  be  added  to 
the  reserve  may  well  have  been  affected  to  some  degree  by  an  exami¬ 
nation  of  the  balance  sheets  to  determine  whether  the  reserves  set 
aside  in  previous  years  had  been  adequate  or  inadequate.  Nor  are  we 
impressed  with  the  argument  that  a  greater  reserve  would  have  been 
set  up  had  the  financial  condition  warranted  it,  for  it  appears  that  in 
March,  1920,  the  petitioner  paid  dividends  of  $20,000  to  its  stock¬ 
holders,  only  a  small  portion  of  which  were  paid  from  1920  earnings. 
The  determination  of  the  Commissioner  must  be  approved. 

The  deficiencies  for  1919  and  1920  are  rede¬ 
termined  to  he  $6,028.96  and  $ 1,301.77 ,  respec¬ 
tively.  Order  will  he  entered  accordingly . 


•  Appeal  of  Samuel  V.  Woods. 

Docket  No.  7365.  Decided  November  10,  1926. 

Where  an  owner  leases  property,  and  in  the  lease  agreement 
directs  that  the  lessee  shall  pay  to  third  persons  portions  of  the 
rents  and  royalties  as  they  become  due,  this  action  constitutes 
an  exercise  of  control  over  income  when  it  actually  arises,  is  an 
incident  of  the  enjoyment  of  the  fruits  of  ownership,  and  the 
amounts  so  paid  are  properly  treated  as  income  of  the  lessor. 

H.  V.  Campbell ,  Esq.,  and  Arthur  /$.  Dayton,  Esq.,  for  the 

petitioner. 

P.  J .  Rose,  Esq.,  for  the  Commissioner. 
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Deficiency  of  something  less  than  $732.26  income  tax  for  1920, 
arising  from  the  addition  by  the  Commissioner  to  petitioner’s  in¬ 
come  of  amounts  of  royalties  paid  directly  to  his  wife  and  daughter 
under  the  terms  of  the  royalty  instruments.  The  facts  are  all 
stipulated. 

FINDINGS  OF  FACT. 

Petitioner  was  in  1920  the  owner  in  fee  of  property  leased  by  him 
and  his  wife  on  August  1,  1916,  to  George  I.  Stafford  and  others 
and  later  assigned  by  the  lessee  to  the  Big  Run  Coal  Co.  This  lease 
contains  the  following  provision : 

For  the  year  following  January  30th,  1918  to  January  30th  1919,  the  lessees 
shall  mine  and  remove  from  the  leased  premises  not  less  than  thirty-six 
thousand  tons  of  coal,  and  pay  for  the  same  as  aforesaid  at  ten  cents  per 
ton,  whether  mined  and  removed  or  not,  as  follows :  To  Mollie  S.  Woods 
$150.00  per  quarter,  to  Samuel  V.  Woods  the  residue  thereof.  For  the  year 
following  from  January  30th,  1919  to  January  30th,  1920,  the  lessees  shall 
mine  and  remove  and  pay  for  as  aforesaid  at  least  sixty-five  thousand  tons, 
Mine  Run,  and  therefrom  pay  Mollie  S.  Woods  quarterly  $400.00  and  to 
Samuel  V.  Woods  the  residue,  and  for  the  year  following  from  January  30th, 
1920,  to  January  30th,  1921,  and  every  year  thereafter,  the  lessees  shall  mine 
and  remove  and  pay  for,  whether  mined  and  removed  or  not,  not  less  than 
seventy-five  thousand  tons,  Mine  Run,  from  the  leased  premises,  to  be  paid  as 
aforesaid,  in  the  proportion  aforesaid,  and  they  shall  in  addition  thereto  mine, 
remove  and  market  the  said  coal  with  all  reasonable  dispatch,  and  within  the 
period  of  this  lease  mine,  remove  and  pay  for  the  whole  thereof. 

Petitioner  was  in  1920  the  owner  in  fee  of  an  undivided  one-half 
interest  in  the  property  leased  by  him  and  his  wife  and  Cora  M. 
Peck  and  her  husband  on  June  7,  1917,  to  George  I.  Stafford  and 
Samuel  Hale  and  later  assigned  by  the  lessee  to  the  Meadowville 
Coal  Co.  This  lease  contains  the  following  provision  : 

On  the  7th  day  of  September,  December,  March  and  June,  in  every  year,  and 
to  the  extent  of  one-half  thereof,  shall,  until  otherwise  ordered  by  him,  be 
payable  to  Samuel  V.  Woods,  at  the  Citizens  National  Bank  of  Philippi,  except 
that  out  of  the  one-half  so  payable  to  him  there  shall  be  paid  quarterly,  at 
the  times  and  place  aforesaid,  to  Mollie  Strickler  Woods,  One  Hundred  Dollars, 
and  as  to  the  remaining  one-half  thereof,  the  royalty  shall  be  payable  as  afore¬ 
said  in  equal  proportions  to  Edmund  H.  Crim  and  Cora  M.  Peck. 

Payments  under  these  two  leases  were  made  during  1920  in  the 
total  amount  of  $2,000  to  Mollie  S.  Woods. 

Petitioner  was  in  1920  the  owner  in  fee  of  an  undivided  one-lialf 
interest  in  the  propert}^  leased  by  him  and  his  wife  and  Cora  M.  Peck 
and  her  husband  on  December  17,  1917,  to  the  Lee  Collieries  Co. 
This  lease  contains  the  following  provisions : 

Beginning  with  the  operations  under  this  lease  in  the  year  1918,  and  monthly 
thereafter,  the  royalties  herein  to  be  paid  by  lessee,  shall  be  payable  as  follows. 

that  is  to  say : 
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To  Samuel  V.  Woods,  at  the  Citizens  National  Bank  of  Philippi,  until  other¬ 
wise  ordered  by  him,  one-half  of  all  royalties  accruing,  except  that  out  of  his 
one-half  thereof  lessee  shall  pay,  after  the  year  1918  until  otherwise  ordered  by 
him,  $50.00  thereof  monthly,  to  his  daughter,  Ruth  Woods  Dayton,  and  the 
residue  pay  to  Woods  as  aforesaid. 

And  the  remaining  one-half  of  such  royalty  shall  be  payable  to  Cora  M. 
Peck  and  E.  H.  Crim  equally,  and  until  otherwise  ordered  by  them,  at  the 
Bank  aforesaid. 

Payments  under  this  lease  were  made  during  1920  in  the  total 
amount  of  $591.46  to  Ruth  Woods  Dayton. 

Mollie  S.  Woods  and  Ruth  Woods  Dayton  are  the  wife  and 
daughter,  respectively,  of  petitioner.  They  included  said  amounts 
as  income  on  their  returns  and  paid  income  taxes  thereon. 

The  Commissioner  has  included  the  said  amounts  in  the  income 
of  petitioner. 

OPINION. 

Sternhagen  :  Is  the  mere  order  by  a  property  owner  to  his  lessee 
to  pay  part  of  the  rent  or  royalties  to  his  wife  or  daughter,  upon 
which  the  lessee  acts,  enough  to  take  the  income  thus  diverted  out 
of  the  taxable  income  of  the  owner?  So  far  as  appears  from  the 
facts  stipulated,  there  was  no  legal  obligation  to  the  wife  and 
daughter  at  the  base  of  the  arrangement,  and  in  the  Meadowville  and 
Lee  Collieries  leases  the  payment  was  “  until  otherwise  ordered  by  ” 
petitioner.  Even  if,  under  the  local  law  of  any  litigation  which 
might  be  founded  on  these  leases,  these  designated  payees  might 
as  third  parties  beneficiary  enforce  payment  from  the  lessee  directly 
to  them,  this  would  not  prove  that  the  owner  had  no  interest  in 
the  amount  or  that  it  was  not  his  income.  Rensselaer  &  Saratoga 
R.  R.  Co.  v.  Irwin ,  249  Fed.  726.  This  decision,  which  the  Supreme 
Court  refused  to  review,  246  U.  S.  671,  held  that  where  the  lessor 
had  contracted  away  his  right  to  receive  rent  and  gave  its  stock¬ 
holders  a  direct  claim  against  the  lessee,  the  rent  was  nevertheless 
taxable  as  income  of  the  lessor.  It  is  clearly  authority  for  taxing 
the  owner  in  this  case  where,  so  far  as  the  record  shows,  he  merely 
designates  another  to  receive  during  his  pleasure.  Conceded  that 
he  did  not  have  actual  possession  of  the  amount  so  paid,  possession 
is  not  the  determining  fact  of  income  even  on  the  cash  receipts  basis. 
If  it  were,  there  would  be  many  questions  arising  from  a  system  of 
credit  and  banking  which  all  now  recognize  as  settled. 

The  petitioner,  the  parties  agree,  was  the  owner  of  the  property 
from  which  the  income  was  derived.  As  such  owner  he  had  the 
right  to  the  income  or  the  right  to  dispose  of  it.  In  the  enjoyment 
of  this  right,  he  ordered  it  paid  directly  to  another  until  otherwise 
ordered.  He  might  have  taken  it,  or  he  might  have  ordered  it  sent 
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to  his  bank,  paid  directly  to  a  creditor,  or  held  by  the  lessee.  Which¬ 
ever  of  these  courses  he  took  was  an  exercise  of  his  enjoyment  of 
the  fruits  of  his  ownership  inherent  in  such  ownership.  It  measured 
his  ability  to  contribute  to  the  cost  of  government.  Such  a  voluntary 
act  in  anticipation  of  actual  receipt  and  before  the  income  exists 
can  only  affect  the  income  when  it  actually  arises,  and  in  our  opinion 
it  may  properly  be  treated  as  coming  to  him  and  immediately 
disposed  of.  See  Ormsby  McKnight  Mitchel ,  1  B.  T.  A.  143. 

Judgment  will  be  entered  in  accordance  with 
the  foregoing  findings  of  fact  and  opinion  on 
15  days ’  notice ,  under  Rule  50. 

Phillips:  I  dissent  in  so  far  as  the  decision  affects  payments  to 
the  wife  under  the  Big  Bun  and  Meadowville  leases. 


Appeals  of  The  Pictorial  Review  Co. 

Docket  Nos.  4487,  6661,  11303.  Decided  November  10,  1926. 

1.  A  corporation  advanced  sums  of  money  to  three  of  its  prin¬ 
cipal  stockholders,  who  promised  to  repay  and  were  at  all  times 
solvent.  The  amounts  were  carried  as  accounts  receivable. 

Held ,  the  accounts  are  properly  included  in  invested  capital. 

2.  A  corporation,  having  paid  a  dividend,  needed  credit,  and 
the  stockholders  adopted  a  resolution  that  the  dividend  be  “  re¬ 
scinded,”  and  gave  their  notes.  Held,  the  notes  are  properly  in¬ 
cluded  in  invested  capital. 

Nelson  T .  Hart  son,  Esq.,  for  the  petitioner. 

Benjamin  3.  Saunders,  Esq.,  for  the  Commissioner. 

These  proceedings  were  consolidated  by  agreement  of  the  parties. 
They  involve  deficiencies  in  income  and  profits  taxes  for  1918  and 
1919  aggregating  $57,259.13  which  result  from  the  Commissioner’s 
exclusion  from  invested  capital  of  (1)  the  face  value  of  promissory 
notes  of  three  principal  officers  given  in  exchange  for  the  with¬ 
drawal  by  them  from  the  corporation  of  cash,  (2)  promissory  notes 
given  by  stockholders  to  the  corporation  in  the  amount  of  a  dividend 
theretofore  declared  and  later  rescinded,  and  (3)  the  amount  of 
prior  year’s  taxes.  The  facts  are  to  a  substantial  degree  ad¬ 
mitted  in  the  answer  and  to  some  extent  derived  from  oral  testi¬ 
mony. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  New  York  corporation,  organized  in  1903,  hav¬ 
ing  its  principal  office  at  New  York,  N.  Y. 
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During  1918  and  1919  the  petitioner  had  an  authorized  capital 
in  the  amount  of  $600,000,  which  was  divided  into  120,000  shares 
of  a  par  value  of  $5  each  and  which  was  all  outstanding  and  fully 
paid.  ' 

The  petitioner’s  books  of  account  reflected  surplus  at  the  following 
dates  and  in  the  following  amounts : 

December  31,  1917 _ $1,  943,  890.  02 

December  31,  1918 _  2,  059,  683.  91 

December  31,  1919 _  2,241,669.49 

From  time  to  time  during  1917  and  prior  years  the  petitioner  made 
certain  cash  loans  from  its  capital  or  surplus  to  William  P.  Ahnelt, 
the  president  and  principal  stockholder  of  the  corporation,  which 
were  charged  to  the  account  of  Ahnelt  on  the  books  of  account-  of  the 
corporation.  Ahnelt  had  promised  to  repay  said  loans  upon  demand 
by  the  corporation.  During  the  same  period  Ahnelt  made  certain 
cash  payments  to  the  corporation  which  were  credited  to  his  ac¬ 
count.  At  the  close  of  business  on  December  31,  1917,  he  owed  the 
petitioner  on  this  account  the  amount  of  $536,946.58,  which  was 
carried  on  the  petitioner’s  books  of  account  and  balance  sheet  as  an 
account  receivable. 

During  1918  additional  loans  were  made  to  Ahnelt  and  charged  to 
his  account  on  the  books  of  the  petitioner  corporation.  He  had 
promised  to  repay  said  loans  upon  demand  by  the  corporation.  Dur¬ 
ing  the  same  year  repayments  were  made  to  the  corporation  by 
Ahnelt  and  credited  to  his  account  as  follows:  February  5,  cash 
$10,000;  February  5,  cash  $15,000;  March  8,  cash  $15,000;  June  18, 
cash  $4,000;  June  30,  Liberty  bonds  of  a  market  value  of  $1,700; 
August  31,  stock  of  The  Texas  Co.  of  a  market  value  of  $153,000; 
November  9,  cash  $10,000;  and  December  18,  cash  $1,500.  At  the 
close  of  business  on  December  31,  1918,  he  owed  the  petitioner  on  this 
account  the  amount  of  $679,728.13,  which  was  carried  on  the  pe¬ 
titioner’s  books  of  account  and  balance  sheet  as  an  account  receivable. 

During  1919  additional  loans  were  made  to  Ahnelt  and  charged  to 
his  account  on  the  books  of  the  corporation.  He  had  promised  to 
repay  said  loans  upon  demand  by  the  corporation.  During  the  same 
year  repayments  were  made  to  the  corporation  by  Ahnelt  and  cred¬ 
ited  to  his  account  as  follows:  January  3,  cash  $3,000;  May  8,  cash 
$100,000;  October  20,  cash  $7,500;  October  22,  cash  $2,000;  October 
23,  cash  $28,037.50;  October  25,  cash  $5,000;  October  29,  cash  $4,000; 
November  25,  cash  $50,000;  November  26,  cash  $50,000.  At  the  close 
of  business  on  December  31,  1919,  he  had  reduced  his  indebtedness 
to  the  petitioner  on  this  account  to  the  sum  of  $559,022.17,  which  was 
carried  on  the  petitioner’s  books  of  account  and  balance  sheet  as  an 
account  receivable. 


418 


5  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(416) 


From  time  to  time  during  the  said  years  Ahnelt  executed  and 
delivered  his  several  promissory  notes  payable  upon  demand  to  the 
corporation  as  evidence  of  his  promises  to  repay  to  the  corporation 
the  amounts  borrowed  by  him,  and  also  deposited  with  the  corpora¬ 
tion,  as  collateral  security  for  the  repayment  of  said  moneys,  77,405 
shares  of  stock  of  the  Pictorial  Review  Co.,  the  petitioner,  which 
said  shares  were  during  said  years  owned  by  him  in  his  own  right. 

From  time  to  time  during  1917  and  prior  years  the  petitioner 
corporation  made  certain  cash  loans  from  its  capital  or  surplus  to 
Charles  W.  Nelson,  a  stockholder  and  a  vice  president  of  the  corpora¬ 
tion,  which  yrere  charged  to  his  account  on  the  books  of  the  corpora¬ 
tion.  Nelson  had  promised  to  repay  said  loans  upon  demand  by  the 
corporation.  During  the  same  period  Nelson  made  a  cash  repay¬ 
ment  to  the  corporation  which  was  credited  to  his  account  on  the 
books  of  the  corporation.  At  the  close  of  business  on  December  31, 
1917,  he  owed  the  corporation  on  this  account  the  amount  of  $9,000, 
which  was  carried  on  the  books  of  account  and  balance  sheet  of  the 
corporation  as  an  account  receivable. 

During  1918  additional  loans  were  made  to  Nelson  and  charged  to 
his  account  on  the  books  of  the  corporation.  He  had  promised  to 
repay  said  loans  upon  demand  by  the  corporation.  At  the  close  of 
business  on  December  31,  1918,  he  owed  the  corporation  on  this 
account  the  amount  of  $57,587.73,  which  was  carried  on  the  books 
of  account  and  balance  sheet  of  the  corporation  as  an  account 
receivable. 

During  1919  additional  loans  were  made  to  Nelson  and  charged 
to  his  account  on  the  books  of  the  corporation.  He  had  promised 
to  repay  said  loans  upon  demand  by  the  corporation.  At  the  close 
of  business  on  December  31,  1919,  he  owed  the  corporation  on  this 
account  the  amount  of  $79,587.73,  which  was  carried  on  the  books 
of  account  and  balance  sheet  of  the  corporation  as  an  account 
receivable. 

From  time  to  time  during  1918  the  petitioner  corporation  made 
certain  cash  loans  from  its  capital  or  surplus  to  Everett  D.  Trum¬ 
bull,  a  stockholder  and  the  second  vice  president  of  the  corporation, 
which  were  charged  to  his  account  on  the  books  of  the  corporation. 
Trumbull  had  promised  to  repay  said  loans  upon  demand  by  the 
corporation.  At  the  close  of  business  on  December  31,  1918,  he  owed 
the  corporation  on  this  account  the  amount  of  $5,500,  which  was  car¬ 
ried  on  the  books  of  account  and  balance  sheet  of  the  corporation  as 
an  account  receivable. 

During  1919  additional  loans  were  made  to  Trumbull  and  charged 
to  his  account  on  the  books  of  the  corporation.  He  had  promised 
to  repay  said  loans  upon  demand  by  the  corporation.  At  the  close 
of  business  on  December  31,  1919,  he  owed  the  corporation  on  this 
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account  the  amount  of  $17,500,  which  was  carried  on  the  books  of 
account  and  balance  sheet  of  the  corporation  as  an  account  receivable. 

At  all  times  during  1917,  1918,  and  1919,  Ahnelt,  Nelson,  and 
Trumbull  were  solvent  and  financially  responsible  and  able  to  repay 
to  the  petitioner  on  demand  at  any  time  the  amounts  loaned  to  them 
by  the  petitioner. 

During  1918  and  1919  the  petitioner  had  authorized  an  outstand¬ 
ing  capital  stock  of  120,000  shares,  which  was  owned  by  29  stock¬ 
holders,  and  of  which  Ahnelt  owned  77,405  shares,  Nelson  20,657 
shares,  and  Trumbull  6,010  shares. 

The  capital  stock  of  the  taxpayer  had  a  book  value  as  follows : 

December  31,  1917 _ $2, 543,  890.  02 

December  31,  1918 _  2,  659,  683.  91 

December  31,  1919 _  2,  841,  669.  49 

During  1918  and  1919  the  capital  stock  of  the  petitioner  had  a 
market  value  equal  to  or  in  excess  of  its  book  value. 

The  Commissioner  reduced  the  petitioner’s  surplus  by  eliminating 
entirely  the  accounts  receivable  of  Ahnelt,  Nelson,  and  Trumbull, 
and  reduced  the  invested  capital  accordingly. 

On  March  19,  1917,  the  board  of  directors  of  the  petitioner  cor¬ 
poration  declared  an  extra  dividend  equal  to  50  per  cent  of  the  capi¬ 
tal  stock  of  the  company,  which  was  on  March  21,  1917,  paid  to  the 
stockholders  of  record. 

Some  time  later  it  became  apparent  that  the  petitioner  would  be 
required  to  construct  its  own  printing  plant.  In  order  to  secure 
credit  at  the  banks  for  this  purpose  it  was  necessary  to  improve  the 
financial  condition  of  the  company  by  increasing  the  ratio  of  the 
current  assets  to  the  current  liabilities. 

At  a  meeting  of  the  board  of  directors  held  November  15,  1917, 
further  consideration  was  given  to  the  matter  of  the  dividend  de¬ 
clared  on  March  19,  1917,  and  it  was  decided  that  the  dividend  was 
improvidently  declared  and  that  the  best  interests  of  the  company, 
as  disclosed  by  subsequent  events  and  general  business  conditions, 
did  not  warrant  or  justify  the  declaration  of  the  dividend.  A 
resolution  was  adopted  authorizing  and  directing  the  calling  of  a 
special  meeting  of  the  stockholders  for  the  purpose  of  obtaining 
their  consent  to  rescind  and  revoke  the  action  of  the  board  of 
directors  in  declaring  said  extra  dividend. 

At  a  special  meeting  of  the  stockholders  held  November  27,  1917, 
a  resolution  was  unanimously  adopted  containing  the  following : 

After  due  deliberation  upon  the  resolution  of  the  Board  of  Directors  in 
pursuance  of  which  this  Special  Meeting  was  called,  said  resolution  having 
been  read  to,  and  considered  by  the  stockholders,  and  after  counsel  for  the 
Company  stated  to  the  stockholders  present  at  the  meeting  that  in  his  opinion, 
the  proposed  resolution  was  not  violative  of  any  provisions  of  law,  and  after 
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the  auditor  of  the  Company  stated  that,  in  his  opinion,  the  financial  affairs 
of  the  company  required  the  action  proposed  by  the  resolution  of  the  Board 
of  Directors,  it  was,  on  motion  duly  made  by  Mr.  Post  and  duly  seconded  by 
Mr.  Vance,  unanimously 

Resolved  that  the  extra  dividend  equal  to  fifty  per  centum  of  the  capital 
stock  of  the  company,  declared  by  the  Board  of  Directors  on  the  19th  day  of 
March,  1917,  and  paid  on  the  21st  day  of  March,  1917,  may  be  rescinded, 
revoked  and  cancelled,  and  that  each  stockholder  return  to  the  company  the 
amount  received  by  him  as  such  extra  dividend. 

On  November  27,  1917,  after  the  special  meeting  of  the  stock¬ 
holders,  and  pursuant  to  the  foregoing  resolution,  certain  of  the 
stockholders  gave  their  several  promissory  notes  payable  on  demand 
to  the  petitioner  corporation  in  the  aggregate  amount  of  $299,920. 

The  remaining  $80  of  the  $300,000  dividend  was  owed  by  certain 
small  stockholders  who  later  consented  to  have  their  proportion  of 
the  dividend  charged  to  their  accounts,  which  was  done. 

Upon  declaration  of  the  extra  dividend  of  50  per  cent  on  March 
19,  1917,  the  surplus  account  of  the  petitioner’s  books  was  reduced 
by  the  amount  of  $300,000,  and  on  November  27,  1917,  after  the 
action  at  the  meeting  of  the  stockholders  and  upon  receipt  of  the 
promissory  notes  of  the  stockholders,  the  surplus  account  was  in¬ 
creased  by  the  amount  of  $300,000. 

During  1917  the  following  cash  payments  were  made  on  account 
of  said  promissory  notes:  December  4,  $520;  December  7,  $125. 

The  following  cash  payments  were  made  in  1919  by  William  P. 
Ahnelt  in  full  payment  of  his  promissory  note  given  to  cover  his 
proportionate  part  of  the  rescinded  dividend:  June  21,  $30,000; 
June  27,  $300;  July  10,  $60,000;  September  30,  $50,000;  October 
23,  $51,962.50. 

During  1918  and  1919  said  promissory  notes,  or  the  unpaid  balance 
thereof,  were  carried  on  the  books  of  account  and  balance  sheets  of 
the  petitioner  as  notes  receivable.  The  makers  thereof  were  at  all 
times  solvent  and  financially  responsible  and  able  to  pay  the  notes 
in  full  upon  demand  at  any  time. 

The  Commissioner  reduced  the  petitioner’s  surplus  for  1918  and 
1919  by  the  amount  of  these  promissory  notes  and  reduced  the 
petitioner’s  invested  capital  accordingly. 

The  Commissioner  in  auditing  the  petitioner’s  return  for  1918 
determined  the  income  and  profits-tax  liability  of  the  petitioner  to 
be  the  amount  of  $58,528.35,  and  in  his  determination  of  the  tax 
liability  for  1919  made  a  deduction  from  the  petitioner’s  invested 
capital  as  of  the  beginning  of  the  taxable  year  for  such  taxes 
averaged  for  the  proportionate  part  of  the  taxable  year  after  the 
date  when  such  taxes  were  due  and  payable. 
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•  OPINION. 

Sternhagen  :  The  Commissioner  has  reduced  the  petitioner’s  in¬ 
vested  capital  for  1918  and  1919  by  excluding  three  items,  (1) 
promissory  notes  of  three  stockholders  and  directors  given  for  cash 
withdrawals,  (2)  promissory  notes  of  all  stockholders  given  in 
November,  1917,  by  way  of  rescinding  a  dividend  paid  in  March, 
1917,  and  (3)  the  amount  of  Federal  taxes  paid  in  each  year  upon 
the  previous  year’s  income. 

1.  The  Commissioner’s  position  in  respect  of  the  first  item  is  in 
our  opinion  clearly  unsound.  That  notes  and  accounts  receivable 
are  properly  within  a  taxpayer’s  invested  capital  is  clear  from  the 
statute  itself,  which  in  section  325  (a)  defines  tangible  property  to 
include  “  notes,  and  other  evidences  of  indebtedness,  bills  and  accounts 
receivable,”  and  in  section  326  (a)  defines  invested  capital  to  include 
actual  cash  value  of  tangible  property  paid  in  for  stock  or  shares 
and  paid  in  or  earned  surplus  and  undivided  profits.  Notes  paid 
in  for  stock  or  shares  have  been  held  to  be  within  invested  capital. 
Hewitt  Rubber  Co .,  1  B.  T.  A.  424;  American  Steel  Co .,  1  B.  T.  A. 
839;  Cross  Mountain  Coal  Co .,  2  B.  T.  A.  587 ;  Stamey -Mackey  Con¬ 
struction  Co .,  4  B.  T.  A.  383.  From  the  evidence  it  is  entirely  clear 
that  the  makers  of  the  notes  were  solvent  and  that  the  corporation’s 
receivables  due  from  these  three  persons  were  worth  no  less  than 
their  face  value,  and  they  appeared  upon  the  corporation’s  books 
and  balance  sheets  as  assets  in  this  amount.  The  facts  that  the 
debtors  were  large  stockholders  and  that  they  were,  as  directors  and 
officers  of  the  corporation,  in  a  position  to  influence  the  corporation 
in  making  the  loans,  do  not  change  the  character  of  the  accounts 
receivable  or  make  them  in  this  respect  different  from  what  they 
would  have  been  had  the  debtors  been  otherwise  related  to  the  cor¬ 
poration.  The  bona  fides  of  the  loans  or  the  liability  of  the  debtors 
for  their  full  repayment  is  upon  this  record  beyond  question.  There 
is  likewise  nothing  from  which  we  could  decide  that  the  value  of 
the  accounts  was  less  than  it  appeared  to  be  upon  the  books.  Not 
only  were  the  debtors  solvent  and  prosperous,  with  no  history  of 
impaired  or  doubtful  credit,  but  in  addition  the  payment  of  the 
accounts  of  Ahnelt  was  secured  by  the  deposit  of  stock  endorsed 
in  blank. 

There  are  of  course  situations  where  a  full  consideration  of  all  of 
the  attendant  circumstances  requires  that  a  withdrawal  from  the 
assets  of  a  corporation  by  a  stockholder  should  serve  to  reduce  in¬ 
vested  capital  because  there  is  in  fact  no  genuine  asset  left  or  in¬ 
tended  to  be  left  in  the  corporation.  The  bona  -fides ,  the  intention 
as  disclosed  from  the  direct  and  circumstantial  evidence,  and  the 
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value  of  the  alleged  debtors’  credit  are  matters  to  be  considered.  In 

ft  taftn.  of  ft.  pettier  h„  thorough  , 

evidence  in  these  respects  as  fully  to  support  its  claim  We  here 
fore  hold  that  the  amounts  of  $742,815.86  in  1918  and  $656,109^90 
in  1919  due  from  Ahnelt,  Nelson,  and  Trumbull  were  properly  within 
the  petitioner’s  invested  capital  for  those  years. 

2.  We  are  likewise  compelled  by  the  evidence  to  o 
Commissioner  erroneously  excluded  fiom  mves  e  caP1  a 
amounts  of  notes  received  from  the  stockholders  «  November  1917 
in  an  attempted  rescission  of  the  earlier  dividend  The  Commis 
sioner  argues  that  after  the  dividend  was  declared  and  paid  in  Mar  , 
when  it  very  properly  served  to  reduce  invested  capital,  it  could  not 
bi ^resided  because  It  had  vested  in  the  stockholders.  Whether  this 
be  true  or  not,  the  real  question  before  us  is  whether  the  receipt  by 
the  corporation  in  1917  of  the  notes  of  the  stockholders  served  to 

increase  its  invested  capital.  The  notes  were  on.  n  ^iedge 
They  were  voluntarily  given  by  the  stockholders  wi 

of  all  of  the  circumstances  and  considerations  upon  w  ic  ey 

based  The  corporation  received  them,  included  them  m  .ts  assets 
and  persuaded  third  parties  to  finance  it  upon  the  strength  of  these 

notes.  No  one  has  attempted  to  repudiate  the  notes  an  so 

record  shows  there  is  no  circumstance  to  impair  their  1 
validity.  Union  Bank  of  Brooklyn  V.  Sullivan,  214  N  Y.  332,  iu» 
N  E  558.  Just  as  the  preceding  dividend  had  serve  o  iml“ 
„pl»,  »  ft,  receipt  of  v.tobl,  .c?»»t.  r^v.Me  .“rteerr. 

to  increase  the  surplus  to  the  extent  of  then  val  e. 
demand  notes  of  a  solvent  maker  is  no  less  than  its >  face  me  y  b 
cause  the  payee  does  not  choose  to  demand.  So  far  /  We 

discloses,  demand  would  be  met  by  the  pa}  men  i 
can  not’ assume  otherwise.  As  has  been  said  m  respect  of  ^e 
previous  point,  a  case  might  well  be  imagined  where  the  circum- 
tances  would  overcome  the  presumption  of  Una  fide  and  disclose 
that  the  notes  were  not  in  truth  valid  or  perhaps  not  assets  at 
But  this  is  not  such  a  case.  We  hold  that  the  amount  of  the  notes 
n,  question,  together  with  the  $80  not  covered  by  notes  should  ** 
included  within  the  petitioner’s  invested  capital  for  1918  and  19^ 
3  The  petitioner’s  contention  that  the  previous  year  s  taxes  should 
„„L™E  reduce  inree.ed  cpiftl  i.  -  Board's  djc^  ft 

the  contrary  in  Russel  Wheel  &  f  oundry  Co.,  3  B  T.  A.  1168,  an 
upon  the  authority  of  this  decision  we  sustain  the  Commissioner.^ 

Judgment  in  accordance  with  the  foregoing 
opinion  will  he  entered  on  15  days'  rwtice, 
undev  Rule  50. 
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,  Appeal  of  Pacific  Coast  Redwood  Co. 

Docket  No.  1847.  Decided  November  10,  1926. 

1.  Taxes  and  other  expenses  paid  in  carrying  property  over  a 
period  of  years  may  not  be  capitalized  and  added  to  the  cost. 

2.  The  realization  of  the  appreciation  in  value  of  property 
existing  on  March  1,  1913,  over  the  cost  thereof  by  sale  in  1920 
is  a  cunent  earning  and  as  such  can  not  be  included  in  invested 
capital  for  that  year. 

3.  Held ,  the  sale  of  property  was  on  the  installment  basis. 

Charles  A.  Strong ,  Esq .,  A.  DeWitt  Alexander ,  C.  P.  A .,  and  A. 
Porter  Robinson,  C.  P.  A .,  for  the  petitioner. 

John  D.  F oley ,  Esq.,  for  the  Commissioner. 

This  appeal  is  from  the  determination  of  a  deficiency  in  income 
and  profits  taxes  for  1920  in  the  amount  of  $21,413.18.  Three  ques 
tions  are  involved:  (1)  Whether  taxes  and  business  expenses  paid 
over  a  period  of  years  should  be  treated  as  carrying  charges  of  prop¬ 
erty  and  added  to  the  cost  thereof  for  the  purpose  of  determining 
gam  or  loss  on  the  sale  of  the  property;  (2)  whether  the  difference 
between  the  cost  and  the  March  1,  1913,  value  of  property,  when 
the  property  is  sold  on  May  15,  1920,  may  be  included  in  invested 
capital  of  the  corporation  prior  to  the  beginning  of  the  next  taxable 
year;  (3)  whether  the  gain  derived  from  the  sale  of  property  in  1920 
should  be  reported  on  the  installment  basis. 

The  appeal  was  heard  upon  the  petition,  answer,  and  a  stipulation 
filed  by  the  parties. 


findings  of  fact. 

The  taxpayer  is  a  corporation  organized  and  existing  under  the 
laws  of  California,  with  its  principal  office  in  San  Francisco. 

On  March  1,  1913,  it  owned  lands  and  timber  which  had  cost  it 

prior  to  that  date  $564,215.06.  On  March  1,  1913,  this  property 
was  worth  $2,300,000. 

Subsequent  to  March  1,  1913,  and  prior  to  May  15,  1920,  the  tax¬ 
payer  had  the  following  transactions  with  respect  to  its  property : 

(a)  It  purchased  additional  timber  land  for  $1,900. 

(b)  It  incurred  and  paid  certain  direct  expenses  on  its  property, 
which  were  allowed  by  the  Commissioner  in  the  amount  of  $789.05, 
as  an  addition  to  cost  of  the  property. 

(c)  It  sold  47  acres  of  land  for  $3,475. 

(d)  It  sold  certain  fallen  timber  for  $3,643.96. 
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It  was  stipulated  that  items  (c)  and  (d)  above  should  be  credited 


to  the  cost  of  the  property. 

The  entire  property  of  the  taxpayer  was  sold  on  May  15,  1920,  for 
$2,500,000.  The  expenses  incurred  in  connection  with  the  sale  were 
$80,000  for  commission  and  $20,000  for  legal  expenses,  leaving  a  net 
realization  of  $2,400,000. 

The  Commissioner  ascertained  the  gain  on  the  sale  of  the  prop¬ 
erty  in  the  following  manner : 

Net  proceeds  of  sale — . - $2,  400, 000.  00 


Less : 

Value  of  property  at  March  1,  1913 

The  cost  of  purchases  since - 

The  expenses  allowed - 


$2,  300,  000.  00 
1,  900.  00 
789.  05 


Less : 

Sales  of  land — 
Sales  of  timber 


2,  302,  689.  05 

$3,  475.  00 
3,  643.  96 

-  7, 118.  96 


2,  295,  570.  09 


Gain  on  sale  of  property -  104,  429.  91 

The  taxpayer  ascertained  the  gain  on  the  sale  of  the  property  in 
the  following  manner : 

As  ascertained  by  the  Commissioner - $104,429.91 

Less : 

Expenditures  for  taxes  and  other  charges  from 

1913  up  to  date  of  sale  on  May  15,  1920 - $86, 114. 10 

Less : 

Allowed  by  the  Commissioner  as  part  of  cost  of 

property _  ^89.  05 

-  85,  325.  05 


Gain  on  sale  admitted  and  originally  returned 
by  taxpayer - 19, 104.  86 

The  1920  taxes  and  expenses  in  connection  with  the  property, 
designated  by  the  taxpayer  as  “carrying  charges,”  were  allowed  by 
the  Commissioner  as  deductible  expense  for  1920. 

The  taxes  and  expense  in  connection  with  the  property  for  1919 
were  considered  in  the  same  manner  by  the  Commissioner.  Such 
amounts,  however,  were  allowed  by  the  Commissioner  as  a  deduction 
from  the  net  income  of  1920  under  the  net  loss  provision  of  the 
statute. 

The  amount  of  taxes  and  expenses  in  connection  with  holding  and 
carrying  the  property  from  March  1,  1913,  up  to  the  end  of  1918,  in 
the  amount  of  $64,241.87,  is  the  only  question  now  in  dispute  with 
respect  to  the  carrying  charges  on  the  property,  taxpayer  having 
received  the  benefit  of  deductions  in  1920  for  the  taxes  and  expenses 
for  1919  and  1920. 
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This  amount  is  made  up  as  follows : 

Payments : 

Taxes _ 

Salaries,  office  and  general  expense _ 

Legal  expense _ 

Interest  paid _ 


$63,  241.  28 
5,  014.  25 
2,  083.  39 
433.  28 


Receipts:  Rental  of  land 


70,  772.  20 
6.  530.  33 


64,  241.  87 

The  paid-in  capital  stock  of  the  corporation  on  January  1,  1920, 
was  $694,600,  which  represented  the  amount  of  actual  cash  paid  in 
to  the  corporation  for  stock  or  shares.  The  property  owned  by  the 
corporation  increased  in  value  during  the  period  between  the  time 
of  its  purchase  and  March  1,  1913,  to  $2,300,000.  If  the  expenses  for 
taxes  and  other  charges,  designated  as  carrying  charges  by  the  tax¬ 
payer,  be  added  to  the  cost  of  the  property,  the  cost  of  the  property 
at  March  1,  1913,  was  $630,376.35.  If  such  expenditures  be  not 

$554 1^06^  C°St  °f  the  pr°perty’  tbe  COst  up  to  Marcl1  1913,  was 

The  taxpayer  entered  into  an  agreement  to  sell  the  property,  as 
stated  above,  for  the  consideration  of  $2,500,000.  Six  hundred 
thousand  dollars  was  paid  in  cash  on  May  15,  1920,  on  the  execution 
'  if  the  contract,  and  deferred  payments  were  made  as  follows : 
i.920 — Oct.  11 _ 


Dp<1  „  -  $1,264.98 

i>ec.  id -  2  853.  60 


Total,  year  1920. 

921— Feb.  17 _ 

Apr.  14 _ 

May  16 _ 

June  16 _ 

June  19 _ 

Oct.  12 _ 

Nov.  10 _ 

Dec.  20 _ 


-  $604, 118.  58 

5,  059.  54 
14,  215.  39 
300,  000.  00 
200,  000.  00 
33,  249.  66 
43,  793.  43 
39,  066.  89 
42,  380.  08 


Total,  year  1921 

922— Feb.  28 _ 

Apr.  14 _ 

May  15 _ 

June  15 _ 

Aug.  1 - 

Oct.  6 _ 

Dec.  6 _ 


16,  784.  41 
8,  554.  31 
500,  000.  00 
45, 149.  83 
39,  906.  45 
51,  930.  80 
42,  801.  33 


677,  764.  99 


Total,  year  1922 


705, 127. 13 
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1923— Feb.  23 _ $18,  034.  94 

Apr.  2 _  29,  836.  27 

May  15 _  465, 118.  09 


Total,  year  1923 _ '$512,989.30 

Total  payments  under  contract -  2,  500,  000.  00 


The  pertinent  parts  of  the  contract  are  as  follows : 

This  agreement  made  and  entered  into  this  15th  day  of  May,  1920,  by  and 
between  Pacific  Coast  Redwood  Company,  a  corporation  under  the  laws  of 
the  State  of  California,  hereinafter  called  the  seller,  and  Albion  Lumber  Com¬ 
pany,  likewise  a  corporation  under  the  laws  of  the  State  of  California,  here¬ 
inafter  called  the  buyer, 

WITNESSETH  : 

That  the  seller  agrees  to  sell,  and  the  buyer  agrees  to  buy,  for  the  price,  and 
upon  the  terms  hereinafter  mentioned,  all  of  the  right,  title  and  interest  of 
the  seller  in  and  to  all  those  certain  lots,  pieces  or  parcels  of  land  situate, 
lying  and  being  in  the  County  of  Mendocine,  State  of  California,  more  particu¬ 
larly  described  as  follows,  to  wit : 

The  buyer  agrees  to  pay  to  the  seller  for  the  seller’s  interest  in  the  above 
described  property  the  sum  of  Two  Million  Five  Hundred  thousand  ($2,500,- 
000.00 )  Dollars,  as  follows : 

Six  hundred  thousand  ($600,000.00)  Dollars  upon  the  execution  and  de¬ 
livery  of  this  instrument,  the  receipt  whereof  is  hereby  acknowledged;  the 
balance  of  said  purchase  price,  together  with  interest  on  the  deferred  payments 
at  the  rate  of  six  per  cent  (6%)  per  annum  from  the  date  hereof  shall  be 
paid  in  the  following  manner : 

On  the  15th  day  of  August,  1920,  and  each  sixty  days  thereafter  until  said 
purchase  price  is  fully  paid,  the  buyer  shall  pay  to  the  seller,  a  sum  equal 
to  five  dollars  ($5.00)  per  thousand  feet,  log  scale,  for  each  one  thousand  feet 
of  timber  removed  by  the  buyer  from  said  premises  during  the  two  months 
next  preceding  one  month  before  said  days  of  payment;  for  example  on 
August  15,  1920,  the  buyer  shall  pay  for  all  timber  removed  between  May  15| 

1920,  and  July  15,  1920. 

On  the  15th  day  of  May  1921,  the  said  buyer  shall  pay  an  additional  sum 
of  Five  Hundred  thousand  ($500,000.00)  Dollars. 

On  the  15th  day  of  May  1922,  the  buyer  shall  pay  further  sum  of  Five  hun 

dred  thousand  ($500,000.00)  Dollars. 

On  the  15th  day  of  May  1923,  the  buyer  shall  pay  to  the  seller,  the  balanct 
then  remaining  unpaid  on  said  purchase  price.  Provided,  however,  that  when 
ever  the  buyer  shall  have  completed  the  payment  of  the  full  purchase  price  anc 
interest  on  deferred  payments,  no  further  payments  on  account  of  said  pur 

chase  price  need  be  made.  || 

All  deferred  payments  shall  bear  interest  at  the  rate  of  six  per  cent  (6%; 
per  annum  from  the  date  of  this  instrument,  which  said  interest  shall  b< 
payable  semi-annually  commencing  on  the  15th  day  of  November,  1920. 

It  is  also  agreed  between  the  buyer  and  seller,  as  follows : 

The  buyer,  so  long  as  it  shall  not  be  in  default  hereunder,  shall  be  ec 
titled  to  the  possession  of  said  lands  and  premises,  and  the  rentals  foi  sue! 
portions  thereof  as  are  under  lease  accruing  after  the  date  of  this  instrr  I 
ment,  shall  belong  to  the  buyer.  *  *  * 
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The  quantity  of  timber  removed  during  any  one  year,  and  for  which  pay¬ 
ments  are  to  be  made  on  the  purchase  price  as  hereinafter  provided,  shall 
be  determined  by  a  scaler  to  be  agreed  upon  by  the  parties  hereto.  In  the 
event  of  a  failure  of  the  parties  hereto  to  agree  upon  such  scaler,  he  shall  be 
selected  by  Mr.  C.  R.  Johnson  or  his  successor  in  office  as  President  of  Union 
Lumber  Company.  The  expense  of  making  such  scale  shall  be  borne  and  paid 
by  the  buyer.  Until  said  purchase  price  is  fully  paid,  the  seller  shall  have 
the  right  to  examine  the  books  of  account  of  the  buyer  wherein  are  kept 
the  logging  and  lumber  records  for  the  purpose  of  checking  the  quantity  of 
timber  and  bark  cut  or  removed  from  the  above  described  premises. 

The  contract  also  provided  as  follows: 

Time  is  of  the  essence  hereof,  and  the  due  performance  of  all  covenants 
and  agreements  on  the  part  of  the  buyer  is  a  condition  precedent,  whereupon 
depends  the  performance  of  the  agreements  on  the  part  of  the  seller.  In 
the  event  of  a  failure  of  the  buyer  to  comply  with  the  covenants  and  agree¬ 
ments,  or  any  thereof,  on  its  part  entered  into,  the  seller  shall  be  released 
from  all  obligations  in  law  or  in  equity  to  transfer  and  convey  said  property, 
or  any  part  thereof,  and  the  buyer  shall  surrender  possession  thereof  to  the 
seller  free  and  clear  of  any  and  all  liens  or  encumbrances  suffered  or  per¬ 
mitted  by  the  buyer,  and  shall  forfeit  all  rights  under  said  agreement,  and 
all  rights  to  any  and  all  moneys  which  it  shall  theretofore  have  paid  here¬ 
under,  as  liquidated  damages  for  such  default,  and  not  as  a  penalty. 

Upon  full  payment  of  the  said  purchase  price,  the  seller  shall  make,  exe¬ 
cute  and  deliver  to  the  buyer,  a  deed  of  said  lands  and  premises  sufficient  in 
form  and  substance  to  vest  in  the  buyer,  all  the  right,  title  and  interest  of 
the  seller  in  and  to  said  lands,  premises  and  property  hereinabove  described. 

This  agreement  shall  not  be  assigned  by  the  buyer  nor  shall  the  buyer’s 
rights  hereunder  be  transferred  without  the  previous  written  consent  of  the 
seller. 

OPINION. 


Trammell:  The  statute  allows,  as  a  deduction  from  gross  income 
in  determining  net  taxable  income,  business  expenses  and  taxes.  The 
statute  does  not  leave  the  question  open  to  taxpayers  to  consider 
such  expenditures  capital  items.  The  statute  provides  that  such 
payments  shall  be  allowed  as  deductions  from  gross  income  in  de¬ 
termining  net  income.  They  can  not  be  added  to  the  cost  of  the 
property  as  capital  expenditures  in  determining  gain  or  loss  on  the 
sale  thereof.  W ester-field  v.  Rafferty ,  4  Fed.  (2d)  590. 

The  second  question  is  whether  the  increase  in  value  of  property 
existing  on  March  1,  1913,  over  the  cost  when  such  appreciation  in 
value  is  realized  by  sale  of  the  property  in  1920,  may  be  included  in 
invested  capital  for  1920.  That  such  appreciation  in  value  existing 
on  March  1,  1913,  is  not  taxable  when  realized  subsequently,  is  well 
settled.  It  is  only  the  gains  or  profits  arising  or  accruing  since 
March  1,  1913,  that  are  subject  to  the  tax.  This  is  conceded  by 
both  the  Commissioner  and  taxpayer,  but  the  taxpayer  contends 
that,  notwithstanding  the  fact  that  unearned  increment  existing  on 


428  5  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS.  (423) 

property  in  1920  it  should  be  included  in  invested  capital  from  the 
date  of  realization. 

Section  326  of  the  Revenue  Act  of  1918  provides  that  the  term 
“  invested  capital  ”  means : 

(1)  Actual  cash  bona  fide  paid  in  for  stock  or  shares; 

(2)  Actual  cash  value  of  tangible  property,  other  than  cash,  bona  fide  paid 

in  for  stock  or  shares,  at  the  time  of  such  payment,  but  in  no  case  to  exceed 
the  par  value  of  the  original  stock  or  shares  specifically  issued  therefor,  unless 
the  actual  cash  value  of  such  tangible  property  at  the  time  paid  in  is  shown 
to  the  satisfaction  of  the  Commissioner  to  have  been  clearly  and  substantially 
in  excess  of  such  par  value,  in  which  case  such  excess  shall  be  treated  as 
paid-in  surplus:  *  *  * 

(3)  Paid-in  or  earned  surplus  and  undivided  profits;  not  including  surplus 

and  undivided  profits  earned  during  the  year  *  *  *. 

It  is  claimed  by  the  Commissioner  that  if  the  realization  of  the 
appreciation  of  the  value  of  property  existing  on  March  1,  1913,  is 
to  be  included  in  invested  capital  at  all,  it  can  only  be  included  under 
section  326  (a)  (3)  which  provides  for  a  paid-in  or  earned  surplus. 
Clauses  (1)  and  (2)  of  section  326  refer  to  actual  contributions  of 
cash  or  of  tangible  property  in  exchange  for  stock  or  shares.  The 
realization  during  the  taxable  year  by  sale  of  the  increase  in  value 
which  existed  on  March  1,  1913,  clearly  does  not  come  under  clauses 
(1)  or  (2).  It  is  equally  clear  that  it  is  not  a  paid-in  surplus.  That 
phrase  contemplates  an  actual  contribution  to  the  capital  of  the 
corporation  by  a  stockholder  in  money  or  its  equivalent  resulting  in 
an  excess  capital  contribution  over  and  above  the  par  value  of  the 
stock.  Earned  surplus  or  undivided  profits  must  come  to  the  tax¬ 
payer  in  the  form  of  income.  An  earned  surplus  is  an  accumula¬ 
tion  of  gains  and  profits.  The  gain  or  profit  from  the  sale  of  the 
property  having  been  realized  during  1920  was  surplus  or  undivided 
profits  of  that  taxable  year  and  as  such  can  not  be  included  in  in¬ 
vested  capital  for  that  year  under  the  express  language  of  section 
326  (a)  (3).  ,  : 

With  respect  to  the  contract  to  sell  the  real  property,  the  buyer 
agreed  to  pay  $2,500,000  to  the  taxpayer.  Six  hundred  thousand 
dollars  was  paid  on  the  execution  of  the  contract  and  the  balance 
was  to  be  paid  in  installments  within  a  period  of  three  years.  The 
contract  had  the  usual  provisions  reserving  the  title  in  the  seller 
until  all  payments  were  made,  gave  the  seller  the  right  of  reposses-  I 
sion  in  case  of  failure  to  make  payments,  and  provided  for  for¬ 
feiture  of  all  rights  and  all  money  paid  as  liquidated  damages  in 
case  of  default.  The  buyer  had  the  right  of  possession  and  the 
right  to  remove  timber.  He  could  not  assign  the  contract  without 
the  written  consent  of  the  seller.  There  were  no  notes,  mortgages, 
or  other  securities  given  by  the  buyer  other  than  the  provisions  of 
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the  contract.  Payments  subsequent  to  the  initial  payment  of 


$600,000  were  made  as  set  out  in  the  findings  of  fact. 

Section  212  (d)  of  the  Revenue  Act  of  1926  is  as  follows: 

(d)  Under  regulations  prescribed  by  the  Commissioner  with  the  approval  of 
the  Secretary,  a  person  who  regularly  sells  or  otherwise  disposes  of  personal 
property  on  the  installment  plan  may  return  as  income  therefrom  in  any  taxable 
year  that  proportion  of  the  installment  payments  actually  received  in  that  year 
which  the  total  profit  realized  or  to  be  realized  when  the  payment  is  completed, 
bears  to  the  total  contract  price.  In  the  case  (1)  of  a  casual  sale  or  other 
casual  disposition  of  personal  property  for  a  price  exceeding  $1,000,  or  (2)  of  a 
sale  or  other  disposition  of  real  property,  if  in  either  case  the  initial  payments 
do  not  exceed  one-fourth  of  the  purchase  price,  the  income  may,  under  regula¬ 
tions  prescribed  by  the  Commissioner  with  the  approval  of  the  Secretary,  be 
returned  on  the  basis  and  in  the  manner  above  prescribed  in  this  subdivision. 
As  used  in  this  subdivision  the  term  “  initial  payments  ”  means  the  payments 
received  in  cash  or  property  other  than  evidences  of  indebtedness  of  the  pur¬ 
chaser  during  the  taxable  period  in  which  the  sale  or  other  disposition  is  made. 

Section  1208  of  the  Revenue  Act  of  1926  makes  the  above  section 
retroactive  to  the  Revenue  Act  of  1918,  under  the  provisions  of  which 
the  tax  liability  of  the  taxpayer  must  be  determined. 

The  initial  payment  is  less  than  one-fourth  of  the  purchase  price 
and  the  balance  of  the  purchase  price  was  to  be  paid  in  installments. 
The  transaction,  therefore,  comes  within  the  purview  of  the  above- 
quoted  section  of  the  statute.  The  proportionate  part  of  the  profit 


to  be  reported  in  1920  is 


Judgment  will  be  entered  on  15  days ’  notice , 
under  Rule  50. 


Appeal  of  Harrolds  Motor  Car  Co. 


Docket  No.  6184.  Decided  November  10,  1926. 


1.  Money  advanced  to  a  corporation  for  permanent  improvements 
by  its  stockholders  in  proportion  to  their  stockholdings  and 
evidenced  by  promissory  notes,  held  not  to  be  invested  capital  prior 
to  the  date  when  stock  was  issued  in  payment  of  such  advances. 

2.  Interest  credited  on  such  advances  held  to  be  a  proper 
deduction. 

E.  W.  Forbes ,  Esq.,  and  M.  E.  Peloubet ,  C.  P.  A.,  for  the 
petitioner. 

B.  G.  Simpich ,  Esq.,  for  the  Commissioner. 

The  petitioner  appeals  from  the  determination  of  a  deficiency  of 
$11,101.53  in  income  and  profits  taxes  for  1919,  alleging  error  in 
computing  the  invested  capital  of  a  subsidiary  company  with  which 
t  is  affiliated. 
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FINDINGS  OF  FACT. 

In  1912,  the  taxpayer  was  the  distributing  agent  in  New  York  City 
for  Pierce  Arrow  cars.  It  had  only  two  stockholders,  Robert  D. 
Garden,  who  owned  two-thirds  of  its  stock,  and  S.  A.  Miles,  who 
owned  one-third  of  its  stock. 

By  agreement  with  the  Pierce  Arrow  Co.  the  taxpayer  was  required 
to  maintain  a  service  station  for  Pierce  Arrow  cars  and  trucks.  In 
order  to  provide  such  service  station,  the  two  stockholders  organized 
the  Arrow  Motor  Realty  Co.  in  1912,  with  an  authorized  capital  stock 
of  $3,000,  which  was  subscribed  and  paid  for  by  Garden  and  Miles 
in  the  same  proportions  in  which  they  owned  the  stock  of  the 
taxpayer. 

The  Realty  Company  immediately  purchased  property  and  pro¬ 
ceeded  to  construct  a  service  station,  which  was  thereafter  operated 
by  the  taxpayer. 

Between  $360,000  and  $370,000  was  spent  for  the  service  station.  1 
A  part  of  the  money  was  raised  upon  bond  and  mortgage  and  the 
balance  was  advanced  by  the  two  stockholders  from  time  to  time  in 
the  same  proportions  in  which  they  owned  stock,  namely,  two-thirds 
by  Garden  and  one-third  by  Miles.  Such  advances  were  credited 
upon  the  books  of  the  Realty  Company  to  the  personal  accounts  of 
the  two  stockholders,  and  from  time  to  time  amounts  were  trans¬ 
ferred  therefrom  to  a  bills  payable  account  and  notes  issued  to  the 
stockholders.  The  greater  part  of  the  money  was  advanced  prior 
to  March  1,  1914,  and  notes  were  issued  therefor  upon  which  interest 
at  the  rate  of  6  per  cent  per  annum  was  credited  monthly  to  these 
stockholders  on  their  personal  accounts. 

In  May,  1918,  the  authorized  capital  stock  of  the  Realty  Company  ! 
was  increased  to  $100,000,  and  $64,000  of  such  additional  stock  was 
issued  to  Garden  and  $32,000  to  Miles  in  payment  of  the  amounts  i 
standing  to  their  credit  on  their  personal  accounts  and  of  portions  of 
the  amounts  shown  in  the  bills  payable  account.  On  January 
1,  1919,  the  unpaid  balance  of  such  advances,  evidenced  by  notes,  was 
$167,921.21.  During  1919  interest  at  the  rate  of  6  per  cent  per  annum 
was  credited  monthly  to  the  stockholders.  The  amount  so  credited 
during  1919  for  the  period  from  January  1,  1919,  to  August  31,  1919,  ! 
was  $6,716.88. 

Dividends  on  the  capital  stock  at  the  rate  of  6  per  cent  per  annum 
were  declared  and  paid  annually. 

On  September  4,  1919,  the  Realty  Company  was  merged  with  the 
taxpayer.  On  such  merger  additional  stock  was  issued  to  the  two 
stockholders  in  the  proportions  of  two-thirds  to  Garden  and  one- 
third  to  Miles.  Of  such  additional  stock,  $167,921.21  was  issued  in 
payment  of  the  balances  due  to  the  two  stockholders  as  shown  in  the 
bills  payable  account  of  the  Realty'  Company. 
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From  the  time  the  Realty  Company  was  organized  in  1912  until 
the  merger  on  September  4,  1919,  the  stock  of  both  companies  was 
owned  by  «tlie  two  stockholders  in  the  proportions  of  two-thirds  and 
one-third,  and  the  advances  made  by  them  to  the  Realty  Company 
were  always  in  the  same  proportions. 

These  two  corporations  filed  one  return.  The  Commissioner  de¬ 
termined  that  the  companies  were  affiliated  prior  to  the  merger  and 
computed  the  deficiency  accordingly. 

In  computing  the  deficiency,  the  Commissioner  included  the 
amount  of  $167,921.21  in  invested  capital  only  from  September  4, 
1919,  and  allowed  no  deduction  from  income  for  the  amount  of 
$6,716.88  credited  during  1919  as  interest  on  such  amount. 

The  Commissioner,  in  computing  the  alleged  deficiency,  reduced 
invested  capital  by  $92,717.48,  being  a  pro  rata  amount  of  the  income 
and  excess-profits  tax  of  the  taxpayer  for  the  year  1918,  paid  during 
1919. 

OPINION. 

Phillips:  It  is  not  disputed  that  the  taxpayer  and  the  Arrow 
Motor  Realty  Co.  were  entitled  to  file  a  single  return  for  the  year 
involved.  The  principal  contention  of  the  taxpayer  is  that  certain 
amounts  advanced  to  the  Arrow  Company,  for  which  stock  was 
issued  at  the  time  a  statutory  merger  of  the  two  took  place,  were 
invested  capital  during  the  taxable  year,  and  not  borrowed  capital 
as  treated  by  the  Commissioner. 

The  evidence  discloses  that  for  some  six  years  these  loans  were  evi¬ 
denced  by  promissory  notes  upon  which  interest  was  credited 
monthly.  To  overcome  this  petitioner’s  counsel  point  to  the  uniform 
practice  of  the  stockholders  in  making  advances  in  accordance  with 
stockholdings  and  to  the  testimony  of  one  of  the  stockholders,  who 
stated  that  he  considered  the  advances  not  as  loans  but  as  a  per¬ 
manent  investment  for  which  stock  would  be  issued  “  after  we  got 
it  going.”  This  is  entirely  consistent  with  the  ruling  of  the  Commis¬ 
sioner  that  such  advances  were  borrowed  capital  until  the  stock  was 
issued,  and  upon  the  entire  record  we  are  not  convinced  that  such 
ruling  was  erroneous. 

In  its  return  petitioner  treated  the  amounts  so  advanced  as  invested 
capital  and  in  computing  its  net  income  failed  to  take  any  deduction 
for  interest  accrued  and  credited  thereon.  In  eliminating  these 
advances  from  *  invested  capital  the  Commissioner  overlooked  the 
interest  item  and  failed  to  allow  it  as  a  deduction.  This  is  clearly 
error. 

The  adjustment  of  invested  capital  by  a  pro  rata  amount  of  the 
income  and  profits-taxes  of  the  preceding  year  is  in  accord  with  sec¬ 
tion  1207  of  the  Revenue  Act  of  1926,  and  the  determination  of  the 
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Commissioner  in  this  respect  must  be  approved.  Russel  Wheel  <& 
Foundry  Go .,  3  B.  T.  A.  1168. 

Decision  redetermining  the  deficiency  will 
be  entered  on  10  days ’  notice ,  under  Rule  50. 


Matteson-Fogarty- Jordan  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  5596.  Decided  November  10,  1926. 

H .  W.  Welsch ,  Esq.,  for  the  petitioner. 

Z.  G .  Mitchell ,  Zs^.,  for  the  respondent. 

Littleton:  This  proceeding  involves  the  determination  of  a  de¬ 
ficiency  in  income  and  profits  taxes  for  the  period  of  five  and  one- 
half  months  from  July  15,  1919,  to  December  31,  1919,  in  the  amount 
of  $3,213.64,  resulting  from  the  Commissioner’s  denial  of  the  peti¬ 
tioner’s  claim  for  classification  as  a  personal  service  corporation 
under  section ‘200  of  the  Revenue  Act  of  1918. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  Illinois  corporation  organized  in  July,  1919, 
to  operate,  manage  and  conduct  a  general  advertising  business,  with 
principal  office  in  Chicago.  Its  authorized  capital  stock  of  $25,000 
was  subscribed  and  paid  for  in  cash  by  the  following  stockholders, 
who  were  also  directors  and  officers  of  the  company : 


Name. 

Office. 

Number 
of  shares. 

Per  cent. 

J.  F.  Matteson. . . . .  . . 

President . .  .  _ 

9354 
9354 
62  H 

37.  50 
37.50 
25 

C.  C.  Fogarty..  _ _ _ _ _ _ 

Treasurer _ _ _ 

W.  A.  Jordan _ _ _  _  .  _ 

Secretary _ _ _ 

250 

100 

The  petitioner  expended  $3,808.52  for  office  furniture  and  equip¬ 
ment.  Each  of  the  three  stockholders  took  out  a  life  insurance 
policy  for  $50,000,  payable  to  his  estate,  the  premiums  upon  which, 
amounting  to  $2,087.50,  were  paid  by  the  petitioner.  Petitioner 
purchased  for  $100  and  owned  during  the  period  involved  one  share 
of  stock  in  the  American  Association  of  Advertising  Agencies. 
These  expenditures  left  a  balance  in  cash  of  about  $19,000.  Through¬ 
out  the  remainder  of  the  year  an  average  cash  balance  of  $18,392.23' 
was  maintained,  ranging  from  $3,489.27  to  $38,300.45. 

The  three  stockholders  were  regularly  engaged  in  the  active  con¬ 
duct  of  the  affairs  of  the  corporation  and  devoted  their  entire  time 
thereto.  No  solicitors  were  employed.  All  business  from  adver¬ 
tisers  was  secured  by  the  three  stockholders.  The  petitioner  did  not 
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employ  any  artists  or  printers.  Petitioner  contracted  with  outside 
artists  and  printers  to  do  this  work  and  charged  the  advertiser  with 
the  cost  thereof,  plus  a  stated  amount  in  addition.  At  December 
31,  1919,  petitioner  had  fourteen  employees  on  its  payroll — eleven 
women  and  three  men — who  did  clerical,  filing,  typing  and  steno¬ 
graphic  work  in  the  office. 

When  petitioner  had  been  engaged  by  anyone  to  prepare  an  adver¬ 
tisement  Matteson,  Fogarty,  or  Jordan,  or  the  three  of  them,  would 
make  a  thorough  investigation  of  the.  best  methods  of  merchandising 
the  product  or  article,  which  the  advertiser  had  for  sale — whether  it 
would  be  more  advantageous  to  sell  by  mail  or  direct,  or  through 
agents  or  dealers.  The  investigation  included  a  study  of  the  markets 
in  territories  in  which  there  was  a  possible  demand  for  the  product 
or  article  to  be  sold,  together  with  a  study  of  similar  products  and 
competitive  market  prices.  In  the  case  of  a  new  product  or  article, 
they  would  make  suggestions  as  to  the  price  at  which  it  should  be 
sold  and  the  territory  in  which  it  could  best  be  sold.  Through  their 
experience  and  training  in  advertising  methods,  in  making  analyses 
of  markets,  together  with  their  knowledge  of  publications,  circula¬ 
tion  and  rates,  petitioner’s  stockholders  would  suggest  to  the  adver¬ 
tiser  the  procedure  which,  in  their  opinion,  should  be  followed  and 
the  publications  which  should  be  used  to  introduce  the  product  or 
article  to  the  public.  In  general,  after  they  had  made  a  study  of 
the  advertiser’s  business,  product  and  sales  organization,  they  would 
advise  him  as  to  the  best  and  most  advantageous  method  of  adver¬ 
tising  the  product  or  article  and  the  price  at  which  it  should  be  sold. 

As  a  part  of  their  work  the  stockholders  prepared  the  advertising 
copy.  After  the  copy  had  been  prepared  and  the  media  of  advertis¬ 
ing  had  been  approved  by  the  advertiser,  the  petitioner  would  for¬ 
ward  the  completed  advertisement  to  the  publisher  with  instructions 
concerning  its  insertion  in  the  publication. 

When  the  publication  had  been  agreed  upon,  petitioner  would 
transmit  to  such  publication  an  order,  disclosing  the  name  of  the 
advertiser,  for  a  certain  number  of  lines  of  space  in  current  publica¬ 
tions  or  issues.  Usually,  but  not  always,  the  order  would  be  accom¬ 
panied  by  a  copy  of  the  advertisement.  At  times  when  an  advertiser 
had  agreed  to  use  space  in  future  issues,  the  petitioner  would  forward 
to  the  publisher  an  order  reserving  space  for  the  advertisement  of 
the  particular  advertiser.  The  object  of  making  reservations  in 
advance  was  to  secure  a  preferred  location,  and  when  a  large  amount 
of  space  was  reserved  a  better  rate  could  be  secured. 

The  income  of  the  petitioner  consisted  of  commissions  allowed 
by  publishers  at  a  rate  of  15  per  cent  of  the  amount  of  the  cost  of 
the  advertisement  and  a  charge  made  to  the  advertiser  upon  the  cost 
of  art  work  and  printing.  The  publisher  rendered  its  statement  for 
the  cost  of  the  advertisement  to  the  petitioner  and  allowed  a  dis- 
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count  if  the  same  was  paid  within  a  specified  time.  Petitioner 
always  paid  the  publisher  on  or  before  the  discount  date,  whether 
it  had  been  paid  by  the  advertiser  or  not.  Petitioner  rendered  a 
statement  to  the  advertiser  which  called  for  payment  of  the  cost  of 
the  advertisement,  including  its  15  per  cent  commission,  on  a  date 
prior  to  the  date  on  which  it  was  required  to  pay  the  publisher.  If 
the  advertiser  paid  the  petitioner  before  the  discount  date  fixed  by 
the  publisher,  petitioner  in  turn  allowed  the  advertiser  the  discount 
obtained  from  the  publisher;  otherwise  petitioner  retained  the  dis¬ 
count. 

During  the  taxable  period  total  billings  by  petitioner  to  ad¬ 
vertisers  aggregated  $301,027.78,  and  of  this  amount  56  per  cent,  or 
$168,370.48,  was  received  by  the  petitioner  prior  to  the  date  on 
which  it  paid  the  publisher,  and  $132,657.30,  or  44  per  cent,  was 
received  by  the  petitioner  from  the  advertiser  after  the  publisher  had 
been  paid.  There  were  no  written  contracts  between  either  the  ad¬ 
vertiser  and  petitioner,  or  between  the  petitioner  and  the  publisher, 
the  matter  being  agreed  upon  between  the  advertiser  and  the  peti¬ 
tioner  in  conference,  and  the  publisher  acted  upon  the  written  order 
forwarded  by  the  petitioner.  The  advertiser  was  privileged  to 
withdraw  his  account  from  petitioner  at  any  time  and  transfer  it  to 
another,  retaining  the  advertising  space  in  his  own  name  under  the 
same  terms.  The  Curtis  Publishing  Co.  did  not  see  fit  during  the 
early  months  of  petitioner’s  operations  to  receive  and  publish  adver¬ 
tisements  upon  petitioner’s  orders,  and  required  payment  for  adver¬ 
tisements  to  be  made  in  advance.  Petitioner  made  such  payments  in 
excess  of  $5,000.  Thereafter  petitioner  rendered  statements  to  the 
advertiser  for  the  cost  of  advertisements  inserted  in  publications  of 
this  company  in  the  same  manner  as  statements  were  rendered  for 
charges  made  by  other  publishers  who  did  not  require  advance  pay¬ 
ment.  The  Curtis  Publishing  Co.  discontinued  this  requirement  in 
December,  1919,  and  thereafter  billed  petitioner  after  publication 
of  the  advertisement.  The  extension  of  credit  by  publishers  and  the 
continued  recognition  of  the  petitioner  as  one  entitled  to  the  15  per 
cent  commission  upon  the  cost  of  advertisements,  were  dependent 
upon  prompt  payment  of  the  publishers’  charges. 

The  gross  income  and  deductions  for  the  taxable  period  from 
July  15,  1919,  to  December  31,  1919,  were  as  follows: 


Gross  income. 


Deductions. 


Commissions 
Interest _ 


$42,  323.  91 
130.  95 


42,  454.  86 
28,  457.  72 


Employees’  salaries 

Other  expenses _ 

Bad  debts _ 

Officers  salaries _ 


$10, 184.  51 
7, 129. 10 
144. 11 
11,  000.  00 

28,  457.  72 


Profit 


13,  997. 14 
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The  balance  sheet  at  December  31,  1919,  was  as  follows: 


Assets. 

Cash _ $8,847.52 

Stock _  100. 00 

Accounts  receivable _ 32,  415. 34 

Furniture  and  fixtures _  3,  808.  52 

Insurance _  2, 087.  50 


47,  258.  88 


Liabilities. 


Cash  discount _  $562.  53 

Accounts  payable _  7,  699. 21 

Capital  stock _  25,  000.  00 

Surplus _  13,  997. 14 


47,  258.  88 


The  accounts  receivable  due  from  advertisers  which  the  petitioner 
had  paid  to  publishers  at  the  end  of  the  year,  amounted  to  $32,415.34. 
Petitioner’s  commission  from  said  amount  at  the  rate  of  15  per  cent 
was  $4,862.30.  Deducting  the  commission  and  accounts  payable  of 
$7,699.21  from  the  amount  paid  by  petitioner  to  publishers  prior  to 
collection  from  advertisers,  leaves  $19,853.83. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner. 


Appeal  of  Mianus  Motor  Works,  Inc. 

Docket  No.  6052.  Decided  November  10,  1926. 

Where  the  books  of  account  of  the  taxpayer  are  kept  upon  the 
accrual  basis,  a  payment  received  in  1920  of  an  amount  which 
accrued  in  1918  for  work  done  in  that  year  is  properly  returned 
as  a  part  of  1918  gross  income. 

Joseph  B.  Miller ,  Esq .,  for  the  petitioner. 

John  D.  Foley ,  Esq .,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  deficiencies  in  income 
and  profits  taxes  for  the  fiscal  years  ended  November  30,  1919,  and 
November  30,  1920,  in  the  respective  amounts  of  $467.36  and 
$3,068.95.  At  the  hearing  counsel  for  the  taxpayer  withdrew  the 
errors  alleged  with  respect  to  the  fiscal  year  1919,  leaving  in  issue 
here  only  the  deficiency  for  the  year  ended  November  30,  1920. 

FINDINGS  OF  FACT. 

The  taxpayer  is  a  Connecticut  corporation  with  its  principal 
office  at  Stamford,  and  is  engaged  in  the  manufacture  and  sale  of 
engines. 

Its  books  were  kept  on  an  accrual  basis. 

In  November,  1920,  the  taxpayer  received  a  settlement  of  $30,- 
689.33  for  work  done  on  war  contracts  prior  to  November  11,  1918, 
and,  pursuant  to  internal  revenue  regulations  then  in  effect,  it  filed 
an  amended  return  for  1918,  including  the  amount  as  income  for 
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the  fiscal  year  ended  November  30,  1918,  as  it  had  accrued  within 
that  year.  The  Commissioner  then  in  office  assessed  an  additional 
tax  of  $1,715.77  on  this  income,  which  was  thereafter  paid  by  the 
taxpayer. 

The  present  Commissioner  proposes  the  assessment  of  tax  for  the 
fiscal  year  1920  upon  the  amount  of  $30,689.33,  received  by  the 
taxpayer  in  that  year  and  the  refund  of  so  much  of  the  tax  paid 
for  1918  as  has  not  been  barred  by  statute. 

OPINION. 

Phillips:  At  the  hearing  the  appeal  was  submitted  upon  the 
admitted  allegations  of  the  petition,  which  are  set  out  in  the 
findings  of  fact.  It  is  alleged  and  admitted  that  the  payment 
received  in  1920  accrued  in  1918.  Although  such  an  admission 
necessarily  involves  both  conclusions  of  law  and  fact,  we  must 
regard  the  pleadings  as  admitting  such  primary  facts  as  would 
establish  an  accrual  in  1918,  since  we  do  not  have  before  us  any 
of  the  facts  upon  which  the  ultimate  conclusion  is  based. 

Apparently,  therefore,  we  are  called  upon  to  determine  whether, 
when  the  taxpayer  keeps  his  books  on  the  accrual  basis  and  receives 
in  1920  settlement  of  an  amount  which  accrued  in  1918,  such  amount 
should  be  included  in  1920  income.  The  law  is  well  settled  that, 
when  books  are  kept  on  an  accrual  basis,  gross  income  is  to  be 
reported  in  the  year  in  which  it  accrues.  Sections  212  and  213, 
Revenue  Act  of  1918.  Appeal  of  B.  B.  Todd ,  Inc .,  1  B.  T.  A.  762. 
Upon  the  record  we  conclude  that  the  payment  in  question  was 
properly  reported  as  a  part  of  1918  gross  income. 

Decision  redetermining  deficiency  will  be 
entered  on  10  days ’  notice ,  under  Rule  50. 


Appeal  of  Fred  S.  Stewart  Go. 

Docket  No.  5975.  Decided  November  10,  1926. 

Laurence  Graves ,  Esq .,  for  the  petitioner. 

J.  Arthur  Adams ,  Esq.,  for  the  Commissioner. 

Littleton  :  This  appeal  is  from  the  determination  of  deficiencies 
of  $5,456.77  and  $34.71,  respectively,  for  the  fiscal  years  ended  J anu- 
ary  31,  1920  and  1921.  The  Commissioner  increased  petitioner’s 
opening  inventory  of  shoes  and  hosiery  for  the  year  beginning  F ebru- 
ary  1,  1919,  in  the  amount  of  $6,310.10,  the  closing  inventory  at 
January  31,  1920,  in  the  amount  of  $11,882.64,  and  the  closing  in¬ 
ventory  at  January  31,  1921,  in  the  amount  of  $11,641.23,  upon  the 
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ground  that  the  inventory  was  taken  neither  upon  the  basis  of  cost 
nor  upon  the  basis  of  cost  or  market,  whichever  was  the  lower. 
Petitioner  claims  that  its  inventories  were  consistently  taken  upon 
the  basis  of  cost  or  market,  whichever  was  lower. 

FINDINGS  OF  FACT. 


The  petitioner  is  a  Massachusetts  corporation  engaged  in  selling 
shoes  at  retail,  with  principal  office  at  Atlanta,  Ga.  It  was  organ¬ 
ized  in  1910,  since  which  time  it  has  followed  a  consistent  method  of 
pricing  its  inventories  on  the  basis  of  cost  or  market,  whichever  was 
the  lower.  At  the  end  of  each  year  a  physical  inventory  of  all  shoes 
and  hosiery  on  hand  was  taken  at  actual  cost,  in  which  the  various 
kinds  and  grades  of  shoes  and  the  hosiery  were  listed  and  priced 
separately.  The  figures  shown  by  this  inventory  were  then  extended 
by  Fred  S.  Stewart,  who  had  been  president  of  the  company  for  many 
years  and  who  was  thoroughly  familiar  with  the  cost  and  the  market 
of  the  shoes  and  hosiery  at  the  time  the  inventories  were  taken,  so 
as  to  show  the  cost  and  the  market  value  of  the  merchandise  when 
the  market  value  was  less  than  the  cost.  In  some  years  no  change 
would  be  made  in  the  inventories  of  certain  departments  taken  at 
cost. 

On  January  31,  1919,  the  total  physical  inventory  of  the  fifteen 
departments  in  which  the  various  kinds  of  merchandise  were  carried, 
taken  at  cost,  amounted  to  $65,748.20.  The  figures  on  this  inventory 
were  then  extended  by  Stewart  and  the  merchandise  valued  by  him 
at  cost  or  market,  as  follows : 


Department. 

Total 

inventory. 

Reduction 
to  cost  or 
market. 

Closing 

inventory. 

A . . . . . . . . 

$11,031.30 
1, 453. 60 
6,114.  40 
1, 950. 15 
3, 476. 35 
1, 623.  85 
2, 025.  60 
858.00 
6, 961. 32 
2, 920.  67 
1, 010.  20 
6, 964.  80 
1,782.  01 

6,  658.  53 
10, 917.  42 

$1, 282. 75 
1,010. 15 
1, 329.  60 
1, 134. 00 

$9, 748.  55 
443. 45 
4, 784. 80 
816. 15 
3, 476. 35 
1,623.85 
2, 025.  60 
858.00 
6, 961.32 
2, 920.  67 
1, 010.  20 
6, 964.  80 
1, 782. 01 
6,  658.  53 
9,363. 82 

B . . . . 

C . . . 

D . . . . . 

E . . . . 

F 

O  • _ _ _ _ 

H . . . . . . . . 

j . : . 

K . . . . . . 

L . . . 

M . . . . . . . . 

O . . . . . . 

Hosiery . . 

Basement . . . . . _ 

'  1, 553. 60 

65, 748.  20 

6, 310. 10 

59, 438. 10 

At  January  31,  1920,  the  total  inventory  at  cost  amounted  to 
$101,838.67.  This  figure  was  reduced  by  Stewart  to  $89,456.03  to 
bring  it  to  cost  or  market,  whichever  was  lower,  the  reduction  being 
$11,882.64. 
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The  total  inventory  at  cost  and  the  amount  by  which  it  was  reduced 
to  bring  it  to  the  basis  of  cost  or  market  at  January  31,  1921,  follow : 


Department. 

Total 

inventory. 

Reduction 
to  market. 

Closing 

inventory. 

A _ _ _  .  .  _ 

$19,  532. 15 
16, 567. 85 
9,113.45 
5, 993. 30 
2,481. 19 

4,  590. 40 
7,888. 35 
6, 026.  00 

5,  767. 07 
2, 802.  07 
9, 801. 82 

10, 430.  32 

$4, 136. 10 
925. 45 

1, 493. 85 

1. 150.  85 
166.  85 
63. 15 
*  291. 69 

393. 10 
341.  35 
461.  98 
1,408.09 
808.  77 

$15, 396. 05 
15, 642. 40 
7, 619.  60 
4,842.45 
2, 314.  34 
4,  527.  25 

7,  596.  66 
5, 632.  90 
5,425.  72 
2, 340.  09 

8,  393.  73 
9, 621.  55 

B _  ...  .  _ 

E 

F _  _ 

G _ _ _ _ 

J _ _  ___ 

K _  _ 

L _ _ _ 

M . . . . . . . . . . . 

0 _ _ _ _ 

Hosiery . .  ...  _ _  _  ...  ..  . 

Basement _  .  .. 

y  \  , 

100,  993.  97 

11,641.23 

89, 352.  74 

The  reasons  given  by  the  Commissioner  for  refusing  to  approve 
the  petitioner’s  inventories  were  that  “  The  adjustments  made  to 
inventories  represent  mark-downs  from  the  purchase  price  of  the 
goods  affected.  The  greater  part  of  the  mark-downs  shown  in  the 
inventory  as  at  January  31,  1920,  represent  arbitrary  mark-downs 
at  $1,000  each  and  not  taken  on  any  particular  goods.  It  further 
appears  that  the  inventory  was  not  taken  at  cost  or  market  which¬ 
ever  [was]  lower,  as  required  by  the  law,  and  that  you  have  failed 
to  establish  that  the  mark-down  price  represents  actual  market  or 
replacement  cost.” 

Judgment  will  be  entered  for  the  petitioner 
upon  the  issues  raised  on  15  days ’  notice ,  under 
Rule  50. 
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Robert  Long,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Haimon  Long,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  Nos.  4204,  4205.  Decided  November  11,  1926. 

Petitioners  were  partners  engaged  in  business  as  wholesale  and 
retail  dealers  in  general  merchandise.  On  January  10,  1919,  their 
father,  who  had  no  interest  in  the  partnership,  transferred,  sold, 
and  conveyed  to  them  eleven  lots,  upon  one  of  which  was  located  a 
two-story  brick  building,  and  upon  another  a  storehouse  occupied  and 
used  by  the  partnership  in  carrying  on  its  business.  On  the  same 
day  that  the  deed  to  the  lots  and  buildings  was  executed,  peti¬ 
tioners  gave  to  their  father  a  written  agreement  to  pay  to  him,  as 
consideration  for  the  property  transferred,  an  amount  equal  to  one- 
third  of  the  partnership  profits  for  that  year,  and  for  each  year 
438 
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thereafter  an  amount  not  less  than  .$1,200  during  his  life.  Held, 
that  the  amount  paid  to  the  father  in  1920  was  not  deductible  by 
the  partnership  as  an  ordinary  and  necessary  expense  as  interest 
paid  for  the  purpose  of  determining  the  distributive  shares  of  the 
petitioners. 

1).  J .  Gantt ,  Esq.,  for  the  petitioners. 

Ward  Loveless ,  Esq.,  for  the  respondent. 

For  the  calendar  year  1920  the  Commissioner  determined  that 
there  was  a  deficiency  of  $184.65  in  respect  of  the  tax  of  Robert  Long 
and  a  deficiency  of  $191.98  in  respect  of  the  tax  of  Haimon  Long. 
Only  so  much  of  the  deficiencies  as  resulted  from  an  increase  of 
petitioners’  distributive  shares  of  the  profits  of  the  partnership 
of  I.  Long  &  Sons,  in  the  amount  of  $850  each,  is  in  controversy. 
Petitioners,  each  of  whom  during  the  year  1920  owned  a  one-half 
interest  in  the  partnership  of  I.  Long  &  Sons,  paid  to  their  father 
$1,700  as  part  consideration  for  the  transfer  to  them  in  1919  of  cer¬ 
tain  real  estate.  The  partnership  in  determining  petitioners’  dis¬ 
tributive  shares  deducted  from  its  gross  income  this  amount  as 
interest  paid  during  the  year.  The  Commissioner  denied  the 
deduction. 

FINDINGS  OF  FACT. 

During  the  year  1920  petitioners  were  members  of  the  partnership 
of  I.  Long  &  Sons,  engaged  in  business  as  a  wholesale  and  retail 
dealer  in  general  merchandise  at  Evergreen,  Ala.,  in  which  partner¬ 
ship  they  each  owned  a  one-half  interest.  On  January  10,  1919, 
Israel  Long,  the  father  of  the  petitioners,  was  the  owner  of  certain 
real  estate  in  Evergreen,  Ala.  On  that  date  he  transferred  and 
conveyed  to  Robert  Long  and  Haimon  Long  eleven  lots  in  the  Town 
of  Evergreen,  upon  one  of  which  was  located  a  two-story  brick 
building  and  upon  another  a  storehouse  occupied  and  used  by  the 
partnership  of  I.  Long  &  Sons.  The  deed  of  transfer  was  as  follows : 

STATE  OF  ALABAMA. 

/ 

CONECUH  COUNTY. 

Know  all  men  by  these  presents  :  That  for  aiul  in  consideration  of  the 
sum  of  One  Dollar  ($1.00)  and  other  valuable  considerations  to  the  under¬ 
signed  grantor.  I.  Long,  a  widower,  in  hand  paid  by  Robert  Long  and  H.  Long, 
the  receipt  whereof  is  hereby  acknowledged,  I  do  hereby  GRANT,  BARGAIN, 
SELL  AND  CONVEY  unto  the  said  Robert  Long  and  H.  Long  all  of  my 
right,  title,  interest  and  claim  in  and  to  the  following  described  real  estate, 
situated,  lying  and  being  in  the  Town  of  Evergreen,  Conecuh  County,  Alabama, 
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Here  follows  a  description  of  nine  of  the  lots,  after  which  the  deed 
recites : 

Lot  Number  Three  (3)  in  Block  Number  Six  (6)  on  East  Front  Street  in 
the  Town  of  Evergreen,  Alabama,  being  Fifty  (50)  feet  front  and  100  feet 
deep,  also  the  South  Half  of  Lot  Number  Two  (2)  in  Block  Number  Six  (6), 
being  25  feet  front  on  East  Front  Street  and  running  back  100  feet,  being 
intended  to  cover  and  describe  those  particular  lots  on  East  Front  Street  on 
which  is  situated  the  storehouse  formerly  owned  by  D.  G.  Rutland  and  now 
occupied  by  the  firm  of  I.  Long  &  Sons;  also  Lot  Number  Eighteen  (18)  in 
Block  Number  Six  (6)  being  50  feet  front  by  100  feet  deep,  fronting  on 
Desplous  Street;  also  Lot  Number  Seventeen  (17)  in  Block  Number  Six  (6) 
being  50  feet  front  by  100  feet  deep,  and  fronting  on  Desplous  Street.  All  of 
said  lots  being  according  to  the  survey  of  the  Town  of  Evergreen  as  made 
by  C.  P.  Rodgers,  Civil  Engineer,  and  being  intended  to  cover  and  describe 
all  of  the  real  estate  owned  by  the  late  D.  G.  Rutland  on  East  Front  Street 
and  Desplous  Street  in  the  town  of  Evergreen,  Alabama. 

I  have  now  no  interest  in  the  mercantile  establishment  run  and  conducted 
in  the  Town  of  Evergreen,  Alabama,  under  the  firm  name  and  style  of  I. 
Long  &  Sons,  said  business  being  owned  exclusively  by  my  two  sons,  Robert 
Long  and  H.  Long,  but  in  order  that  there  may  be  no  controversy  over  the 
matter,  and  that  the  same  shall  be  clearly  understood,  for  and  in  consideration 
of  the  sum  of  One  Dollar  and  other  valuable  considerations  to  me  in  hand  paid 
by  Robert  Long  and  H.  Long,  the  receipt  whereof  is  hereby  acknowledged,  I 
do  hereby  grant,  bargain,  sell  and  deliver  unto  the  said  Robert  Long  and 
H.  Long  all  of  my  right,  title,  interest  and  claim  in  and  to  the  mercantile  busi¬ 
ness  operated  in  the  Town  of  Evergreen,  Alabama,  under  the  firm  name  and 
style  of  I.  Long  &  Sons,  and  for  the  consideration  aforesaid,  I  do  hereby 
grant,  bargain,  sell,  convey  and  deliver  unto  the  said  Robert  Long  and  H. 
Long  all  of  my  personal  property  of  every  kind,  nature  and  description  which 
I  now  own,  wherever  situated.  And  for  the  consideration  aforesaid,  I  do 
hereby  transfer,  set  over  and  assign  unto  the  said  Robert  Long  and  H.  Long 
any  and  all  accounts,  mortgages,  notes,  choses  in  action  which  may  stand  in 
the  name  of  or  may  be  due  or  owing  to  the  said  firm  of  I.  Long  &  Sons. 

To  have  and  to  hold  unto  the  said  Robert  Long  and  H.  Long  their  heirs 
and  assigns  forever. 

Witness  my  hand  and  seal,  this  the  10th  day  of  January,  1919. 

[Signed]  I.  Long  (seal). 

The  name  of  Page,  McMillan  &  Brooks,  attorneys  at  law  at  Ever¬ 
green,  Ala.,  appeared  upon  this  deed.  The  deed  was  duly  acknowl¬ 
edged  by  Israel  Long  on  January  10,  1919,  and  was  duly  recorded  on 
the  same  day  in  the  office  of  the  Judge  of  Probate  of  Conecuh 
County,  Ala. 

On  the  same  date,  January  10,  1919,  Robert  Long  and  Haimon 
Long  jointly  executed  the  following  written  agreement  which  the} 
delivered  to  their  father : 

In  consideration  of  the  execution  of  the  deed  dated  January  10,  1919,  bj 
Israel  Long,  to  the  undersigned  Robert  Long  and  Haimen  Long,  wherein  fo] 
the  sum  of  One  ($1.00)  Dollar  and  other  valuable  considerations,  wherein  th( 
said  Israel  Long,  has  deeded  to  us  all  of  his  right,  title  and  interest  in  th< 
partnership  of  I.  Long  and  Sons,  we  agree  that  for  the  year  1919,  his  draw 
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ing  account  from  the  partnership  shall  be  as  much  as  either  of  the  partners 
therein,  to-wit :  Robert  Long  and  Haimon  Long,  and  that  for  the  succeeding 
years  after  1919,  we  are  to  pay  him  as  interest  on  the  actual  value  of  his 
share  of  the  partnership,  not  less  than  Twelve  Hundred  ($1200.00)  Dollars 
per  annum,  during  the  remainder  of  his  natural  life. 

During  1920  the  partnership  of  I.  Long  &  Sons  paid  to  Israel 
Long  the  amount  of  $1,700,  pursuant  to  the  above-mentioned  agree¬ 
ment,  and  deducted  the  same  from  the  gross  income  as  interest  paid 
in  determining  the  distributive  share  of  each  of  the  petitioners  in 
the  partnership  profits  for  the  year.  The  Commissioner  disallowed 
the  deduction  and  increased  the  distributive  share  of  each  of  the 
petitioners  in  the  amount  of  $850. 

OPINION. 

Smith  :  The  petitioners  claim  that  the  amount  of  $1,700  paid  their 
father  in  1920  was  an  ordinary  and  necessary  expense  of  doing  busi¬ 
ness  for  that  year;  that  the  agreement  entered  into  on  January  10, 
1919,  called  for  the  payment  of  this  amount  as  “  interest,”  and  that 
payment  of  interest  is  an  allowable  deduction  from  gross  income  of 
partnerships  or  individuals. 

The  amount  paid  to  Israel  Long  was  stipulated  and  the  deed  and 
the  agreement  of  January  10,  1919,  were  submitted  as  the  only 
evidence.  Upon  the  evidence  before  it,  the  Board  must  approve  the 
Commissioner’s  determination.  The  $1,700  was  not  an  amount  paid 
for  the  use  of  money.  On  the  contrary,  the  evidence  submitted 
would  indicate  that  the  amount  represented  payments  by  Robert 
Long  and  Haimon  Long  as  a  part  of  the  purchase  price  of  the  real 
estate  transferred  to  them  and,  as  such,  was  a  capital  expenditure. 
Appeal  of  Steinbach  Co .,  3  B.  T.  A.  348;  Appeal  of  John  C.  Moore 
C  orporation,  3  B.  T.  A.  430. 

The  Commissioner  admits  that  he  failed  to  credit  against  the  de¬ 
ficiency  letter  of  April  16,  1925,  $90,  representing  the  sum  of  three 
installment  payments  made  by  the  petitioner,  Robert  Long,  as  follows : 


June  13,  1921 _ $30 

September  12,  1921 _  30 

December  13,  1921 _ > _  30 


90 

The  deficiency  found  by  the  Commissioner  against  Robert  Long 
should  therefore  be  reduced  by  the  amount  of  $90. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner  redetermining  a  deficiency  of  $91^.65 
due  by  Robert  Long  and  a  deficiency  of  $ 191.98 
due  by  Haimon  Long  for  the  calendar  year  1920. 
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H.  V.  Greene  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  3127.  Decided  November  11.  1926. 

1.  During  1919  petitioner  had  contracts  whereby  it  was  obligated 
to  sell  the  entire  stock  issues  of  other  companies  at  such  an 
amount  as  would  net  the  issuing  company  a  stated  amount  per 
share,  the  difference  between  said  stated  amount  and  the  price 
at  which  the  stock  was  sold  representing  petitioner’^  commission. 

This  commission  was  payable  out  of  the  first  money  paid  by  the 
subscriber.  No  stock  was  issued  or  delivered  until  the  sub- 

i  * 

scriber  had  fully  paid  therefor.  Subscribers  who  did  not  desire 
to  pay  the  entire  purchase  price  in  cash  were  permitted  to  pay 
20  per  cent  in  cash  and  give  promissory  notes  payable  monthly  for 
the  balance.  In  such  cases  the  subscription  contract  provided 
(1)  that  should  the  subscriber  become  ill  or  die  the  installments 
paid  would  be  refunded  to  him  or  his  estate  and  the  remaining 
installments  canceled;  (2)  that  should  the  subscriber  become 
dissatisfied  with  his  purchase  before  he  had  completed  the  pay¬ 
ments  he  could  cancel  the  contract  and  receive  back  the  amount 
paid  less  7%  per  cent  for  expenses;  (3)  that  upon  application  of 
the  subscriber  a  reasonable  extension  not  exceeding  90  days 
would  be  granted  for  the  payment  of  Installments;  and  (4)  that 
if  a  subscriber  failed  to  pay  the  Installments  when  due,  and 
such  default  continued  for  30  days,  the  issuing  company  might  at 
its  option  cancel  the  subscription  contract  and  all  rights  of  the 
purchaser  thereunder.  The  petitioner  sold  many  shares  of  stock 
during  1919,  and  on  December  31  of  that  year  commissions 
totaling  $311,573.75  on  the  sale  of  24,180  shares  of  stock  were 
eliminated  from  gross  income  for  the  reason  that  subscribers 
for  those  shares  were  60  days  or  more  in  arrears  with  one  or 
more  of  their  installment  payments,  and  for  the  further  reason 
that  it  might  become  necessary  for  petitioner  to  resell  these 
shares.  The  petitioner  kept  its  books  upon  the  accrual  basis. 

Held,  that  the  Commissioner  properly  included  the  $311,573.75 
in  gross  income  for  1919. 

2.  Petitioner,  a  stock-selling  organization,  by  proper  resolution 
fixed  the  compensation  of  its  officers  at  a  stated  amount  per 
month  and  authorized  the  payment  to  them  of  a  certain  commis¬ 
sion  upon  the  sale  of  stock  of  other  corporations.  Held  that,  in 
the  circumstances,  such  compensation  was  reasonable  and  consti¬ 
tuted  a  proper  deduction  from  gross  income. 

3.  Petitioner  and  five  other  corporations  were  affiliated  during 
the  year  1919. 

W.  W.  Spalding ,  Esq .,  for  the  petitioner. 

J.  Arthur  Adams ,  Esq.,  for  the  respondent. 

This  proceeding  involves  income  and  profits  taxes  for  the  calendar 
year  1919  in  the  amount  of  $270,711.60. 

The  petitioner,  a  stock-selling  organization,  advances  four  claims 
as  follows:  (1)  That  it  should  be  permitted  to  adjust  its  books  at 
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the  end  of  the  year  so  as  to  exclude  from  gross  income  commissions 
totaling  $311,573.75  upon  the  sale  of  stock  of  other  corporations 
during  the  year,  upon  the  ground  that  under  the  terms  of  its  under¬ 
writing  contracts  that  amount  of  commissions  was  unearned.  The 
Commissioner  refuses  to  permit  it  to  do  this.  (2)  That  the  Com¬ 
missioner  erred  in  refusing  to  allow  it  to  deduct,  as  a  part  of  the 
compensation  for  its  president  and  vice  president,  $241,505.78  rep¬ 
resenting  the  total  commissions  paid  to  its  president  and  vice  presi¬ 
dent.  The  Commissioner  allowed  the  petitioner  to  deduct  compen¬ 
sation  of  $26,000  for  its  president  and  $5,777.76  for  its  vice  presi¬ 
dent.  (3)  That  the  Commissioner  erred  in  declining  to  permit  pe¬ 
titioner  and  five  other  corporations  to  file  a  consolidated  return. 
(4)  That  petitioner’s  profits  tax  should  have  been  determined  under 
the  provisions  of  section  328  of  the  Revenue  Act  of  1918. 

FINDINGS  OF  FACT. 

Petitioner  was  organized  on  January  5,  1918,  to  engage  in  the 
business  of  promoting  and  selling  stock  of  finance  corporations,  with 
principal  office  at  Boston,  Mass.  About  1917,  Henry  V.  Greene 
perfected  plans  for  the  organization  of  corporations  and  trusts  to 
carry  on  a  general  banking  business,  to  finance  automobile  sales  and 
to  deal  in  manufacturers’  open  book  accounts,  and  for  the  organiza¬ 
tion  of  another  corporation,  the  petitioner  herein,  to  sell  the  stock 
issues  of  these  corporations.  About  October,  1917,  he  organized  the 
Commercial  Finance  Corporation.  On  December  28,  1917,  Greene, 
party  of  the  first  part,  and  this  corporation,  party  of  the  second 
part,  entered  into  the  following  agreement: 

Whereas  the  said  party  of  the  second  part  is  a  corporation  organized  and 
existing  under  the  laws  of  the  Commonwealth  of  Massachusetts,  with  an  au¬ 
thorized  capital  of  two  million  dollars,  consisting  of  one  million  dollars  par 
value  of  seven  per  centum  cumulative  preferred  stock,  participating  as  to  divi¬ 
dends  and  preferred  as  to  assets  on  liquidation  to  its  par  value  and  accumu¬ 
lated  dividends,  and  one  million  dollars  par  value  of  common  stock,  each  of 
said  classes  of  stock  being  divided  into  twenty  thousand  shares  of  the  par 
value  of  fifty  dollars  each,  and  all  of  which  said  preferred  stock  is  to  be  offered 
for  public  subscription. 

And  whereas  the  said  party  of  the  first  part  is  engaged  in  the  business  of 
offering  for  sale  to  investors  and  others  the  securities  of  corporations. 

Now,  therefore,  in  consideration  of  the  issuance  to  the  said  party  of  the 
first  part  of  nineteen  thousand  nine  hundred  ninety-six  shares  of  the  said 
common  stock  of  the  said  party  of  the  second  part,  the  said  party  of  the  first 
part  agrees  to  underwrite  said  preferred  stock  at  the  price  of  forty-seven 
dollars  and  fifty  cents  per  share,  one-half  the  amount  of  the  differnce  between 
said  underwriting  price  and  the  price  at  which  the  said  stock  is  sold  is  to  be 
paid  in  cash  by  said  party  of  the  second  part  to  said  party  of  the  first  part 
upon  the  receipt  of  each  installment  subscription  to  said  stock,  the  balance  to 
be  paid  weekly  or  monthly  as  paid  in  by  subscriber. 
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Where  the  amount  of  the  cash  payment  equals  or  exceeds  the  amounts  due 
said  party  of  the  first  part  under  this  agreement,  then  the  entire  sum  so  due 
shall  at  once  be  paid  in  full  by  said  party  of  the  second  part. 

It  is  hereby  agreed  that  any  and  all  sums  received  by  the  said  party  of  the 
first  part  for  or  on  account  of  subscriptions  to  said  preferred  stock  shall  be 
promptly  paid  over  to  the  said  party  of  the  second  part. 

It  is  hereby  agreed  by  the  said  Henry  V.  Greene  that  he  will  not  engage  in 
the  marketing  or  the  promotion  of  any  other  proposition  during  the  space  of 
six  months  from  the  date  of  this  instrument. 

In  witness  whereof  the  day  first  above  written,  the  said  Henry  V.  Greene 
does  hereto  set  his  hand  and  seal  and  the  said  Commercial  Finance  Corpora¬ 
tion,  by  its  President  duly  authorized,  does  hereto  set  its  hand  and  affix  its 
corporate  seal. 

On  January  5,  1918,  Greene  executed  the  following  assignment 
of  this  contract  to  the  petitioner : 

Know  all  men  by  these  presents  that  I,  the  undersigned,  Henry  V.  Greene, 
in  consideration  of  the  issuance  to  me  of  1,200  shares  of  the  capital  stock  of 
the  H.  V.  Greene  Company,  do  hereby  sell,  transfer,  assign  to  H.  V.  Greene 
Company  all  of  my  title  and  interest  in  and  rights  under  the  agreement 
hereto  attached,  expressly  reserving  to  myself,  however,  free  from  the  opera¬ 
tions  of  this  assignment,  the  common  stock  of  Commercial  Finance  Corpora¬ 
tion  issued  to  me  in  connection  with  the  said  agreement. 

That  I  hereby  authorize  and  empower  the  said  H.  V.  Greene  Company  upon 
its  performance  of  the  conditions  and  covenants  therein  mentioned  to  demand, 
enforce  and  receive  all  relief  concerning  the  same  to  obtain  in  the  same  manner, 
to  all  intents  and  purposes,  as  I  myself  could  do  with  these  presents  not 
executed. 

At  a  meeting  of  the  petitioner’s  directors  on  December  10,  1918,  the 
following  proceedings  were  had: 

The  president,  H.  V.  Greene,  read  to  the  directors  a  contract  entered  into 
between  himself  and  the  Commercial  Finance  Corporation  to  underwrite  a 
new  issue  of  40,000  shares  of  the  preferred  stock  of  that  corporation,  and,  after 
discussion,  upon  motion  duly  made  and  seconded,  it  was  voted  that  H.  V. 
Greene  Company  assume,  and  take  over  the  rights  and  liabilities  of  H.  V. 
Greene  under  the  said  underwriting  agreement ; 

Whereupon,  Mr.  Greene  executed  to  the  corporation  an  assignment  of  said 
contract. 

In  1918,  Greene  organized  the  Mutual  Finance  Corporation,  and 
on  September  26,  1918,  Greene,  as  party  of  the  first  part,  and  this 
corporation,  party  of  the  second  part,  entered  into  the  following 
contract : 

Whereas,  the  party  of  the  second  part  is  a  corporation  organized  and  exist¬ 
ing  under  the  laws  of  the  Commonwealth  of  Massachusetts,  with  an  authorized 
capital  stock  of  one  hundred  thousand  dollars  ($100,000),  consisting  of  eighty 
thousand  dollars  ($80,000)  par  value  seven  per  centum  (7%)  cumulative  pre¬ 
ferred  stock,  participating  as  to  dividends  and  preferred  as  to  assets  on  liquida¬ 
tion  to  its  par  value  and  accumulative  dividends  and  twenty  thousand  dollars 
($20,000)  par  value  of  common  stock,  each  of  the  said  classes  of  stock  being 
of  the  par  value  of  $50.00  per  share  and  all  of  which  preferred  stock  is  to  be 

offered  for  public  subscription. 
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Whereas,  the  said  party  of  the  first  part  is  engaged  in  the  business  of  offer¬ 
ing  for  sale  to  investors  and  others  the  securities  of  corporations. 

Now,  therefore,  in  consideration  of  the  issuance  to  the  said  party  of  the 
first  part  of  the  three  hundred  and  ninety-seven  (397)  shares  of  the  said 
Common  Stock  of  the  said  party  of  the  second  part,  said  party  of  the  first 
part  agrees  to  underwrite  said  preferred  stock  at  a  price  of  fifty  dollars 
($50.00)  per  share  to  be  paid  in  cash  or  promissory  notes  to  the  said  party 
of  the  second  part  as  and  when  the  said  preferred  stock  shall  be  sold. 

In  witness  whereof  on  the  day  first  above  written,  the  said  Henry  V.  Greene 
does  hereto  set  his  hand  and  seal  and  the  said  Mutual  Finance  Corporation, 
by  its  President  duly  authorized,  does  hereto  set  its  hand  and  affix  its 
corporate  seal. 

At  a  meeting  of  the  petitioner’s  directors  on  October  10,  1918,  the 
following  proceedings  were  had  : 

The  president  laid  before  the  directors  the  contract  between  himself  and 
the  Mutual  Finance  Corporation  to  underwrite  the  preferred  stock  of  said 
Mutual  Finance  Corporation,  and  outlined  the  desirability  of  having  his 
interest  in  said  contract  taken  over  and  assigned  by  the  company.  After 
discussion,  and  upon  motion  duly  made  and  seconded,  it  was  voted  to  approve 
the  terms  of  said  contract  to  take  over  and  assign  the  interest,  rights,  and 
liabilities  of  Henry  V.  Greene,  with  the  exception  of  any  title  and  interest 
in  any  common  stock  of  the  Mutual  Finance  Corporation  issued  to  Henry 
V.  Greene  in  connection  with  the  original  execution  of  said  contract,  and 
to  issue  therefor  to  Henry  V.  Greene  100  shares  of  the  preferred  stock  of 
the  H.  V.  Greene  Company  upon  receipt  of  a  proper  assignment  as  herein 
stated  on  said  contract,  said  stock  to  be  so  issued  at  par. 

On  the  same  day  Greene  executed  an  assignment  of  this  contract 
to  the  petitioner  in  the  same  form  as  that  relating  to  the  assign¬ 
ment  of  the  Commercial  Finance  Corporation's  contract  above 
quoted. 

On  May  19,  1919,  Greene,  party  of  the  first  part,  and  the  Mutual 
Finance  Corporation,  part}7  of  the  second  part,  entered  into  the 
following  contract  relating  to  the  sale  of  the  second  issue  of  pre¬ 
ferred  and  common  stock : 

(1)  Whereas  the  said  party  of  the  first  part  is  engaged  in  the  business  of 
offering  for  sale  the  securities  of  corporations  and  has  acquired  several 
thousand  clients  who  are  satisfied  with  the  investments  they  have  already 
made  and  therefore  offer  a  field  for  quick  distribution  of  large  stock  issues : 

and 

(2)  Whereas  the  said  party  of  the  second  part  is  a  corporation  organized 
under  the  laws  of  the  Commonwealth  of  Massachusetts  with  an  original 
capitalization  of  $100,000.00  all  of  which  has  been  subscribed :  and 

(3)  Whereas  the  said  capitalization  being  insufficient  to  do  business  on 
lines  importing  a  great  success,  the  said  party  of  the  second  part  has  voted 
to  increase  its  capitalization  by  60,000  shares  of  8%  Preferred  and  40,000 
shares  Common  Stock,  both  of  the  par  value  of  $50.00 :  and 

(4)  Whereas  the  said  party  of  the  second  part  has  no  facilities  for  the 
placing  of  its  preferred  stock  in  such  a  manner  as  to  benefit  the  corporation : 

(5)  Now  therefore,  in  consideration  of  these  presents  and  in  further  con¬ 
sideration  o £  the  issuance  to  the  said  party  of  the  first  part  of  40.000  shares 
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of  the  common  stock  of  the  said  party  of  the  second  part,  the  said  party  of  the 
first  part,  for  himself  or  his  assigns,  hereby  agrees  as  follows : 

(a)  That  he  will  sell  or  cause  to  be  sold  the  entire  issue  of  the  preferred 
stock  (60,000  shares)  of  the  said  party  of  the  second  part  at  such  price  as 
will  net  the  corporation  a  sum  not  less  than  $51.25  for  each  share  thereof; 

(b)  That  he  will  give  as  a  bonus  to  each  and  every  purchaser  of  the  said 
preferred  stock,  a  trust  certificate  for  one  share  of  common  for  every  two  shares 
of  preferred  stock  so  purchased ; 

(c)  That  he  will  give  to  all  holders  of  the  original  issue  of  preferred  stock, 
as  hereinbefore  set  forth,  a  trust  certificate  for  a  full  share  of  common  stock 
for  each  two  shares  of  preferred  stock  of  said  original  issue,  so  held ; 

(d)  That  whenever  any  of  the  said  preferred  stock  shall  be  sold  for  cash, 
the  said  sum  of  $51.25  shall  forthwith  be  remitted  to  the  said  party  of  the  sec¬ 
ond  part,  for  each  and  every  share  so  sold ; 

(e)  That  whenever  any  of  the  said  preferred  stock  shall  be  sold  other  than 
for  cash,  where  the  amount  of  the  cash  payment  on  account  exceeds  the  amount 
of  the  difference  between  the  above  mentioned  net  price  and  the  price  at  which 
said  stock  shall  be  sold,  then  the  said  party  of  the  second  part  is  to  remit 
forthwith  to  the  party  of  the  first  part  the  total  amount  of  his  commission  due 
thereunder. 

(f)  That  whenever  any  of  the  said  preferred  stock  shall  be  sold  other  than 
for  cash,  where  the  amount  of  the  cash  payment  on  account  is  less  than  the 
total  amount  of  commission  due  the  said  party  of  the  first  part,  for  said  sale, 
then  the  said  party  of  the  second  part  shall  remit  forthwith  to  the  party  of 
the  first  part  an  amount  which  shall  equal  5/6  of  the  commission  due  to  the 
said  party  of  the  first  part  hereunder  and  shall  remit  the  remaining  1/6  out  of 
the  next  payment  made  by  the  client  under  said  sale. 

(6)  It  is  hereby  understood  and  agreed  by  both  the  parties  hereto  that  all 
the  terms  and  conditions  of  this  sales  contract  appear  in  the  within  agreement. 

This  contract  was  duly  assigned  by  Greene  to  the  petitioner. 

At  a  directors’  meeting  held  June  10,  1919,  the  following  resolu¬ 
tion  was  adopted: 

Upon  motion  duly  made  and  seconded,  it  was  voted  that  the  commissions 
secured  from  the  sales  of  Mutual  Finance  Corporation’s  stock  under  a  con¬ 
tract  of  the  H.  V.  Greene  Company  with  said  Mutual  Finance  Corporation,  be 
divided  as  folows : 

Salesmen  10  per  cent,  managers  5  per  cent,  superintendents  lxk  per  cent, 
general  manager  IV2  per  cent,  president,  H.  V.  Greene,  10  per  cent,  H.  Y.  Greene 
Company  the  remainder. 

All  of  the  foregoing  per  cents  being  based  on  the  par  value  of  the  stock. 

Mr.  Greene  called  the  attention  of  the  Board  to  his  desire  to  have  the  amount 
of  his  compensation  spread  upon  the  minutes  of  the  company  that  they  may  be 
recorded  in  due  form.  ^ 

On  motion  duly  made  and  seconded,  it  was  provided  that  the  salary  of  H.  V 
Greene  shall  be,  until  otherwise  voted,  $500  per  week,  together  with  any  bonus 
or  commissions  that  may  be  voted  him  from  time  to  time. 

At  a  meeting  on  December  26,  1919,  the  petitioner’s  directors 
adopted  the  following  resolution: 

On  motion  by  Mr.  Campbell,  duly  seconded,  it  was  voted  that  the  corporatioi 
pay  to  Henry  V.  Greene  as  additional  bonus  for  his  service  in  connection  wit) 
the  sale  of  Mutual  Finance  Corporation  stock  the  sum  of  $1.75  for  each  shar 
of  preferred  stock  of  said  corporation  so  sold. 
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The  First  People’s  Trust  was  organized  on  October  28,  1919,  and 
on  October  30,  1919,  J.  Henry  Neal  et  al.,  trustees,  as  parties  of  the 
first  part,  and  Henry  V.  Greene,  as  party  of  the  second  part,  entered 
into  the  following  contract : 

That  whereas,  in  accordance  with  the  plan  of  organization  referred  to  in 
said  Declaration  of  Trust,  said  Trust  proposes  to  sell  One  Hundred  Ninety 
Thousand  (190.000)  first  preferred  shares,  One  Hundred  Ninety  Thousand 
(190,000)  second  preferred,  and  One  Hundred  Ninety  Thousand  (190,000) 
common  shares  of  said  First  People’s  Trust  through  the  agency  of  said  Greene. 

Now  therefore,  in  consideration  of  the  premises  and  the  mutual  promises 
herein  contained,  it  is  agreed  by  and  between  the  parties  hereto  as  follows: 

1.  Said  Trust  covenants  and  agrees  to  issue  or  transfer,  or  cause  to  be  issued 
or  transferred,  to  said  Greene  Ten  Thousand  (10,000)  common  shares  of  said 
Trust  in  consideration  of  the  undertaking  on  the  part  of  said  Greene  herein¬ 
after  set  forth. 

2.  Said  Greene  undertakes  to  sell  One  Hundred  Ninety  Thousand  (190,000) 
shares  first  preferred,  One  Hundred  Ninety  Thousand  (190,000)  shares  second 
preferred,  and  One  Hundred  Ninety  Thousand  (190,000)  common  shares  of 
said  First  People’s  Trust  in  blocks  consisting  of  two  first  preferred  shares,  two 
second  preferred  shares  and  two  common  shares  in  each  block  at  a  price  to  net 
the  Trust  Two  Hundred  Dollars  ($200)  for  each  block  of  shares  as  aforesaid. 

3.  Said  Greene  shall  have  the  right  to  fix  the  price  in  excess  of  Two  Hundred 
Dollars  ($200)  at  which  each  block  of  shares  aforesaid  shall  be  sold,  and  said 
Trust  agrees  to  pay  to  said  Greene  as  commission  the  excess  above  Two  Hun¬ 
dred  Dollars  ($200)  received  for  each  block  of  shares  sold  as  aforesaid,  the 
evidence  of  such  sale  to  be  a  subscription  agreement  validly  executed  by  the 
purchaser  thereunder.  Said  Greene  shall  receive  no  other  commission  or  any 
compensation  from  said  Trust  for  expenses  or  otherwise  except  as  provided 
herein. 

4.  Said  shares  are  to  be  sold  in  accordance  with  the  terms  of  subscription 
agreement,  copy  of  which  is  hereto  attached,  and  all  payments  under  said 
subscription  agreement  are  to  be  made  to  the  First  People’s  Trust.  The  com¬ 
mission  to  which  the  said  Greene  is  entitled  under  this  contract  shall  be  paid 
to  said  Greene  or  his  order  from  the  first  payment  made  by  the  purchaser  under 
said  subscription  agreement,  and  shall  not  be  payable  until  said  first  payment 
is  made,  it  being  understood  that  said  first  payment  shall  be  at  least  sufficient 
to  pay  said  commission. 

5.  Until  this  contract  is  revoked  in  writing  by  the  parties  hereto,  said  Greene 
shall  have  the  sole  and  exclusive  agency  for  the  sale  of  said  shares  of  the 
First  People’s  Trust  as  hereinbefore  set  forth. 

Soon  after  the  execution  of  the  above  contract  it  was  assigned  to  the 
petitioner  by  Greene,  whereupon  the  directors  voted  to  pay  Greene 
a  commission  of  $1.25  a  share  on  the  stock  of  this  corporation. 

During  1918  and  1919  petitioner  marketed  the  stock  of  the  afore¬ 
mentioned  corporations.  The  system  of  selling  stock  devised  for  the 
petitioner  by  Greene,  its  president,  contemplated  the  wide  distribu¬ 
tion  of  the  stock  to  the  public  through  an  extensive  organization  of 
salesmen,  district  managers,  general  sales  managers,  and  executive 
officers.  Branch  offices  were  opened  in  the  more  important  cities  of 
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the  United  States.  Training  schools  for  salesmen  were  established 
at  which  the  more  recently  employed  stock  salesmen  were  instructed 
and  the  experienced  salesmen  enthused  over  the  work  at  hand.  Sixty 
branch  offices  were  established  and  1,800  salesmen  were  employed. 
The  stock  of  the  three  corporations  sold  in  1918  and  1919  amounted 
to  several  millions  of  dollars. 

No  stock  was  issued  or  delivered  to  any  subscriber  until  he  had 
fully  paid  for  the  shares  for  which  he  had  subscribed.  Subscribers 
were  given  the  option  of  paying  for  the  stock  in  full  at  the  time  of 
the  signing  of  the  contract,  by  which  they  agreed  to  purchase  so 
many  shares  at  a  specified  amount,  or  of  paying  20  per  cent  in  cash 
and  the  remainder  in  monthly  installments.  Non-interest-bearing 
promissory  notes  were  given  for  the  unpaid  installments.  All  install¬ 
ment  contracts  between  the  issuing  company  and  the  purchaser  of 
the  stock  provided,  first,  that  if  the  purchaser  should  fail  to  make 
any  of  the  installment  payments  when  due  and  such  default  should 
continue  for  30  days,  the  issuing  company  might  at  its  option  cancel 
the  subscription  contract;  second,  that  upon  written  request  of  the 
purchaser  within  one  week  from  the  date  of  such  default  the  issuing 
company  would  grant  a  reasonable  extension  on  installments  in 
arrears,  not  exceeding  three  months;  third,  in  case  of  the  death  of 
the  purchaser  before  the  amount  subscribed  had  been  fully  paid,  the 
issuing  company  would  pay  to  the  purchaser’s  estate  the  full  amount 
paid  in;  fourth,  should  the  purchaser  become  dissatisfied  with  his 
contract  before  the  installments  had  been  fully  paid,  all  amounts 
paid  in  by  him,  less  7y2  per  cent  for  expenses,  would  be  refunded. 

All  cash,  subscription  contracts,  and  notes  received  by  salesmen 
were  transmitted  direct  to  the  company  the  stock  of  which  had  been 
sold,  and  daily  reports  were  made  by  branch  managers  to  the  peti¬ 
tioner  of  the  sales  made  during  the  preceding  day.  The  issuing 
companies  maintained  upon  their  books  an  account  in  the  name  of 
each  person  who  had  signed  a  contract  to  purchase  stock  showing 
payments,  etc.  The  petitioner  did  not  maintain  such  accounts  upon 
its  books.  Upon  receipt  by  the  petitioner  of  the  daily  reports  of 
sales  made,  it  forthwith,  upon  its  books,  charged  the  company  the 
stock  of  which  had  been  sold  with  the  total  commission  upon  the 
stock  sold  and  credited  the  commission  account.  The  companies 
whose  stock  was  being  sold  made  remittances  to  the  petitioner  of  the 
commissions  to  which  it  was  entitled  under  the  contracts  out  of  the 
first  money  received  from  the  purchaser  of  the  stock. 

The  number  of  shares  sold  by  the  petitioner  during  the  year  1919, 
after  eliminating  subscription  contracts  which  had  been  definitely 
canceled,  and  the  commissions  of  H.  V.  Greene  thereon,  were  as 
follows : 
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» 

Net  shares 
sold. 

Rate. 

Amount 
of  com¬ 
mission  . 

Commercial  Finance  Corporation.. _ _  _ _ _ _ 

35,627 
62, 011 
37,436 

$.50 
2.  75 
1.25 

$17, 813.  50 
170, 530. 25 
46, 795. 00 

Mutual  Finance  Corporation  _ _ _ _ _  ..  _ 

First  People's  Trust . . . . . . - 

Total.  .  _ _ _ _ _ 

135, 074 

235, 138.  75 

At  the  end  of  1919  certain  purchasers  of  stock  were  in  arrears  with 
their  installment  pa}7ments.  The  petitioner  examined  the  books  of 
the  companies  the  stock  of  which  it  was  selling,  carefully  scrutinizing 
each  contract  and  the  account  of  each  purchaser  of  stock,  and  made  a 
list  of  the  number  of  shares  of  stock  which  had  been  sold  as  to  which 
the  purchasers  were  60  days  or  more  in  arrears  with  one  or  more  of 
their  installment  payments.  This  examination  showed  that  pur¬ 
chasers  of  11.910  shares  of  the  stock  of  the  Commercial  Finance  Cor- 

j 

poration  and  of  12,270  shares  of  stock  of  the  Mutual  Finance  Cor¬ 
poration  were  60  days  or  more  in  arrears  with  one  or  more  install¬ 
ment  payments.  The  petitioner’s  commissions  upon  these  shares 
amounted  to  $311,573.75.  Whether  all  or  any  portion  of  the  peti¬ 
tioner’s  commissions  upon  these  shares  had  been  paid  to  it  is  not 
shown.  Neither  the  purchaser  of  any  of  these  shares  nor  the  issuing- 
company  had  evidenced  a  desire  to  cancel  any  of  the  contracts. 

On  December  31,  1919.  petitioner  debited  its  commission  account 
with  $311,573.75  and  credited  the  Commercial  Finance  Corporation 
with  the  amount  of  the  commission  upon  11,910  shares  and  the  Mu¬ 
tual  Finance  Corporation  with  the  commission  on  12,270  shares,  the 
two  credits  totaling  $311,573.75.  The  explanation  of  the  entry  made 
upon  the  journal  at  the  time  was  as  follows : 

To  credit  the  Commercial  Finance  Corporation  and  the  Mutual  Finance 
Corporation  for  the  commissions  on  sales  of  stock.  All  of  the  sales,  on  which 
the  above  commissions  were  computed,  were  made  to  subscribers  who  were  at 
least  60  days  in  arrears  on  their  payments  on  December  31,  1919.  These  con¬ 
tracts  are  known  to  be  worthless  and  the  stock  will  have  to  be  resold. 

No  adjustment  was  made  of  commissions  on  stocks  sold  as  to  which 
the  purchaser  was  delinquent  in  his  installment  payments  for  less 
than  60  days. 

On  September  30,  1920,  petitioner  desired  to  show  a  large  book  net 
worth  and,  without  making  any  further  examination  of  the  delin¬ 
quent  accounts,  debited  the  Commercial  Finance  Corporation  and  the 
Mutual  Finance  Corporation  with  the  amounts  previously  credited  to 
them  and  credited  the  commission  account  with  $311,573.75,  thereby 
reversing  the  entry  of  December  31,  1919. 

Greene  was  primarily  responsible  for  the  petitioner’s  activities. 
He  formulated  all  of  its  plans  of  operations  and  supervised  and  di- 
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rected  the  carrying  out  of  those  plans.  Every  employee  worked  under 
his  supervision.  He  labored  long  hours  each  day  and  was  con¬ 
stantly  planning  for  the  success  of  the  company  and  urging  others  to 
greater  efforts.  He  edited  and  published  a  “  House  Organ,”  having 
for  its  purpose  the  success  of  the  company  through  greater  effort 
and  better  salesmanship  on  the  part  of  employees  and  salesmen.  Pe¬ 
titioner’s  entire  income  consisted  of  commissions  on  stock  sold,  and 
for  the  year  1919  was  in  excess  of  $2,000,000.  After  deducting  all  ex¬ 
penses,  including  commissions  paid  to  salesmen  of  $103,655.77,  to 
branch  managers  of  $349,361.50,  to  sales  directors  of  $113,183.50,  and 
to  district  superintendents  of  $120,293,  and  after  eliminating  from 
gross  income  the  alleged  unearned  commissions  totaling  $311,573.75, 
and,  also,  after  deducting  $229,691.03  commissions  paid  or  credited 
to  Greene  and  A.  D.  Howard,  petitioner’s  return  for  1919  showed  a 
net  income  of  $84,441.31,  or  138  per  cent  return  on  invested  capital  of 
$61,170.16. 

The  petitioner  kept  its  books  and  rendered  its  returns  upon  the 
accrual  basis.  The  total  compensation  paid  to  H.  Y.  Greene,  presi¬ 
dent  and  treasurer,  for  1919  amounted  to  $249,324.04,  consisting  of 
a  fixed  salary  of  $26,000  and  commissions  upon  stock  sold  of  $223,524. 

A.  D.  Howard  was  a  director  and  vice  president  and  devoted  his 
entire  time  to  petitioner’s  business.  With  the  exception  of  one  quali¬ 
fying  share,  he  owned  no  stock  of  the  petitioner.  His  total  compensa¬ 
tion  for  the  year  1919  amounted  to  $12,144.79,  consisting  of  a  fixed 
salary  of  $5,777.76  and  commissions  on  stock  sold  of  $6,367.03.  The 
Commissioner  allowed  the  deduction  of  Howard’s  fixed  compensation 
but  disallowed  the  commissions  paid  to  him. 

Commissions  were  paid  upon  stock  sold  during  the  year  1919,  as 
follows:  Salesmen,  10  per  cent;  branch  managers,  5  per  cent; 
district  superintendents,  2 y2  per  cent;  sales  directors,  1  y2  per  cent. 

The  petitioner  filed  a  consolidated  return  with  L.  W.  Westcott, 
Inc.,  hereinafter  designated  the  Westcott  Company ;  Backus  Heater  & 
Foundry  Co.,  hereinafter  designated  the  Backus  Company;  Cal¬ 
ifornia  Carbon  Co.,  hereinafter  designated  the  Carbon  Company; 
Southern  Labradoi'  Pulp  &  Lumber  Co.,  hereinafter  designated  the 
Lumber  Company;  and  the  College  of  the  Spoken  Word,  hereinafter 
designated  the  College  Company.  The  petitioner  claimed  that  its 
stock  and  the  stock  of  the  corporations  named  above  was  owned  or 
controlled  during  1919  by  the  same  interests,  namely,  H.  Y.  Greene, 
president  of  the  petitioner.  The  Commissioner  denied  the  right  to 
affiliation.  The  preferred  stock  of  the  corporations  had  no  voting 
rights. 

At  the  beginning  of  1919,  H.  Y.  Greene  owned  99.98  per  cent  of  the 
stock  of  the  Westcott  Company  and  99.2  per  cent  of  the  stock  of  the 
Backus  Company. 
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In  the  Carbon  Company  he  owned  7,497  shares,  or  more  than  99 
per  cent  of  the  outstanding  stock.  In  1919  there  were  issued  to  H.  V. 
Greene  37,497  additional  shares  of  stock  of  the  Carbon  Company. 

The  College  Company  was  organized  June  7,  1919,  and  throughout 
the  remainder  of  that  year  H.  V.  Greene  owned  99.8  per  cent  of 
its  stock. 

The  Lumber  Company  was  organized  September  8,  1919,  and 
throughout  the  remainder  of  that  year  H.  Y.  Greene  owned  99.8 
per  cent  of  its  stock. 

H.  Y.  Greene  owned  70.5  per  cent  of  the  petitioner’s  stock;  the 
minority  interest  was  owned  as  follows:  Alice  Fowler,  100  shares; 
Mary  Warren,  100  shares;  Marjorie  Mayo,  100  shares;  N.  ft.  Black, 
50  shares ;  Lillian  Coleman,  85  shares ;  A.  D.  Howard,  1  share ;  E.  C. 
Campbell,  101  shares ;  H.  B.  Robinson,  100  shares,  and  W.  C.  Burns, 
100  shares. 

The  stockholders  at  the  end  of  1919  were  as  follows : 

In  the  Westcott  Company  there  was  no  change  during  the  year. 

In  the  Backus  Company — H.  Y.  Greene,  51  per  cent;  F.  Liston 
Collins,  5  per  cent;  F.  E.  Backus,  37.5  per  cent;  and  A.  L.  West,  6.3 
per  cent.  Collins  and  West  were  employees  of  the  petitioner.  The 
certificates  of  stock  in  the  Backus  Company  were  written  up  and 
reserved  for  them  but  the  title  thereto  did  not  pass  from  the  company. 
The  future  ownership  of  this  stock  was  offered  as  an  inducement 
to  them  to  make  a  market  for  the  product  of  the  Backus  Company. 
In  this  they  were  unsuccessful  and  the  stock  was  never  issued  or 
delivered  to  them.  The  same  was  true  in  respect  of  the  stock  re¬ 
served  for  but  not  issued  to  Backus.  All  of  the  outstanding  stock 
of  the  Backus  Company  during  1919  was  therefore  owned  by  H.  Y. 
Greene. 

In  the  Carbon  Company,  the  College  Company,  and  the  Lumber 
Compan}^,  the  stock  was  owned  at  the  end  of  the  year  by  H.  Y.  Greene 
in  the  same  proportion  as  at  the  beginning  of  the  year.  The  stock¬ 
holdings  in  the  petitioner  company  were  substantially  the  same  at 
the  end  as  at  the  beginning  of  the  year.  There  were  certain  changes 
which  will  be  referred  to  hereafter. 

Pursuant  to  a  provision  in  its  charter,  the  stock  certificates  of  the 
petitioner  contained  the  following  indorsement: 

No  stock  of  this  corporation  shall  be  transferred  upon  the  books  of  the 
corporation  unless  it  shall  appear  that  prior  to  the  sale  thereof  by  the  stock¬ 
holder,  si^ch  stock  was  in  writing  offered  for  sale  to  the  corporation  at  par. 
If  it  shall  appear  that  said  stock  was  so  offered  for  sale  to  the  corporation, 
and  offer  was  not  accepted  within  fifteen  days  from  the  date  of  offer,  then  said 
stock  may  be  otherwise  sold  and  transferred. 

Early  in  1918,  H.  Y.  Greene,  having  optimistic  ideas  and  definite 
plans  for  selling  the  stock  of  the  finance  corporations  but  no  capital 
for  this  purpose,  approached  H.  B.  Robinson,  an  investor,  with  the 
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proposal  that  Robinson  lend  him  $1,000  for  which  he,  Greene,  would 
issue  to  Robinson  stock  of  the  petitioner  having  a  par  value  of  $1,000; 
that  upon  Robinson's  demand  Greene  would  repay  to  him  the  amount 
so  advanced;  that  Greene  should  have  the  right  to  repay  the  loan  at 
any  time  and  to  reclaim  the  stock,  and  that  Robinson's  profit  on  the 
transaction  would  be  the  dividends  on  the  stock,  which  it  was  con¬ 
templated  would  be  large  during  the  period  the  stock  stood  in  his 
name.  This  proposal  was  accepted  by  Robinson.  He  also  made  the 
same  arrangement  with  Greene  for  one  of  his,  Robinson's  employees 
and  his  nieces,  Mary  R.  Warren,  Marjorie  R.  Mayo,  Nellie  R.  Black, 
and  Alice  M.  Fowler. 

Flie  same  arrangement  was  made  by  Greene  with  E.  G.  Campbell 
and  Walter  Burns.  It  was  the  purpose  of  Greene  to  issue  no  stock 
of  the  petitioner  which  could  not  be  repurchased  by  him  at  any  time 
he  might  wish  to  do  so. 

The  arrangement  concerning  the  repurchase  of  the  stock  of  the 
individuals  named  was  carried  out  in  December,  1919,  except  as  to 
the  stock  of  Nellie  R.  Black  and  H.  B.  Robinson.  At  the  close  of 
1919,  Greene  owned  all  of  the  stock  of  the  petitioner,  except  50  shares 
standing  in  the  name  of  Nellie  R.  Black,  100  shares  in  the  n'ame  of 
H.  B.  Robinson,  1  share  in  the  name  of  A.  D.  Howard,  and  3  shares 
in  the  name  of  F.  Liston  Collins.  The  total  outstanding  stock  of  the 
petitioner  was  2,500  shares. 

At  all  meetings  of  stockholders  in  1919,  H.  V.  Greene,  with  the 
exception  of  qualifying  shares  in  the  names  of  the  other  directors, 
voted  all  of  the  stock  of  the  petitioner  pursuant  to  proxies  given  him 
by  the  minority  stockholders.  The  voting  of  the  stock  and  the 
entire  management  of  the  company  was  left  in  his  hands  by  the 
stockholders  and  the  board  of  directors.  As  to  the  other  companies, 
all  of  them  except  the  Carbon  Company  had  their  offices  in  the 
offices  of  petitioner,  wdiere  their  books  of  account  were  kept  by  peti¬ 
tioner’s  employees  at  its  own  expense.  The  meetings  of  their  stock¬ 
holders  were  held  in  petitioner’s  offices.  The  several  companies  men¬ 
tioned  were  financed  by  the  petitioner  and  H.  V.  Greene  individually. 
The  officers  and  directors  of  petitioner  and  of  the  other  companies 
were  interlocking.  The  activities  of  all  were  directed  by  the  officers 
of  the  petitioner. 

In  1919  the  following  profits  or  losses  were  earned  or  suffered  by 
the  companies  claimed  to  have  been  affiliated  with  the  petitioner: 


Loss. 

Profit. 

Backus  Heater  &  Foundry  Co .  ..  -  . . . . 

$25,  736.  27 
8,  891.  74 

California  Carbon  Co  __  _ 

L.  W.  Westcott,  Inc  .  _ _ _ 

$398.84 

Southern  Labrador  Pulp  A  "Cumber  Co  _  _  _ 

3, 262.  31 

Colleg',  of  the  Spoken  Word  _  _  _  __  _ 

1, 302. 23 
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OPINION. 

Littleton  :  The  position  of  the  petitioner  is  that  the  commissions 
to  which  it  was  entitled  under  its  contracts  with  the  companies  the 
stock  of  which  was  being  sold,  were  not  earned  until  all  installment 
payments  had  been  completed  by  the  purchaser,  and  that  the  method 
adopted  by  it  of  eliminating  from  gross  income  all  commissions  on 
stock  sold,  as  to  which  the  purchaser  was  60  days  or  more  in  arrears 
with  one  or  more  of  his  installment  payments,  was  correct.  It  is 
argued  that  under  the  terms  of  the  underwriting  contracts  petitioner 
was  not  entitled  to  claim  as  its  own  any  commission  until  full  and 
complete  payment  for  the  stock  which  it  had  sold  had  been  made. 
It  appears  that  under  the  underwriting  contracts  petitioner’s  com¬ 
mission  was  payable  out  of  the  first  payments  made  by  the  sub¬ 
scriber.  It  is  insisted,  however,  that  notwithstanding  the  fact  that 
when  the  payments  made  at  the  time  of  the  subscription  contract, 
or  prior  to  the  end  of  the  year,  equaled  or  exceeded  the  amount  of 
the  petitioner’s  commission,  and  that  it  had  the  right  to  charge  the 
issuing  company  with  the  commission,  the  petitioner  was  still  “  under 
duty  to'  see  to  it  that  the  subscriber  completed  his  payments  and 
that  the  stock  was  actually  sold,  because  petitioner  had  received 
compensation  for  making  that  particular  sale  and  until  the  stock 
was  paid  for  there  was  no  completed  sale— no  stock  was  issued  or 
delivered.  Moreover,  petitioner  had  by  written  contract  agreed  to 
underwrite  the  entire  issue— to  place  the  entire  issue  at  a  stipulated 
amount — and  where  a  subscriber  became  delinquent,  or  he  did  not 
comply  with  his  contract,  there  was  only  one  thing  for  petitioner  to 
do,  and  that  was  to  resell  the  stock.’’ 

By  reason  of  this  situation  it  is  claimed  that  the  method  adopted 
by  the  petitioner  of  determining  its  income  by  eliminating  there¬ 
from  commissions  on  shares  sold,  but  as  to  which  the  purchaser  was 
60  days  or  more  in  arrears  with  his  payments,  should  be  approved. 

The  method  adopted  by  the  petitioner  in  respect  of  unearned  com¬ 
missions  is  not  essentially  different  from  the  setting  up  of  a  reserve 
for  future  contingencies,  which  is  unauthorized  in  cases  of  this  kind 
by  the  Revenue  Act  of  1918.  Appeal  of  William  J.  Ostheimer ,  1 
B.  T.  A.  18;  Appeal  of  Consolidated  Asphalt  Co .,  1  B.  T.  A.  79; 
Appeal  of  Uvalde  Co .,  1  B.  T.  A.  932;  Thomas  Croni/n  Co.  v.  Lew- 
ellyn ,  9  Fed.  (2d)  974;  Appeal  of  Pan-American  Hide  Co .,  1 
B.  T.  A.  1249;  Appeal  of  Morrison- Ricker  Mfg.  Co .,  2  B.  T.  A.  1008; 
Appeal  of  Thatcher  Medicine  Co .,  3  B.  T.  A.  154;  Appeal  of  Green¬ 
ville  Coal  Co .,  3  B.  T.  A.  1323. 

It  is  not  claimed  by  the  petitioner  that  an  amount  equal  to  or  in 
excess  of  its  commissions  had  not  been  paid  by  the  subscriber. 
Neither  the  company  the  stock  of  which  had  been  sold  nor  the 
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subscriber  had  indicated  any  intention  of  canceling  the  subscription 
contract,  and  the  evidence  does  not  warrant  the  conclusion  that 
either  was  likely  to  do  so.  The  petitioner  excluded  from  income 
commissions  on  shares  in  respect  of  which  the  subscription  contract 
had  been  canceled  and  which  shares  had  not  been  resold,  and  the 
Commissioner  does  not  question  this. 

The  Board  is  of  the  opinion  that  the  commissions,  totaling 
$311,573.75,  constituted  income  within  the  meaning  of  the  statute, 
and  the  action  of  the  Commissioner  in  increasing  the  income  in  that 
amount  is  approved. 

The  next  question  relates  to  the  disallowance  by  the  Commissioner 
of  $229,691.03,  claimed  as  a  deduction  as  part  of  the  compensation 
paid  to  Greene  and  A.  D.  Howard  in  the  form  of  commissions  on 
stock  sold  during  the  year.  Two  hundred  and  twenty-three  thousand 
three  hundred  and  twenty-four  dollars  of  the  amount  represented 
commissions  paid  to  Greene  in  addition  to  his  fixed  compensation 
of  $26,000,  and  $6,367.03  represented  commissions  paid  to  Howard 
in  addition  to  his  fixed  compensation.  The  amount  of  commissions 
due  Greene  on  the  total  net  shares  sold  during  1919  was  $235,138.75, 
which  brings  into  issue  the  propriety  of  a  deduction  of  $241,505.78 
as  a  part  of  the  compensation  of  these  two  officers. 

The  compensation  of  the  officers  was  duly  and  regularly  fixed  by 
resolutions  of  the  directors  and  was  duly  paid  or  credited  to  them. 
Two  hundred  thousand  dollars  or  more  of  Greene’s  compensation 
was  paid  to  him  and  he  reported  the  same  in  his  tax  return. 
Howard’s  total  compensation  was  paid  to  him.  The  compensation 
of  officers  was  authorized  without  consideration  of  their  stock  owner¬ 
ship.  It  was  predicated  entirely  upon  the  value  placed  by  the  direc¬ 
tors  upon  the  services  rendered  and  to  be  rendered  during  the  year. 
Howard  was  vice  president  and  a  director  and  owned  only  one 
qualifying  share  of  stock.  He  devoted  his  entire  time  and  energy 
to  the  conduct  of  the  petitioner’s  business  and,  as  an  aid  to  Greene, 
he  was  instrumental  in  the  success  of  the  company.  F.  Liston 
Collins,  who  owned  only  three  shares  of  stock,  was  a  sales  director 
and  was  paid  commissions  amounting  to  $113,183.50.  This  amount 
was  deducted  by  the  petitioner  and  allowed  by  the  Commissioner 
without  question.  Compensation  in  the  form  of  commissions  paid 
to  salesmen,  sales  directors,  branch  managers,  and  district  superin¬ 
tendents,  only  one  or  two  of  whom  owned  a  small  amount  of 
petitioner’s  stock,  appears  to  equal,  in  comparison  with  the  value 
of  the  services  rendered  to  the  petitioner,  the  compensation  paid  to 
Greene.  No  question  is  raised  as  to  the  deduction  claimed  for  com¬ 
pensation  paid  to  any  one  other  than  Greene  and  Howard. 

Greene  organized  the  three  finance  corporations  and  procured  the 
contracts  for  the  sale  of  their  stock  to  which  petitioner’s  income  was 
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entirely  attributable.  He  formulated  and  was  largely  responsible 
for  the  success  and  plans  adopted  by  the  petitioner.  He  devoted  all 
of  his  energies  to  the  business  for  the  greater  portion  of  time  long 
after  the  usual  working  hours.  The  policies  of  the  company  repre¬ 
sented  merety  the  embodiment  of  his  ideas.  The  responsibility  of 
solving  its  problems  as  they  arose  devolved  upon  him. 

The  reason  given  by  the  Commissioner  for  the  disallowance  of  the 
deduction  of  commissions  paid  to  Greene  and  Howard  in  the  notice 
of  the  deficiency  mailed  to  the  petitioner  was  as  follows : 

Commissions  paid  to  officers  are  tentatively  disallowed  in  the  absence  of  copy 
of  agreement,  or  other  evidence  showing  authorization,  how  computed,  etc. 
However,  due  consideration  will  be  given  to  any  information  you  may  desire 
to  submit  tending  to  prove  the  correctness  of  the  deduction,  provided  same  is 
submitted  within  the  time  limit  prescribed  by  Section  274  of  the  Revenue  Act 
of  1924. 

At  the  hearing,  and  after  the  petitioner  had  proved  the  authoriza¬ 
tion  of  the  salaries  and  the  character  of  services  rendered,  the  Com¬ 
missioner  insisted  that  the  compensation  paid  to  Greene  and  Howard 
was  unreasonable  and  represented  a  distribution  of  profits.  In  sup¬ 
port  of  this  claim  the  Commissioner  pointed  to  the  fact  that  Greene’s 
income  from  other  activities  in  years  prior  to  1918  was  small  in  com¬ 
parison  with  the  amount  paid  him  by  the  petitioner  in  1919.  We  do 
not  consider  this  as  proof  that  Greene’s  services  to  the  petitioner 
during  the  taxable  year  were  not  worth  what  it  paid  him.  Although 
the  compensation  paid  was  large,  we  find  no  sufficient  evidence  to 
justify  the  conclusion  that  the  amount  paid,  or  any  portion  thereof, 
represented  a  distribution  of  profits  in  the  guise  of  compensation. 
In  view  of  the  evidence  the  Board  can  not,  in  justice,  say  that  the 
value  which  the  corporation  placed  upon  Greene’s  services  was  un¬ 
reasonable.  No  reason  was  advanced  as  to  why  the  compensation 
paid  Howard  was  considered  unreasonable.  We  think  it  was  not. 

The  Board  is  of  the  opinion  that  the  compensation  of  $235,138.75 
paid  to  Greene  and  $6,367.03  paid  to  Howard  should  be  allowed  as 
deductions  from  gross  income. 

We  are  of  the  opinion  from  the  evidence  that  H.  V.  Greene  owned 
and  controlled  substantially  all  of  the  stock  of  the  petitioner  and  the 
other  corporations  mentioned.  The  minority  stock  in  the  petitioner 
corporation  was  held  bv  persons  who  had  received  it  under  a  con¬ 
tract  providing  that  Greene  might  repurchase  it  at  any  time;  they 
took  no  interest  in  the  affairs  of  the  corporation;  he  always  voted 
the  minority  stock.  The  minority  stock  was  at  all  times  under  the 
control  of  H.  V.  Greene.  Had  there  been  the  slightest  indication 
of  opposition  by  the  minority  stockholders,  it  would  only  have  been 
necessary  for  Greene  to  repay  the  loan,  which  he  was  at  all  times  able 
to  do,  and  take  over  the  stock.  In  these  circumstances,  we  are  of 
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the  opinion  that  he  controlled  the  outstanding  minority  stock  of 
the  petitioner.  Greene  owned  more  than  99  per  cent  of  the  out¬ 
standing  stock  of  the  other  corporations  and  they  were  therefore 
affiliated  with  the  petitioner. 

The  statutory  invested  capital  of  the  petitioner  for  1919  was 
$01,170.10.  It  is  claimed  that  its  profits  tax  should  be  computed 
under  the  provisions  of  section  328  of  the  Revenue  Act  of  1918. 
However,  in  view  of  our  decision  that  the  net  income  and  invested 
capital  of  the  petitioner  and  the  other  corporations  mentioned  should 
be  computed  upon  the  basis  of  a  consolidated  return,  it  is  unnecessary 
to  pass  upon  this  question. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 

Milliken  and  Stern hagen  concur  in  the  result  only. 


D.  L.  Carmichael,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  12061.  Decided  November  11,  1926. 

Taxpayers  are  permitted  under  regulations  of  the  Commissioner 
to  take  inventories  upon  the  basis  of  (a)  cost,  or  (b)  cost  or  mar¬ 
ket,  whichever  is  lower.  Held,  that  a  taxpayer  who  took  his  inven¬ 
tory  upon  the  basis  of  cost  or  market,  which  was  the  same  as  cost, 
at  the  close  of  the  year  1920,  is  permitted  to  take  his  inventory 
upon  the  basis  of  cost  or  market,  whichever  is  lower,  at  December 
31,  1921. 

D.  L.  Carmichael  pro  se. 

W.  Frank  Gibbs ,  Esq .,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  tax  for  the  year  1921  in  the  amount  of  $425.05.  Only  a 
part  of  this  amount  is  in  controversy.  The  question  in  issue  is 
whether  the  petitioner  is  entitled  to  reduce  his  book  inventory  at 
the  close  of  1921,  in  the  amount  of  $1,906.81,  to  reflect  a  decline 
in  the  market  price  of  merchandise  on  hand. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  dealer  and  contractor  in  tile  in  the  City  of 
Atlanta,  Ga.  In  the  computation  of  net  income  for  any  year  it  is 
necessary  to  take  into  account  tile  on  hand.  Prices  of  tile  advanced 
from  1918  to  1920.  There  was  a  15  per  cent  advance  in  price  in 
1918  and  a  20  per  cent  advance  in  1919.  When  these  advances 
occurred  the  petitioner  appreciated  his  inventories  accordingly. 
Such  appreciation  in  inventory  was  reflected  in  the  net  income  of 
the  year  in  which  the  appreciation  occurred. 
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There  was  a  reduction  in  the  price  of  tile  in  1921  of  20  per  cent 
of  the  then  market  price.  Since  the  petitioner  had  appreciated  his 
inventories  at  the  time  when  there  was  an  increase  in  market  price, 
he  made  a  corresponding  reduction  in  inventory  when  there  was  a 
decline  in  market  price.  The  book  value  of  the  inventory  at  Decem¬ 
ber  31,  1921,  was  $11,440.81,  which  the  petitioner  reduced  by  the 
amount  of  $1,906.80  to  take  care  of  the  decline  in  price.  The  Com¬ 
missioner  disallowed  the  reduction  of  the  inventory  at  the  close 
of  the  year  in  the  amount  of  $1,906.80  and  increased  net  income 
accordingly. 

There  was  a  rapid  turnover  of  tile  in  the  petitioner’s  business. 
Most  of  the  tile  on  hand  at  December  31,  1921,  had  been  purchased 
in  1920  or  1921. 

OPINION. 

Smith  :  Section  203  of  the  Revenue  Act  of  1921,  provides : 

That  whenever  in  the  opinion  of  the  Commissioner  the  use  of  inventories 
is  necessary  in  order  clearly  to  determine  the  income  of  any  taxpayer,  inven¬ 
tories  shall  be  taken  by  such  taxpayer  upon  such  basis  as  the  Commissioner, 
with  the  approval  of  the  Secretary,  may  prescribe  as  conforming  as  nearly  as 
may  be  to  the  best  accounting  practice  in  the  trade  or  business  and  as  most 
clearly  reflecting  the  income. 

The  Commissioner  has  provided  that  inventories  shall  be  taken 
on  the  basis  of  (a)  cost,  or  (b)  cost  or  market,  whichever  is  lower. 
Article  1582,  Regulations  62.  For  a  number  of  years  prior  to  1918 
the  petitioner  had  taken  his  inventories  upon  the  basis  of  cost. 
When  there  was  an  advance  in  the  price  of  tile  during  the  years 
1918  and  1919,  the  petitioner  took  his  inventories  upon  the  basis  of 
market,  which  was  above  cost.  By  doing  so  he  showed  a  larger 
net  income  than  he  would  have  shown  if  the  inventories  had  con¬ 
tinued  to  be  taken  upon  the  basis  of  cost.  The  inventory  at  Decem¬ 
ber  31,  1920,  included  goods  which  had  generally  been  purchased 
at  the  increased  prices.  Although  the  petitioner  did  not  attempt  to 
take  his  inventory  at  December  31,  1920,  strictly  upon  the  basis 
of  cost  or  market,  whichever  is  lower,  the  inventory  was  actually 
taken  upon  that  basis,  since  there  wras  no  difference  between  the 
cost  and  the  market  price.  At  December  31,  1921,  the  petitioner 
took  his  inventory  on  the  basis  of  cost  or  market,  whichever  is 
lower,  and  thereby  brought  himself  within  the  requirements, of  the 
regulations  that  his  inventory  must  be  taken  upon  the  basis  of  either 
(a)  cost,  or  (b)  cost  or  market,  whichever  is  lower. 

J  udgment  'will  be  entered  on  15  days ’  notice , 
under  Rule  50. 
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New  Orleans  Shipwright  Go.,  Ltd.,  Petitioner,  v.  Commissioner 

of  Internal  Revenue,  Respondent. 

Docket  Nos.  228,  876,  5111.  Decided  November  11,  1926. 

/  ■  1  OH  '  o’  J  . 1 1 1  I J  ‘ )  1  A  l  1 1  I J 1 1 '  ‘  O'  1  *  J  >lli  s.M 

The  petitiouer  during  the  years  in  question  was  not  a  personal 
service  corporation  as  defined  by  section  200  of  the  Revenue 
Acts  of  1918  and  1921. 


Isom  J .  Guillory,  Esq .,  and  E.  Bai'rett  Prettyman ,  Esq.,  for  the 
petitioner. 

J.  Arthur  Adams ,  Esq.,  for  the  respondent. 

These  are  proceedings  for  the  redetermination  of  deficiencies  for 
the  following  years  in  the  following  amounts: 


1918 _ $41,512.60 

1920  _ Over  $10,  000.  00 

1921  _ * _  8,  250.  67 


For  the  hearing  and  decision  the  proceedings  were  consolidated  by 
agreement  of  counsel.  The  single  question  is  whether  or  not  the  pe¬ 
titioner  was  a  personal  service  corporation  during  the  years  in 
question. 


FINDINGS  OF  FACT. 


The  petitioner  was  incorporated  in  1902  under  the  laws  of  the  State 
of  Louisiana  and  has  since  conducted  its  business  in  the  Citv  of  New 
Orleans.  Its  capital  stock  consists  of  51  shares,  each  of  the  par  value 
of  $100,  a  total  of  $5,100.  This  was  $100  more  than  the  minimum 
required  under  the  Louisiana  laws  and  was  fixed  at  this  amount  so 
that  it  would  be  divisible  by  three.  The  shares  have  always  been 
owned  as  follows : 

Number 

Owner.  of  shares. 

Alfred  LeBlanc _ . _ 17 

Robert  A.  Warriner _  S1/^ 

Matthew  Warriner _  8% 

M.  J.  Sanders _  9 

Edward  Nathan _  8 


LeBlanc  was  the  agent  in  New  Orleans  of  the  Harrison  Lines,  the 
Warriners  were  agents  there  for  the  Elder-Dempster  Lines,  and 
Sanders  was  agent  for  the  Leyland  Lines.  All  of  the  stockholders 
resided,  in  New  Orleans  at  all  times  material  hereto,  except  Matthew 
Warriner,  brother  and  partner  of  Robert,  who  resided  in  England. 

In  1902,  these  New  Orleans  agents  of  the  three  English  steamship 
lines  above  named,  with  the  approval  of  their  principals,  incor¬ 
porated  the  petitioner  to  do  the  shipwright  work  on  the  vessels  of 
their  respective  lines  loading  at  New  Orleans,  thus  to  avoid  having 
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the  work  done  by  the  man  who  had  previously  contracted  for  it  at 
what  the  agents  considered  were  exorbitant  rates.  The  petitioner 
performed  the  work  on  the  basis  of  cost  plus  10  per  cent.  Cost  in¬ 
cluded  the  amount  paid  for  materials,  labor,  superintendence,  and 
all  overhead*  expenses.  Later  the  10  per  cent  was  increased  to  15 
per  cent. 

The  shipwright  work  consisted  of  the  construction  of  stalls,  shift¬ 
ing  boards,  platforms  and  the  like  to  protect  the  ship  and  cargo. 
It  differed  for  each  ship  and  for  each  cargo,  but  in  every  instance  it 
had  to  conform  with  detailed,  printed  rules  of  the  New  York  Board 
of  Underwriters  and  had  to  be  approved  by  an  inspector  of  that 
board  before  the  cargo  would  be  insured. 

Prior  to  1902,  the  agent  for  the  owner  of  any  ship  which  loaded 
at  the  port  of  New  Orleans  booked  and  made  all  necessary  arrange¬ 
ments  for  the  cargo,  decided  in  what  compartments  of  the  ship  the 
principal  cargo  should  be  loaded — though  leaving  the  rest  of  the 
loading  plan  to  the  captain  of  the  vessel — and  ordered  the  ship¬ 
wright  contractor  to  fit  up  the  ship  in  accordance  with  the  rules  and 
the  loading  plan.  In  that  part  of  his  duties  connected  with  the 
shipwright  work  the  agent  had  the  aid  of  his  assistants,  his  marine 
superintendent,  the  captain  of  the  vessel,  and  the  wharf  officials. 

After  the  petitioner  was  incorporated  the  duties  of  each  of  the 
three  men,  now  both  agents  and  stockholders,  were  the  same  as  before 
except  that  now,  upon  completion  of  the  work,  the  agent  can  inspect 
the  books  of  the  shipwright  company  and  check  the  bill. 

Edward  Nathan  supervised  the  petitioner’s  clerical  work  and 
looked  after  the  details  of  its  business.  He  had  under  him  a  chief 
clerk  and  a  bookkeeper. 

The  petitioner  secured  a  “  very  good  ”  superintendent,  formerly 
the  foreman  for  the  contractor  above  mentioned.  This  man  had 
his  son  as  an  assistant  and,  after  they  had  been  informed  as  to  the 
plan  for  loading  a  particular  vessel,  they  hired  all  labor  and  ordered 
all  necessary  material  for  the  work  at  a  fixed  price,  prearranged 
between  the  seller  and  the  petitioner.  By  doing  all  of  the  ship¬ 
wright  work  for  the  three  lines  the  petitioner  was  able  to  purchase 
lumber  and  supplies  at  low  prices. 

Materials  needed  in  connection  with  the  shipwright  work  on  a 
particular  steamer  were  delivered  by  the  seller  at  the  wharf  where 
the  steamer  was  docked.  They  were  charged  to  the  account  of  the 
petitioner  and  bills  therefor  were  rendered  at  the  end  of  each  month. 
The  petitioner’s  foreman  or  the  captain  of  the  vessel  signed  a  receipt 
for  the  seller  on  delivery  of  the  materials  at  the  wharf.  The  work 
on  a  steamer  was  usually  completed  within  two  days.  In  1918,  the 
petitioner’s  biggest  year,  over  300  vessels  were  fitted.  Much  of  the 
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work  was  done  at  night.  When  the  work  for  a  particular  steamer 
was  completed,  the  agent  of  the  steamship  company  owning  the  vessel 
was  presented  with  a  bill  setting  forth  the  cost  of  the  materials 
and  labor,  charge  for  the  superintendent’s  services,  workmen’s  com¬ 
pensation  insurance,  miscellaneous  expenses,  and  a  charge  to  include 
the  petitioner’s  overhead  expenses,  plus  10  or  15  per  cent  of  the 
total.  A  typical  bill  included  charges  as  follows: 


Material _ $2, 166. 18 

Labor _  1,  699.  24 

Superintendent _  15.  00 

Miscellaneous _  5.  00 

Workmen’s  compensation  insurance _  110.  55 

Fifteen  per  cent  of  tbe  above _  599.  40 


Total _  4,  595.  37 


After  the  bill  had  been  approved  by  the  captain,  the  agent  for  the 
steamship  company,  within  from  three  to  five  days  of  the  completion 
of  the  work,  paid  the  petitioner  the  amount  of  the  bill. 

When  more  materials  were  ordered  for  a  vessel  than  were  neces¬ 
sary,  the  excess  remained  on  the  wharf  of  that  particular  steamship 
company  and  was  used  in  the  next  steamship  of  the  same  line  loading 
at  that  wharf.  '  The  petitioner  never  sold  any  materials  which  it  pur¬ 
chased  for  shipwright  work  and  it  seldom  did  any  shipwright  work 
upon  any  steamships  except  those  owned  by  the  Harrison  Lines,  the 
Leyland  Lines  and  the  Elder-Dempster  Lines. 

The  petitioner  sometimes  had  as  many  as  100  carpenters  and 
laborers  in  its  employ.  These  men  were  hired  by  the  job  and  were 
paid  by  the  hour  or  quarter  day  during  actual  employment.  Pay¬ 
rolls  sometimes  averaged  $40,000  a  month.  If  in  any  case  the  peti¬ 
tioner  did  not  have  cash  on  hand  to  meet  a  payroll,  the  agents  of 
the  steamship  companies  were  requested  to  and  did  advance  their 
proportionate  shares. 

None  of  the  stockholders  ever  received  any  salary  for  services,  but 
Edward  Nathan,  as  secretary,  treasurer  and  manager,  was  paid 
bonuses  over  the  proportionate  amount  of  earnings  to  which  his 
shares  entitled  him,  for  direct  supervision  of  all  services  performed, 
as  follows: 

In  1918 _  $765.  00 

In  1919 _ 4,  103.  78 

In  1920 _ _ _  306.  00 

In  1921 _ _ _ 1 _ _ _  789.  56 

The  respective  balance  sheets  of  the  petitioner  for  December  31  in 
each  of  the  years  1917,  1918,  1919,  1920,  and  1921,  show : 


(458)  NEW  ORLEANS  SHIPWRIGHT  CO.,  LTD.  461 


Dec.  31, 
1917. 

Dec.  31, 
1918. 

Dec.  31, 
1919. 

Dec.  31, 
1920. 

Dec.  31, 
1921. 

ASSETS. 

Liberty  loan  bonds . . _  . 

$24,  413.  20 
2, 100.  99 

$44, 413.  20 
26,  075.  01 
6,  000.00 
2, 017.  78 

$14, 869. 40 
5,  970.  39 
2, 462. 17 
850.  55 
189.  46 
1, 178.  06 
S2.56 
5.00 
4,  917. 09 

Accounts  receivable  (trade) _ _ 

$9,  240.  54 

$4,  553. 91 

1,  200.  00 
4, 001. 10 
175. 12 
305. 16 

Loans  (stockholder) . . _ . 

Lumber  on  hand  (account  steamers) . 

1, 247.  90 

2,  652.  00 

Furniture  and  fixtures . _ . . . 

Automobile _ _ _  _ 

Accrued  interest  (Liberty  bonds) _ 

Motor  deposit . . . 

Cash _ ...  ....  . 

14, 161.  38 

1,  999.  31 

2,  334.  76 

18, 697.  74 

Totals . . . . . . . 

41, 923.  47 

80,  505.  30 

14,  227.  30 

28, 933.  03 

30, 524.  68 

LIABILITIES. 

Capital  stock . . . . . 

Bills  payable  (Liberty  bonds) _ 

5, 100.  00 

5, 100.  00 
10,  000.  00 
16, 760.  57 
48,  644.  73 

5, 100.  00 

5, 100.  00 

5, 100. 00 

Accounts  payable  (trade) _ 

618.04 
36,  205.  43 

6, 494.  95 
2, 632.  35 

168.  22 
23,  664.  81 

1, 154. 15 
24,  270.  53 

Surplus...* . . . .  . 

Totals . . . 

41,  923.  47 

80, 505.  30 

14,  227.  30 

28, 933.  03 

30,  524.  68 

The  accounts  payable  represent  supplies  received,  bills  for  which 
were  not  due.  The  principal  amount  under  accounts  receivable  was 
for  work  in  process  of  completion  on  the  day  on  which  the  balance 
was  taken,  the  bill  for  which  had  not  been  rendered  to  the  agent 
for  the  steamship  company.  The  petitioner’s  overhead  expenses 
consisted  of  salaries  of  office  clerks,  employers’  liability  insurance, 
automobile  expenses,  office  rent,  advertising  for  help,  audit  fees,  tele¬ 
phone  and  telegraph,  and  other  miscellaneous  items.  These  overhead 
expenses  amounted  to  $4,599.60  in  1918,  $12,275.39  in  1919,  $6,939.02 
in  1920,  and  $6,708.56  in  1921.  The  gross  value  of  materials,  sup¬ 
plies  and  labor  amounted  to  $445,308.24  in  1918,  $127,326.47  in  1920, 
and  $89,063.38  in  1921.  The  net  profits  were  for  1918,  $37,939.30, 
for  1919,  $4.44,  for  1920,  $31,440.93,  and  for  1921,  $26,936.24.  Divi¬ 
dends  were  usually  paid  every  six  months.  The  corporation  paid 
dividends  amounting  to  $25,500  in  1918  and  $58,353.60  in  1919. 

In  addition  to  his  activities  in  the  conduct  of  the  affairs  of  the 
petitioner  for  the  years  1918  to  1921,  inclusive,  Alfred  LeBlanc 
received  a  salary  of  $5,000  and  a  commission  of  2 y2  per  cent  on  the 
steamer  freight  list  for  acting  as  the  New  Orleans  agent  of  the  Har¬ 
rison  Lines,  a  commission  of  2 y2  per  cent  on  light  freight  and  1*4 
per  cent  on  coffee,  for  acting  as  the  New  Orleans  agent  of  the  Lam¬ 
port  and  Holt  Lines,  and  also  commissions  for  acting  as  the  New 
Orleans  agent  of  Chubb  &  Sons.  He  also  received  a  salary  from 
LeBlanc  &  Bailey,  Ltd.,  a  fire  and  marine  insurance  company,  in 
which  he  owned  a  one-half  interest  and  to  which  he  devoted  some 
of  his  time. 

M.  J.  Sanders  received  a  salary  of  $12,000  or  $15,000  a  year  dur¬ 
ing  the  years  1918  to  1921,  inclusive,  for  acting  as  the  New  Orleans 
agent  of  the  Leyland  Lines.  About  1918,  he  organized  the  Mis- 
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sissippi  Shipping  Company  Corporation  and  devoted  some  time 
to  this  company  until  about  the  year  1921.  He  also  devoted  some 
time  to  Mobile  Liners,  Inc.,  of  which  he  was  the  president. 

Edward  Nathan  was  an  expert  freight  broker  and  a  partner  in 
Nathan  &  Fettis. 

No  part  of  the  petitioner’s  gross  or  net  income  consisted  of  gains, 
profits,  or  income  derived  from  trading  as  a  principal,  nor  of  gains, 
profits,  commissions  or  other  income  derived  from  a  Government 
contract  or  contracts  made  between  April  6,  1917,  and  November 
11,  1918,  both  dates  inclusive. 


OPINION. 

Murdock:  A  personal  service  corporation  is  one  “whose  income 
is  to  be  ascribed  primarily  to  the  activities  of  the  principal  owners 
or  stockholders  who  are  themselves  regularly  engaged  in  the  active 
conduct  of  the  affairs  of  the  corporation  and  in  which  capital 
(whether  invested  or  borrowed)  is  not  a  material  income-producing 
factor,”  and  which  meets  certain  other  requirements  of  the  statute. 
The  obvious  intent  of  Congress  was  to  exempt  those  corporations 
from  taxation  as  corporations  whose  profits  wTere  due  primarily  to 
personal  service  rendered  by  the  principal  owners  or  stockholders, 
provided  they  meet  all  of  the  other  requirements  of  the  definition  in 
section  200  of  the  Revenue  Acts.  Do  the  facts  in  this  case  qualify 
the  petitioner  for  personal  service  classification? 

This  corporation  had  a  very  small  amount  of  capital  and,  so  far 
as  the  record  discloses,  it  never  borrowed  any  money  on  its  paper.  But 
it  retained  a  considerable  surplus  in  the  business;  materials  and 
supplies  were  purchased  on  credit,  and  the  steamship  lines  occasion¬ 
ally  advanced  money  for  payrolls.  We  must  consider  these  things 
when  we  are  called  upon  to  decide  whether  capital,  invested  or  bor¬ 
rowed,  was  a  material  income-producing  factor. 

R.  A.  Warriner,  who  owned  one-sixth  of  the  stock,  gave  none  of 
his  time  to  the  conduct  of  the  corporation’s  affairs.  The  other  stock¬ 
holders  were  somewhat  active  in  the  business.  They  chose  an  able 
superintendent  and  they  may  have  had  a  part  in  obtaining  good 
workmen  and  favorable  prices  for  supplies  and  in  seeing  that  the 
books  were  properly  kept,  but  aside  from  these  things,  which  are 
rot  determinative,  there  was  no  satisfactory  evidence  to  show,  and 
we  are  unable  to  see,  just  what  LeBlanc,  Sanders,  and  Matthew 
Warriner  did  as  stockholders,  from  which  we  might  decide  that  they 
were  regularly  engaged  in  the  active  conduct  of  the  affairs  of  the 
corporation. 

LeBlanc  testified  that  he  directed  the  shipwright  work  on  the 
Harrison  Line  steamers,  that  Sanders  did  the  same  for  the  Levland 
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Line  vessels  and  that  Matthew  Warriner  performed  a  like  service 
for  the  Elder-Dempster  Line  boats.  But  he  did  not  tell  us  in  what 
way  he  directed  this  work  and  he  failed  to  mention  any  new  duties 
which  he  took  on  as  a  stockholder  which  he  did  not  already  have  as 
agent.  He  said  that  the  shipwright  work  which  he  did  as  stock¬ 
holder  he  would  have  done  in  any  event  as  agent — that  he  could  not 
separate  the  one  from  the  other.  He  also  said  that  after  the  plan 
for  loading  a  vessel  had  been  adopted  it  was  only  necessary  lo  tell 
the  foreman  to  fit  up  the  boat  in  conformity  with  the  rules.  We 
fail  to  see  any  personal  element  in  this  service. 

Sanders’  testimony  was  to  the  same  effect.  .  It  indicated  that  a 
large  part  of  his  work  was  done  by  assistants  and  that  he  personally 
might  not  go  to  the  wharf  once  in  a  month.  He  said  that  his  duties 
before  and  after  the  petitioner  was  incorporated  differed  very 
little. 

A  corporation,  to  qualify  for  personal  service  classification,  must 
prove  that  its  income  is  to  be  ascribed  primarily  to  the  activities 
of  its  principal  stockholders.  In  the  present  case  the  ability  and 
judgment  of  four  of  the  stockholders  undoubtedly  played  a  part 
in  the  production  of  the  petitioner’s  income,  but  in  respect  to  the 
activities  of  three  of  these  men  the  evidence  leaves  us  in  doubt,  as  we 
have  already  indicated. 

Demand  for  the  petitioner's  services  arose  because  the  agents  for 
three  important  steamship  lines  were  numbered  among  its  stock¬ 
holders.  The  same  situation  was  favorable  to  the  success  of  the 
petitioner  in  other  ways.  For  instance,  because  of  it,  bills  were 
promptly  paid  and  bad  debts  were  avoided.  As  a  result  of  the 
large  volume  of  business  which  came  to  the  petitioner  from  these 
three  steamship  lines,  it  could  obtain  favorable  prices  for  lumber 
and  supplies  and  could  maintain  a  permanent  force  both  for  super¬ 
intendence  and  for  clerical  work.  See  Appeal  of  Medbury -Wilson 
Co .,  1  B.  T.  A.  963;  and  Appeal  of  Citizens  Underwriters  Agency , 
2  B.  T.  A.  1116. 

The  petitioner  received  income  because  it  was  able  to  furnish  com¬ 
pleted  shipwright  work,  satisfactory  in  workmanship  and  price. 
Before  selling  this  finished  product  it  took  some  of  the  risks  of  a 
manufacturer.  Fire,  accident,  or  negligence  might  have  caused 
a  loss  to  the  petitioner.  It  was  paid  for  taking  this  chance  and 
some  of  the  income  must  be  ascribed  to  its  acceptance  of  these 
risks. 

We  have  carefully  considered  not  only  the  facts  above  discussed, 
but  also  all  other  facts  in  this  case;  we  have  had  in  mind  that 
failure  to  meet  any  one  of  the  tests  of  the  definition  is  fatal  to  the 
contention  of  the  petitioner,  and  we  are  of  the  opinion  that  the 
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petitioner,  during  the  years  in  question,  was  not  a  personal  service 
corporation  as  defined  by  section  200  of  the  Revenue  Acts  of  1918 
and  1921. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner. 


Hibbard,  Spencer,  Bartlett  &  Go.,  Petitioner,  v.  Commissioner 

of  Internal  Revenue,  Respondent. 

Docket  No.  7431.  Decided  November  12,  1920. 

Amounts  paid  into  a  fund  during  each  year  for  pensioning  its 
employees  are  deductible  from  gross  income  for  the  year  as 
ordinary  and  necessary  expenses  of  carrying  on  the  petitioner’s 
business,  where  the  facts  and  circumstances  connected  with  the 
creation  and  operation  of  the  fund  show  that  it  is  a  trust  and 
a  separate  taxable  entity. 

David  Bluford ,  Esq.  and  Raymond,  H.  Schultz,  Esq.,  for  the 
petitioner. 

John  W.  Fisher,  Esq.,  for  the  respondent. 


The  Commissioner  has  determined  deficiencies  in  income  and 
profits  taxes  and  an  overassessment  for  the  following  years  in  the 
following  amounts : 


Year. 

Deficiency. 

Overas¬ 

sessment. 

1918 . . . . . . . 

$28, 425. 00 
12, 563. 32 

1919 . . . . . 

1920 . _ . 

$7,047.76 

1921 . 

3, 136. 74 
3,852.38 

1922 

The  controversy  arises  over  the  alleged  error  of  the  Commissioner 
in  refusing  to  allow,  as  deductions  from  gross  income  in  the  respec¬ 
tive  years,  the  amounts  paid  by  the  petitioner  in  each  year  to  the 
Hibbard,  Spencer,  Bartlett  &  Co.  pension  fund ;  in  holding  that  the 
total  of  the  annual  contributions  made  to  the  fund  by  the  employees, 
and  of  the  accrued  interest  on  the  entire  fund,  was  income  to  the 
petitioner  in  each  year;  and,  if  no  trust  existed,  in  disregarding  for 
invested  capital  purposes  the  contributions  of  the  employees  for 
years  prior  to  1918.  The  facts  were  stipulated. 

FINDINGS  OF  FACT. 

1.  In  1904  the  taxpayer  submitted  to  its  employees  a  proposition 
for  the  establishment  of  a  pension  fund,  which  was  accepted  by  both 
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the  employees  and  the  taxpayer,  and,  pursuant  thereto  the  Hibbard, 
Spencer,  Bartlett  &  Co.  Pension  Fund,  hereinafter  called  the  Pension 
Fund,  ay  as  established  and  has  since  continued  in  operation. 

2.  The  following  rules  and  regulations  govern  the  operation  and 
conduct  of  the  Pension  Fund  and  were  in  effect  during  the  years 
covered  by  the  deficiency  letter  referred  to  in  the  taxpayer's  petition : 

RULES  AND  REGULATIONS  GOVERNING  HIBBARD,  SPENCER,  BARTLETT  &  CO. 

State  Street  Bridge,  Chicago 

PENSION  FUND 

1.  The  word  Employer,  wherever  it  shall  appear  herein,  shall  he  taken  to 
mean  Hibbard,  Spencer,  Bartlett  &  Co.  The  personal  pronouns  he,  his  and 
him,  wherever  appearing  herein,  unless  a  contrary  intention  is  clearly  ex¬ 
pressed,  shall  be  taken  to  refer  to  employes  of  either  sex.  The  word  salary, 
as  used  herein,  means  the  agreed  periodical  compensation  of  the  employe  and 
does  not  include  commissions,  bonuses,  overtime  earnings,  profit  sharing  dis¬ 
tributions  or  service  dividends. 

2.  This  fund  shall  be  known  as  “  The  hibbard,  spencer,  bartlett  &  co.  pen¬ 
sion  fund.” 

3.  The  by-laws  of  Hibbard,  Spencer,  Bartlett  &  Co.  shall  control  the  main¬ 
tenance  and  distribution  of  said  fund  in  so  far  as  they  are  applicable  and 
not  modified  by  anything  herein  contained. 

4.  Said  fund  shall  be  controlled  by  a  Pension  Committee  of  seven,  consisting 
of  the  President  and  First  Vice-President  of  Hibbard,  Spencer,  Bartlett  &  Co., 
three  Directors  to  be  chosen  at  the  annual  meeting  of  the  Board  of  Directors 
of  said  company  and  two  employes,  not  directors,  to  be  elected  annually  by 
the  employes.  Each  member  shall  serve  until  his  successor  is  elected.  Said 
committee  shall  have  full  power  and  authority  to  do  all  acts  necessary  to 
carry  out  the  objects  of  this  pension  fund  as  provided  herein.  One  member 
of  said  Committee  shall  be  chosen  and  act  as  its  secretary.  Meetings  of  said 
Committee  may  be  called  on  notice  by  any  member.  Vacancies  occurring  in 
the  Pension  Committee  may  be  filled  by  the  Board  of  Directors  of  Hibbard, 
Spencer,  Bartlett  &  Co.  Three  members  of  the  Committee,  including  the 
Chairman  of  the  Board  of  Directors,  or  President  or  First  Vice-President, 
shall  constitute  a  quorum  for  the  transaction  of  business. 

5.  With  the  exception  mentioned  in  Paragraph  7,  all  employes  (including 
officers)  of  the  Employer,  who  are  eighteen  years  of  age  or  over  (other  than 
persons  more  than  forty  years  old  when  last  entering  the  service  of  the 
Employer,  and  country  traveling  salesmen)  shall  contribute  to  this  fund  and 
be  eligible  to  receive  benefits  therefrom  as  herein  provided.  By  country  trav¬ 
eling  salesmen  is  meant  all  salesmen  whose  routes  are  mainly  outside  of  the 
limits  of  the  city  of  Chicago. 

6.  Each  employe  specified  in  the  preceding  section  shall  contribute  to  this 
fund  a  sum  equal  to  two  per  cent  of  his  annual  salary,  not  exceeding  sixty 
dollars  per  annum,  to  be  deducted  quarterly  from  the  payment  of  such  salary. 

7.  Subject  to  the  approval  of  the  Employer,  employes  of  advanced  age  elect¬ 
ing  so  to  do  may  participate  in  this  fund.  By  employes  of  advanced  age  is 
meant  those  who,  when  last  entering  the  service  of  the  Employer,  are  more 
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than  forty,  but  not  more  than  fifty-five  years  old.  Notice  of  such  election 
must  be  given  in  writing  to  the  treasurer  of  the  Employer  within  ten  days 
after  the  employe  of  advanced  age  enters  the  service  of  the  Employer.  Such 
notice  must  state  the  date  of  the  employe’s  birth, — day,  month  and  year.  If 
the  employe’s  application  is  approved  by  the  Employer,  its  treasurer  will  give 
him  written  notice  thereof. 

8.  The  percentage  of  his  annual  salary  to  he  contributed  to  this  fund  by 
each  male  employe  of  advanced  age  participating  therein  shall  be  determined 
by  subtracting  liis  age  at  his  nearest  birthday  when  last  entering  the  service 
of  the  Employer  from  sixty-five  and  dividing  one  hundred  by  the  remainder. 
In  the  case  of  female  employes  of  advanced  age  participating  in  the  fund, 
the  percentage  to  be  contributed  shall  be  determined  by  subtracting  the  age 
at  the  nearest  birthday  when  entering  the  service  from  sixty  and  dividing  one 
hundred  by  the  remainder.  In  each  of  these  calculations  fractions  under  one- 
half  of  one  per  cent  shall  be  disregarded  in  the  result.  Fractions  of  one-half 
of  one  per  cent  or  more  shall  be  treated  as  a  whole  number.  The  percentage 
thus  determined  shall  be  the  fixed  contribution  of  the  employe  throughout  the 
period  of  his  service.  The  contributions  of  employes  of  advanced  age  will  be 
deducted  by  the  Employer  from  their  salaries. 

ILLUSTRATION 
Age  at  Nearest  Birthday 


Age. 

Contribution. 

Age. 

Contribution. 

Males. 

Females. 

Males. 

Females. 

Per  cent 

Per  cent 

Per  cent 

Per  cent 

41 . _ . 

4 

5 

49. . . . . 

6 

9 

42... . . . . 

4 

6 

50 . . . 

7 

10 

43... . . . . 

5 

6 

51 . . . . . 

7 

11 

44 . . 

5 

6 

52 . 

8 

13 

45.. . . . 

5 

7 

53 . . . 

8 

14 

46 . . . 

5 

7 

54 _ 

9 

17 

47 _ _ 

6 

8 

55 . . . . . . 

10 

20 

48 . . . 

6 

8 

9.  The  Employer  will  contribute  each  quarter  a  sum  equal  to  the  aggregate 
payments  by  the  employes  during  the  same  period. 

10.  The  pension  fund  shall  remain  in  the  custody  of  the  Employer  and  all 
payments  provided  for  in  these  Rules  and  Regulations  are  to  be  made  out 
of  said  fund. 

11.  In  case  of  the  voluntary  resignation  of  an  employe  or  his  dismissal 
by  the  Employer,  or  such  employe  becoming  a  country  traveling  salesman, 
or  in  case  suit  shall  he  filed  by  any  such  employe  against  the  Employer,  or  in 
case  the  Employer  shall  become  liable  to  pay  compensation  to  such  employe 
for  disability,  as  provided  in  any  Workmen’s  Compensation  Law,  all  payments 
made  by  him  to  this  fund  shall  be  returned  to  him,  with  simple  interest  at  the 
rate  of  three  per  cent  per  annum,  less  any  amount  he  may  have  received  from 
the  fund,  and  his  interest  in  the  fund  shall  thereupon  terminate.  Interest  shall 
be  computed  from  the  first  of  the  year  on  the  contributions  for  the  year  next 
preceding. 

Provided  that  the  question  of  cause  for  dismissal  of  any  employe  by  the 
Employer  is  to  rest  wholly  in  the  discretion  of  said  Employer  by  its  proper 
officer  or  officers. 
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12.  If  any  employe  contributing  to  said  fund  shall  die  while  in  the  service 
of  the  Employer,  or  while  on  the  pension  roll  hereby  created,  all  payments 
made  by  such  employe  to  said  fund  shall  be  paid  to  his  estate  with  interest 
as  provided  in  the  preceding  section.  Provided,  if  any  employe  shall  die 
intestate  his  deposit  with  interest  as  aforesaid  may,  in  the  discretion  of  the 

i 

Pension  Committee,  be  paid  to  his  widow,  or  if  he  shall  be  unmarried  at  the 
time  of  his  death,  to  his  next  of  kin,  unless  said  employe  shall  have  filed  a 
notice  in  writing  with  the  secretary  of  the  Pension  Committee  directing  payment 
to  be  made  otherwise. 

13.  Except  in  cases  where  there  are  special  reasons  to  the  contrary,  it  is 
the  policy  of  the  Employer  to  retire  from  its  service  all  employes  wiio  have 
reached  the  age  of  sixty-five  years  in  case  of  males,  and  sixty  years  in  case 
of  females. 

14.  Male  employes  who  have  been  continuously  in  the  service  of  the  Employer 
at  its  Chicago  office  for  fifteen  years  or  more  will  be  permitted  to  retire  from 
such  service  on  attaining  the  age  of  sixty-five  years.  After  attaining  the  age 
of  sixty  years  such  employes  may  be  retired  by  the  Pension  Committee,  at  its 
discretion. 

Female  employes  who  have  been  continuously  in  the  service  of  the  Employer 
for  fifteen  or  more  years,  at  its  Chicago  office,  will,  on  attaining  the  age  of 
sixty  years,  be  permitted  to  retire  from  such  service. 

15.  Each  employe  upon  so  retiring,  or  being  retired,  shall  receive  from  said 
pension  fund,  at  intervals  of  two  weeks  thereafter,  a  sum  equal  to  tw’o-thirds 
of  his  average  salary  for  that  period  during  the  previous  five  years. 

Provided  that  no  pensioner  shall  be  paid  at  the  rate  of  more  than  fifteen 
hundred  dollars  per  annum  and  provided  such  payments  shall  not  extend  beyond 
a  period  equal  to  the  time  during  which  such  employe  has  made  payments  to 
said  fund,  except  that  the  pension  shall  be  paid  during  life  to  any  employe  who 
has  contributed  continuously  to  the  fund  for  twenty  years  or  more. 

16.  An  employe  who,  before  attaining  the  age  of  sixty-five  years  in  the 
case  of  males,  and  sixty  years  in  the  case  of  females  shall  seem  permanently 
incapacitated  by  ill  health  or  affliction  for  service  with  the  Employer,  shall  be 
retired,  and  may  take  the  benefits  provided  herein  as  though  such  employe 
had  reached  the  above  specified  age,  such  benefits  to  cease  should  he  again 
become  capacitated  for  service  or  engage  in  any  gainful  employment  without 
the  approval  of  said  Pension  Committee. 

Provided : 

(a)  The  question  of  the  capacity  or  incapacity  of  any  such  employe  is  to 
rest  wholly  with  the  Pension  Committee. 

(b)  If  the  pensioner  is  or  shall  become  mentally  incapacitated,  said  Pension 
Committee  may,  in  its  discretion,  pay  the  pension  of  such  pensioner  to  any 
member  of  his  family ;  or,  if  such  pensioner  has  no  immediate  family,  to  his 
guardian  or  next  friend. 

(c)  When  incapacity  for  work  is  the  result  of  intemperance  or  any  other 
cause  within  the  control  of  the  employe  no  pension  shall  be  paid. 

(d)  When  incapacity  or  disability  results  from  any  cause  for  which  the 
Employer  shall  pay  compensation,  the  amount  thus  paid,  whether  covered  by 
liability  insurance  or  not,  shall  be  deducted  from  any  payment  provided  by 
this  pension  system. 

(e)  In  no  event  shall  any  pension  provided  in  this  section  be  paid  during  a 
period  longer  than  the  time  during  which  such  employe  has  made  payments 
to  this  fund. 

17.  For  the  period  of  five  years  following  the  death  of  a  male  pensioner,  an 
allowance  equal  to  one-lialf  of  his  pension  shall  be  paid  to  his  widow.  This 
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allowance  shall  cease  on  her  re-marriage.  At  her  death,  if  she  leaves  chil¬ 
dren,  her  allowance  is  to  be  paid  to  them  or  to  their  guardian  until  the  youngest 
shall  attain  the  age  of  eighteen  years.  The  interest  of  each  child  in  the  pension 
fund  shall  cease  when  he  or  she  reaches  that  age,  or  on  marriage  prior  thereto. 
No  allowance  shall  be  paid  to  the  widow  of  a  pensioner  who  married  him 
after  he  became  a  pensioner,  nor  to  her  children.  Neither  shall  an  allowance 
be  paid  to  a  widow  who  was  living  apart  from  her  husband  at  the  time  of 
his  death,  but  in  such  a  case  it  may,  in  the  discretion  of  the  Pension  Committee, 
be  paid  to  his  children. 

(a)  Orphan  children  of  a  pensioner  shall,  subject  to  the  conditions  as  to 
payments  to  children  above  set  forth,  receive  a  like  allowance.  By  orphan 
children  is  meant  those  who  have  lost  both  father  and  mother. 

(b)  In  case  the  survivors  include  orphan  children  and  their  step-mother, 
both  being  entitled  hereunder  to  share  in  the  above  allowance,  it  shall  be 
divided  between  them,  half  to  the  orphan  children  and  half  to  their  step¬ 
mother. 

(c)  The  children  of  a  female  pensioner  shall  be  pensioned  in  the  same 
amount,  for  the  same  time,  and  under  the  same  rules  and  conditions  as  the 
children  of  a  male  pensioner,  but  the  widower  of  such  female  pensioner  shall 
be  entitled  to  no  pension. 

(d)  Payments  for  minor  children  having  no  guardian  may  be  made  to  a 
trustee  to  be  named  by  the  Pension  Committee. 

(e)  The  Pension  Committee  may,  at  its  discretion,  and  to  such  extent  and 
during  such  a  period  as  it  may  determine,  permit  an  indigent  father,  mother, 
sister,  or  brother  of  a  deceased  pensioner  to  share  in  the  benefits  provided 
herein  for  widows  and  children. 

(f)  Provided,  that  upon  the  death  of  any  pensioner  whose  pension  has  been 
extended  over  a  period  longer  than  that  covered  by  his  contributions  to  the 
fund,  it  shall  rest  in  the  discretion  of  the  Pension  Committee,  to  determine 
whether  the  above  allowance,  or  any  portion  of  it  shall  be  continued  to  his 
surviving  relatives,  and  provided  further,  that  in  no  event  shall  the  allowance 
or  allowances,  created  in  this  paragraph  amount  to  more  than  half  of  the 
stipend  paid  to  the  deceased  pensioner  or  to  be  continued  beyond  a  period  of 
five  years  from  his  death. 

18.  The  Directors  of  the  Employer  shall  have  authority,  in  extraordinary 
cases,  to  continue  pensions  beyond  the  duration  limits  herein  established. 

19.  The  obligation  of  the  Employer  under  this  pension  plan  to  any  person 
who,  in  applying  for  employment  in  its  service,  has  misrepresented  his  age,  may 
be  satisfied  at  any  time  by  the  return  of  his  deposits  in  the  fund  together 
with  three  per  cent  simple  interest  computed  on  the  deposits  of  each  year 
from  the  end  of  the  year ;  and,  thereupon,  his  interest  in  the  fund  shall  cease 

20.  No  assignment  of  a  pension  will  be  permitted  or  recognized  by  the 
Employer  or  the  Pension  Committee. 

21.  These  Rules  and  Regulations  may  be  changed  at  any  meeting  by  the 
vote  of  a  majority  of  the  Directors  of  the  Employer,  provided  that  such  a 
change  shall  not  cancel  the  obligation  of  the  Employer  to  return  eventually  to 
each  employe,  all  the  money  he  may  have  paid  into  this  fund,  with  simple 
interest  at  the  rate  of  three  per  cent  per  annum,  less  any  amount  such  employe 
may  have  received  from  this  fund,  with  the  same  interest  computed  thereon. 

22.  This  fund  may  be  liquidated  at  any  time  by  the  vote  of  a  majority 
of  the  Directors  of  said  Employer  and,  in  case  of  such  liquidation,  each 
employe  wTho  has  contributed  to  this  fund  shall  be  repaid  the  amount  he  has 
contributed  with  simple  interest  at  the  rate  of  three  per  cent  per  annum,  less 
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any  sums  (with  the  same  interest  computed  thereon)  which  he  lias  received 
from  this  fund;  the  residue  of  this  fund  then  remaining  to  revert  to  the 
general  treasury  of  the  Employer. 

3.  A  Pension  Fund  Committee  has  been  in  existence  continuously 
since  the  establishment  of  the  Pension  Fund. 

4.  The  taxpayer  and  the  employees  have  made  the  payments  in  said 
years  provided  for  by  said  rules  and  regulations. 

5.  The  Pension  Fund  Committee  established  and  has  continuously 
maintained  a  deposit  account  with  the  Northern  Trust  Co.  in  the 
name  of  the  Hibbard,  Spencer,  Bartlett  &  Co.  Pension  Fund,  and  all 
moneys  paid  into  the  Pension  Fund  have  been  deposited  in  said 
account. 

6.  No  account  involving  the  name  of  Hibbard,  Spencer,  Bartlett 
&  Co.  other  than  the  Hibbard,  Spencer,  Bartlett  &  Co.  Pension 
Fund  has  been  carried  with  the  Northern  Trust  Co. 

7.  The  moneys  deposited  in  the  Hibbard,  Spencer,  Bartlett  &  Co. 
Pension  Fund  account  have  at  all  times  been  and  now  are  subject 
to  withdrawal  only  upon  checks  signed  with  the  name  of  the  Hibbard, 
Spencer,  Bartlett  &  Co.  Pension  Fund. 

8.  The  funds  or  securities  belonging  to  the  Pension  F und  have  been 
used  only  for  the  purposes  of  the  fund  in  accordance  with  the  rules 
and  regulations. 

9.  All  income  of  the  Pension  Fund  has  been  and  is  now  being 
deposited  in  the  account  of  the  Hibbard,  Spencer,  Bartlett  &  Co. 
Pension  Fund  account,  above  described. 

10.  Since  the  establishment  of  the  Pension  Fund  the  Pension  Fund 
Committee  has  continuously  maintained  a  safe  deposit  box  under 
lease  in  the  vaults  of  the  Northern  Trust  Co.  in  which  all  of  the 
securities  of  the  Pension  Fund  have  been  placed  for  safekeeping, 
and  only  the  Pension  Fund  Committee  has  had  access  to  said  box. 

11.  The  Pension  Fund  Committee  alone  has  from  time  to  time 
invested  the  moneys  of  the  Pension  Fund  in  securities  and  such  securi¬ 
ties  have  been  placed  in  the  safe  deposit  box  referred  to  above. 

12.  Continuously  since  the  establishment  of  the  Pension  Fund 
books  of  account  have  been  kept  for  the  Pension  Fund  which  are 
separate  and  distinct  from  the  general  books  of  account  of  the  tax¬ 
payer,  and  the  general  books  of  the  latter  in  no  manner  reflect  any 
interest  in  the  Pension  Fund. 

13.  Each  employee  eligible  to  participate  in  the  Pension  Fund 
signed  as  part  of  his  contract  of  employment  an  agreement  to  be 
bound  by  the  rules  and  regulations  of  the  Pension  Fund  in  the  fol¬ 
lowing  form : 
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CONTRACT 


No. _ 

Name  - 

Age _ Married _  Siugle _ 

Formerly  employed  by _ _ 

Chicago _ 19 _ 

I  enter  the  employ  of  Hibbard,  Spencer,  Bartlett  &  Company  with  the  under¬ 
standing  that  I  will  conform  to  their  rules  and  give  my  best  and  most  loyal 
service.  II  is  agreed  1  will  give  a  week’s  notice,  in  advance  if  I  decide  to 
cancel  this  contract,  and  my  employers  may  discharge  me  upon  giving  a  like 
notice  or  by  paying  me  for  a  week’s  time.  Should  I  violate  any  of  their 
rules  or  if  my  services  do  not  satisfy  my  employers  at  any  time,  or  if  I  have 
made  any  misstatements  in  my  application  or  omitted  information,  I  waive  the 
week’s  notice  or  payment  of  a  week’s  salary. 

Present  salary  $ _ per  week. 

I  agree  to  abide  by  the  Rules  and  Regulations  governing  the  Pension  Fund. 


Signed  _ 

No.  _ _ _ 1: _ st. 

Telephone  No. _ 

Department  _ - _ 

14.  The  Pension  Fund  Committee  lias  paid  out  of  the  Pension 
Fund  all  of  the  amounts  due  to  those  employees  who  have  become 
entitled  to  the  benefits  provided  for  under  the  rules  and  regulations. 

15.  The  Pension  Fund  Committee  has  at  all  times  been  composed 
of  the  president  and  first  vice  president  of  Hibbard.  Spencer,  Bart¬ 
lett  &  Co.,  three  directors  of  Hibbard,  Spencer,  Bartlett  &  Co.  chosen 
by  the  board  of  directors  of  Hibbard,  Spencer,  Bartlett  &  Co.,  and 
two  employees,  as  provided  in  the  rules  and  regulations  of  the  Pen¬ 
sion  Fund,  and  in  all  other  respects  also  the  Pension  Fund  has  been 
operated  and  managed  in  accordance  with  the  rules  and  regulations. 

16.  The  provision  for  pensions  did  not  render  the  total  compensa¬ 
tion  of  each  employee  unreasonable. 

17.  Xo  fiduciary  returns  on  account  of  the  Pension  Fund  were 
ever  filed,  either  in  the  name  of  Hibbard,  Spencer,  Bartlett  &  Co. 
or  of  Hibbard,  Spencer,  Bartlett  &  Co.  Pension  Fund  Committee. 

18.  The  employees’  contributions  to  the  Pension  Fund,  less  with¬ 
drawals  for  the  years  prior  to  1918,  amounted  to  $74,652.52. 

19.  The  interest  in  the  Pension  Fund  as  of  December  31,  1917,  of 
$174,996.35,  as  stated  in  the  deficiency  letter,  is  based  on  a  computa¬ 
tion  of  the  amount  of  the  payments  to  the  Pension  Fund  made  by 
the  taxpayer  prior  to  December  31,  1917,  plus  the  earnings  of  the 
fund  to  that  date. 

OPINION. 

Murdock:  The  petitioner  contends  and  the  respondent  contravenes 
that  under  the  stipulated  facts  in  this  case  a  valid  trust  was  created, 
that  it  was  thereafter  a  separate  taxable  entity  and  payments  made 
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to  it  were  deductible  from  gross  income  of  the  petitioner  as  ordinary 
and  necessary  expenses  of  carrying  on  a  trade  or  business.  In  arriv¬ 
ing  at  a  decision  of  this  question  the  rules  of  law  governing  the 
creation  of  a  trust  must  be  examined  and  applied  to  these  facts. 

Perry  on  Trusts,  6th  ed.,  section  82,  states  the  law  as  follows : 

Any  agreement  or  contract  in  writing,  made  by  a  person  having  the  power 
of  disposal  over  property,  whereby  such  person  agrees  or  directs  that  a  particu¬ 
lar  parcel  of  property  or  a  certain  fund  shall  be  held  or  dealt  with  in  a 
particular  manner  for  the  benefit  of  another,  in  a  court  of  equity  raises  a  trust 
in  favor  of  such  other  person  against  the  person  making  such  agreement, 
*  *  *  and  the  statute  of  frauds  will  be  satisfied  if  the  trust  can  be  mani¬ 
fested  or  proved  *  *  *  by  any  writing  in  which  the  fiduciary  relation 

between  the  parties  and  its  terms  can  be  clearly  read. 

There  is  abundant  authority  to  support  this  statement.  The  Su¬ 
preme  Court  of  the  United  States  used  almost  the  identical  language 
in  Colton  v.  Colton ,  127  U.  S.  300.  Mr.  Justice  Sharswood  of  the 
Supreme  Court  of  Pennsylvania  expressed  the  rule  succinctly  as 
follows  in  Helfenstein’s  Estate ,  77  Pa.  St.  328 : 

There  is  no  prescribed  form  for  the  declaration  of  a  trust.  Whatever  evinces 
the  intention  of  the  party  that  the  property,  of  which  he  is  the  legal  owner, 
shall  beneficially  be  another’s,  is  sufficient. 

See  also  Holden  x.  Circleville  Light  &  Power  Co .,  216  Fed.  490; 
Heartley  v.  Nicholson ,  L.  It.  19  Eq.  233;  Fox  v.  Fox ,  250  Ill.  384;  95 
N.  E.  498 ;  Orr  v.  Yates ,  209  Ill.  222 ;  70  N.  E.  731. 

In  the  case  we  are  considering  the  money  paid  or  contributed  by 
the  employer,  together  with  the  other  money  paid  into  the  fund  and 
all  accretions,  was  to  be  and  was  held  and  dealt  with  for  the  benefit 
of  the  employees  under  the  terms  of  the  agreement.  Immediately 
there  was  a  separation  of  the  legal  and  equitable  estates  in  the  money. 
So  long,  at  least,  as  the  fund  was  not  liquidated,  the  employer  ceased 
to  be  the  beneficial  owner  of  the  part  it  had  contributed.  The  re¬ 
spondent  argues  that  “  the  employer  had  the  same  power  with  refer¬ 
ence  to  this  fund,  in  so  far  as  its  own  contributions  were  concerned, 
as  it  had  with  reference  to  its  other  funds.”  But  this  is  not  so.  For 
the  reasons  just  stated,  as  soon  as  it  made  a  payment  to  the  fund  it 
ceased  to  have  any  rights  in  that  payment  except  a  possibility  of 
reversion  upon  liquidation  of  the  fund.  The  money  could  be  used 
for  certain  purposes  prescribed  in  the  regulations  and  for  no  other 
purpose.  A  court  of  equity  could  restrain  any  attempt  to  use  the 
fund  otherwise  than  for  the  purposes  of  the  trust. 

Mr.  Justice  Pitney,  in  Chicago ,  Milwaukee  &  St.  Paul  Ry.  Co.  v. 
Des  Moines  Union  Ry.  Co..  254  U.  S.  196,  citing  Colton  x.  Colton , 
supra ,  said : 

It  needs  no  particular  form  of  words  to  create  a  trust,  so  there  be  reasonable 
certainty  as  to  the  property,  the  objects,  and  the  beneficiaries. 
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See  In  re  Smith’s  Estate ,  144  Pa.  St.  428;  22  Atl.  916,  where  the 
whole  subject  is  exhaustively  treated. 

Counsel  for  respondent  attacked  the  alleged  trust  on  the  ground 
that  a  trust  was  not  intended  and  that  sufficient  words  to  create  a 
trust  were  not  used,  but  he  cited  no  authorities  in  support  of  his  con¬ 
tention.  Looking  at  the  agreement  of  the  parties  in  its  entirety  and 
applying  the  above  stated  rules  of  law  to  the  facts,  we  are  led  to  a 
different  conclusion — that  all  the  elements  of  a  valid  trust  are  present. 
Our  conviction  is  strengthened  by  the  subsequent  acts  of  the  parties. 

The  employer  offered  a  pension-fund  plan  to  its  employees  which 
they  accepted.  The  contract  between  them  went  into  detail  as  to  the 
manner  of. creating  the  fund,  the  use  of  it,  and  the  beneficiaries;  it 
carefully  defined  the  subject  of  the  proposed  trust,  made  certain  the 
object,  and  contained  a  sufficient  declaration  of  the  terms  of  the 
trust.  In  accordance  with  the  terms  of  this  contract  a  specific  fund 
arose  for  the  benefit  of  the  specific  beneficiaries.  The  trust  has  func¬ 
tioned  for  eighteen  years  to  the  apparent  satisfaction  of  all  con¬ 
cerned.  It  is  vain  to  say  that  no  trust  existed. 

Having  decided  that  the  essential  elements  of  a  trust  are  present, 
let  us  see  if  there  is  anything  so  repugnant,  to  the  contention  that  a 
trust  was  created  as  to  refute  it. 

No  express  words  of  trust  were  used,  but  it  has  been  decided  many 
times  that  none  are  necessary.  Perry  on  Trusts,  6th  ed.,  section  122 ; 
Colton  v.  Colton ,  supra ;  In  re  Smiths  Estate ,  supra;  Richards  v. 
DeTbridge ,  L.  P.  18  Eq.  11-13.  The  employees  might  change,  but 
this  fact  is  immaterial.  Coe  v.  IF ashing  ton  Mills ,  149  Mass.  543 ;  21 
N.  E.  966;  Walters  v.  Pittsburgh  &  Lake  Angeline  Iron  Co .,  201 
Mich.  379;  167  N.  W.  834.  Whether  the  Pension  Fund  was  to  “re¬ 
main  in  the  custody  of  the  employer  ”  or  was  to  be  “  controlled  by  a 
pension  committee  ”  is  immaterial  also,  as  in  either  case  a  trust 
might  or  might  not  exist,  depending  upon  the  presence  or  absence  of 
other  essential  features.  As  a  matter  of  fact  the  Pension  Fund  Com¬ 
mittee  accepted  and  had  both  the  custody  and  the  control  of  the  fund, 
a  situation  most  favorable  to  the  trust  theory. 

It  is  argued  that  the  employer’s  right  under  rule  21  to  change  the 
rules  and  regulations  is  inconsistent  with  the  existence  of  a  trust. 
In  In  re  Dolan’s  Estate ,  279  Pa.  St.  582 ;  124  Atl.  176,  the  settlor  had 
similar  rights  and  yet  it  wTas  held  that  a  trust  existed.  It  must  also 
be  remembered  that  a  court  of  equity  could  restrain  any  attempt  to 
change  the  rules  and  regulations  of  the  Pension  Fund  which  would 
not  be  for  the  best  interests  of  the  beneficiaries,  and  therefore  any 
change  in  the  rules,  under  the  power  reserved,  would  have  to  be  con¬ 
sistent  with  the  general  plan  of  the  trust  fund  already  created. 
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The  employer  had  the  right  to  revoke  the  trust  and  to  liquidate  the 
fund  in  the  way  indicated  in  rule  22,  but  it  is  not  essential  to  the 
validity  of  a  trust  of  personal  property  that  it  should,  be  irrevocable. 

A  power  of  revocation  is  perfectly  consistent  with  the  creation  of  a  valid 
trust.  It  does  not  in  any  degree  affect  the  legal  title  to  the  property.  That 
passes  to  the  donee  and  remains  vested  for  the  purposes  of  the  trust,  notwith¬ 
standing  the  existence  of  a  right  to  revoke  it.  If  this  right  is  never  exercised 
according  to  the  terms  in  which  it  is  reserved,  as  in  the  case  at  bar,  until  after 
the  death  of  the  donor,  it  can  have  no  effect  on  the  validity  of  the  trusts  or  the 
right  of  the  trustee  to  hold  the  property.  Stone  v.  Hackett,  12  Gray,  227. 

See  also  In  re  Dolan's  Estate ,  supra,  where  the  court  fully  dis¬ 
cussed  the  subject  of  revocation,  cited  numerous  authorities,  and  said, 
in  part: 

It  is  urged  that  under  the  deed  of  trust  the  settlor  had  complete  dominion 
and  control  of  the  property ;  she  could  alter  or  amend  the  trust  at  any  time ; 
no  investment  or  reinvestment  could  be  made  without  the  consent  of  the  hus¬ 
band,  and  the  trustee  could  be  removed  at  her  will :  property  might  be  added, 
and,  finally,  that  the  power  of  revocation  effectually  retained  the  title  and 
control  completely  in  her  until  death,  when  the  trust,  qua  trust,  would  effec¬ 
tually  operate. 

$  *  *  4  *  *  * 

*  *  *  But  the  right  to  revoke,  unexercised,  is  a  dead  thing.  Its  presence 

in  a  deed  does  not  alter  the  character  of  the  instrument  or  estate  granted ;  to 
all  intents  and  purposes,  title  and  possession  pass  just  as  effectively  as  any 
deed  or  grant  could  make  it,  continuing  in  that  state  so  long  as  the  power  of 
revocation  lies  dormant. 

To  the  same  effect,  see  In  re  Smith's  Estate ,  supra ;  DickersoE  s 
Appeal,  115  Pa.  St.  198;  8  Atl.  64;  Lines  v.  Lines,  142  Pa.  St.  149;  21 
Atl.  809;  People  v.  Northern  Trust  Co.,  289  Ill.  475;  124  N.  E.  662; 
In  re  Carnegie's  Estate,  203  App.  Div.  91;  196  N.  Y.  S.  502  (affirmed 
on  appeal  without  opinion  in  236  N.  Y.  517 ;  142  N.  E.  266). 

We  are  not  impressed  with  the  argument  that  the  composite  effect 
of  all  of  the  provisions  governing  the  fund  is  inconsistent  with  the 
idea  of  a  trust. 

This  Board  has  already  held  in  the  Appeal  of  Frank  H.  Sullivan, 
1  B.  T.  A.  93,  that  the  question  whether  expenses  are  paid  for  busi¬ 
ness  purposes  is  always  determined  from  the  facts  of  the  particular 
case.  We  have  also  said  in  the  Appeal  of  Thomas  Shoe  Co.,  1  B.  T. 
A.  124,  that  contributions  must  have  a  reasonable  relation  to  the 
petitioner’s  business  to  be  deductible  as  business  expenses. 

It  is  stipulated  that  the  payments  were  paid  or  incurred  during  the 
taxable  years  in  which  they  were  deducted,  and  that  the}^  did  not 
make  the  total  compensation  of  each  employee  unreasonable  in 
amount.  We  think  they  were  reasonably  connected  with  the 
petitioner’s  business,  since  under  the  agreement  they  were  to  be  and 
were  used  to  benefit  and  pension  employees  of  the  petitioner,  thus 
making  employment  more  attractive  and  satisfactory  to  the  employee 
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and  inducing  him  to  give  and  compensating  him  for  faithful  serv¬ 
ice.  Employment  with  the  taxpayer  entitled  the  employee  to  par¬ 
ticipate  in  the  benefits  of  the  fund,  and  all  employees  took  advantage 
of  the  opportunity.  How  can  it  be  said  that  the  employer  was  not 
benefited  by  its  contributions  to  the  fund  ?  Appeal  of  Poinsett  Mills , 
1  B.  T.  A.  6;  Elm  City  Cotton  Mills  v.  Commissioner ,  5  B.  T.  A.  309. 
Under  all  of  the  facts  in  the  case,  we  are  convinced  that  the  payments 
made  by  the  petitioner  to  the  Pension  Fund  were  ordinary  and  neces¬ 
sary  expenses  of  carrying  on  its  trade  or  business  and,  as  such,  were 
deductible  from  gross  income. 

Judgment  will  be  entered  for  the  petitioner . 

Littleton  dissents. 

Green  did  not  participate. 


Appeal  of  The  Ottawa  Park  Bealty  Co. 

Docket  No.  5907.  Decided  November  12,  1926. 

Interest  and  taxes  paid  during  the  period  of  development  of 
real  estate  for  subdivision  and  sale  may  not  be  capitalized  and 
treated  as  a  part  of  the  cost  of  such  property. 

Ray  E.  Zachman ,  Esq .,  for  the  petitioner. 

Arthur  H.  Fast ,  Esq.,  for  the  Commissioner. 

Petitioner  appeals  from  the  determination  of  a  deficiency  of 
$4,746.04  in  income  and  profits  taxes  for  1919.  It  alleges  that  the 
Commissioner  committed  error  in  refusing  to  permit  the  taxpayer 
to  treat  as  a  capital  expenditure  interest  and  taxes  paid  during  the 
period  of  development  of  a  real  estate  project.  The  appeal  was  sub¬ 
mitted  upon  the  pleadings,  the  answer  admitting  the  allegations  of 
fact  contained  in  the  petition. 

FINDINGS  OF  FACT. 

The  taxpayer  is  an  Ohio  corporation  with  its  principal  office  at 
Toledo.  In  1915  and  1916  it  purchased  certain  lands  for  the  purpose 
of  development,  subdivision  and  sale.  From  the  time  of  purchase 
until  the  year  1922  these  lands  were  being  improved  and  placed  in 
shape  to  market  as  subdivision  property. 

During  the  year  1916  comparatively  few  sales  were  made  because  the 
land  was  in  a  raw  condition.  During  the  years  1916,  1917,  and  1918, 
the  sales  were  slow  as  the  property  was  not  in  proper  shape  to  sell 
readily.  During  the  year  1919  the  sales  greatly  increased. 

During  the  four  years  mentioned,  the  taxpayer  was  required  to  pay 
interest  and  taxes  on  all  unsold  lots.  The  taxpayer  adopted  an 
accounting  system  as  follows: 
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The  sale  of  each  lot  was  considered  to  be  a  separate  transaction 
and  was  treated  as  such.  Prior  to  the  sale  of  any  lot,  certain 
amounts  of  interest  and  taxes  were  paid  by  the  taxpayer,  which  were 
not  deducted  from  income  but  were  carried  into  asset  accounts  known 
as  “  deferred  interest  ”  and  “  deferred  taxes.” 

Upon  the  sale  of  the  lot,  which  in  nearly  all  cases  was  upon  the 
installment  plan,  the  accumulated  interest  and  taxes  were  deducted 
from  the  income  over  the  period  during  which  monthly  payments 
on  the  sale  price  were  received. 

The  Commissioner,  in  computing  the  deficiency,  refused  to  capi¬ 
talize  such  payments  for  taxes  and  interest,  and  deducted  the  total 
amount  of  interest  and  taxes  paid  and  accrued  on  all  lots,  sold  or 
unsold,  from  the  income  realized  each  year. 

Interest  and  taxes  were  carried  into  the  accounts  known  as  u  de¬ 
ferred  interest  ”  and  “  deferred  taxes  ”  during  the  years  1916  to 
1919,  inclusive,  in  accordance  with  the  following  table : 


Year. 

Interest. 

Taxes. 

Total. 

1916 _ _ _ _ _ 

$4, 358. 18 
8,  535. 69 
17,  054.  56 
1,  715. 61 

$381. 51 
4, 609. 86 
7,443.22 
2, 865. 15 

$4, 739. 69 
13, 145. 55 
24,497.78 
1, 049.  54 

1917 . . . . . . - . 

1918 . . . . . . . . . 

1919 . . . - . - . 

In  1919  the  amount  of  interest  received  was  $1,715.61  in  excess  of 
the  amount  paid. 

The  total  net  profit  for  each  of  said  years,  as  finally  determined 
bv  the  Commissioner,  is  as  follows : 


Year.  Net  profit. 

1916  _ $4,001.40 

1917  _  7,  919.  45 

1918  _  1,  485. 17 

1919  _  30,521.09 


At  the  beginning  of  the  year  1919  the  accounts  known  as  “de¬ 
ferred  interest  ”  and  “  deferred  taxes  ”  totaled  $42,383.02,  which 
amount  the  taxpayer  included  in  invested  capital  in  determining  its 
taxes  for  the  year  1919.  In  the  deficiency  letter  the  Commissioner 
excluded  this  amount  from  invested  capital. 

The  amounts  of  interest  and  taxes  carried  into  the  asset  accounts 
“  deferred  interest  ”  and  “  deferred  taxes  ”  exceeded  the  total  net 
income  of  the  taxpayer  from  all  sources  as  follows : 


Year.  Excess. 

191G _  $738.  29 

1917  _  6,  226. 10 

1918  _  23,062.51 


Total 


30,  026.  90 
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Taxes  on  unsold  lots  during  the  year  1919  were  carried  to  the 
“  deferred  taxes  ”  account  in  the  amount  of  $2,865.15.  During  said 
year  interest  was  taken  from  the  “  deferred  interest  ”  account  and 
deducted  as  an  expense  in  the  amount  of  $1,715.61.  In  computing  the 
deficiency,  the  Commissioner  disapproved  the  taxpayer’s  handling 
of  both  of  these  items,  deducted  the  tax  item  as  an  expense,  and  held 
that  the  deferred  interest  adjustment  was  to  be  disregarded  in  com¬ 
puting  the  income,  thereby  decreasing  the  net  income  for  said  year 
in  the  amount  of  $1,049.54. 

OPINION. 

Trammell  :  The  taxpayer,  which  was  engaged  during  the  year  in 
question  in  developing  a  tract  of  land  for  the  purpose  of  subdivision 
and  sale,  contends  that  it  is  entitled  to  add,  as  a  part  of  the  cost  of 
each  lot,  mortgage  interest  and  taxes  paid  upon  each  lot  prior  to  its 
sale.  The  adjustments  made  by  the  Commissioner  arise  from  his 
contention  that  such  interest  and  taxes  are  deductions  which  are  to 
be  taken  annually  in  computing  income  and  can  not  be  treated  as  ad¬ 
ditional  cost  of  such  property  or  as  an  investment  of  capital. 

Under  the  statute  interest  and  taxes  are  deductions  which  are  to 
be  taken  annually  in  computing  net  income.  The  statute  does  not 
leave  the  question  open  to  taxpayers  and  permit  them  to  decide 
whether  such  payments  are  to  be  treated  as  capital  expenditures  or 
as  deductible  expenses,  but  provides  that  such  payments  shall  be 
allowed  as  deductions  from  gross  income  in  determining  net  income. 
They  can  not  be  treated  as  capital  expenditures  and  added  to  the 
cost  of  the  property  in  determining  gain  or  loss  from  the  sale  thereof. 
1 V  ester  field  v.  Rafferty ,  4  Fed.  (2d)  590;  Appeal  of  Columbia  Theatre 
Co .,  3  B.  T.  A.  622. 

Judgment  will  be  entered  on  10  days'  notice 
under  Rule  50. 

Phillips,  dissenting :  Taxpayer  insists  that  it  is  a  company  pro¬ 
ducing  articles  for  sale,  is  closely  analagous  to  a  manufacturing  con¬ 
cern,  and  is  entitled  to  treat  interest  and  taxes  paid  on  lots  in  process 
of  development  as  part  of  the  cost  of  such  lots,  and,  therefore,  as  an 
increase  in  the  cost  of  its  inventory.  It  points  out  that  during  the 
years  of  development  the  interest  and  taxes  were  in  fact  paid  out  of 
its  capital  funds  and  represented  a  capital  investment  in  the  property. 

Income  has  been  defined  to  be  “‘gain  derived  from  capital,  from 
labor,  or  from  both  combined,’  provided  it  be  understood  to  include 
profit  gained  through  a  sale  of  conversion  of  capital  assets.”  Mer¬ 
chants  Loan  <&  Trust  Co.  v.  Smietanha ,  255  U.  S.  509;  Eisner  v. 
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Macomber ,  252  U.  S.  189.  In  Goodrich  v.  Edwards ,  255  U.  S.  527, 
the  court  says : 

The  statute  imposes  the  income  tax  on  the  proceeds  of  the  sale  of  personal 
property  to  the  extent  only  that  gains  arc  derived  therefrom  by  the  vendor. 
(Italics  ours.) 

Accepting  this  as  the  test,  it  becomes  necessary  to  determine 
whether  interest  and  taxes  paid  upon  land  during  the  period  such 
land  is  being  developed  for  the  market  are  properly  a  part  of  the 
cost  of  the  finished  product  which  must  be  recovered  before  any  tax¬ 
able  gain  results.  It  is  not  a  sufficient  answer  merely  to  say  that  the 
statute  permits  such  items  to  be  taken  as  deductions  in  computing 
net  income.  Deductions  are  allowed  by  statute  in  computing  tax¬ 
able  net  income  because  the  Congress  saw  fit  to  allow  them,  but  the 
right  to  take  such  deductions  does  not  affect  the  concept  of  what 
constitutes  income  in  the  first  instance.  Within  the  meaning  of  the 
Constitution,  cost  must  be  recovered  before  there  is  any  taxable 
gain.  If  carrying  charges  are  in  fact  a  part  of  the  cost,  they  are 
none  the  less  so  because  allowed  as  a  deduction  in  computing  net 
income  subject  to  tax.  For  example,  let  us  assume  that  Congress 
had  provided  that  a  limited  amount  expended  in  purchasing  Liberty 
bonds  should  be  allowed  as  a  deduction  in  computing  net  income. 
Would  any  one  contend  that  when  such  bonds  were  sold  the  entire 
proceeds  must  be  included  in  gross  income  as  taxable  gain?  If  a 
debt  created  by  a  loan  of  money  is  ascertained  to  be  worthless  and 
charged  off  in  one  year  and  collected  in  a  subsequent  year,  has  in¬ 
come  been  realized  when  the  amount  loaned  is  collected?  In  such 
a  case  does  it  make  any  difference  whether  the  debt  was  claimed  as 
a  deduction  from  income  for  the  year  in  which  it  was  ascertained  to 
be  worthless  and  charged  off?  And  what  is  the  situation  if  the  debt 
was  in  fact  ascertained  to  have  been  worthless  but  never  charged  off 
and  never  claimed  as  a  deduction  ?  If  it  is  income  in  the  year  when 
collected,  because  allowed  as  a  deduction  in  a  prior  year,  is  it  any 
the  less  income  because  not  charged  off  or  deducted  in  the  prior  year 
if,  in  fact,  it  was  ascertained  to  have  been  worthless  in  the  prior 
year  ?  It  would  seem  that  income  in  any  year  can  not  be  determined 
by  examining  the  returns  of  prior  years  to  see  whether  certain  deduc¬ 
tions  allowed  by  statute  have  been  taken,  or  by  examining  the  facts 
to  see  whether  they  should  have  been  taken.  Income,  as  applied  to 
the  instant  appeal,  can  include  only  the  amount  realized  from  the 
sale  of  each  lot  in  excess  of  the  cost  of  such  lot.  Whether  or  not 
carrying  charges  were  or  could  have  been  deducted  annually,  it  be¬ 
comes  necessary  to  determine  whether  such  carrying  charges  were  in 
fact  a  part  of  the  cost  of  the  property  sold. 
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It  appears  that  this  taxpayer  purchased  undeveloped  real  estate 
for  the  purpose  of  improvement,  subdivision,  and  sale  as  building 
lots.  There  is  no  question  that  the  amounts  expended  for  physical 
improvements  in  converting  the  acreage  into  suitable  building  lots 
are  a  part  of  the  cost  of  the  property.  In  my  opinion,  the 
amounts  expended  in  carrying  property  during  the  period  of  such 
improvement  are  also  a  part  of  the  cost  of  the  finished  product.  Tax¬ 
payer  may  be  compared  with  a  manufacturer  who  purchases  raw 
cotton  to  manufacture  into  fabric.  The  cost  of  the  finished  product 
is  not  merely  that  of  the  raw  material  and  labor  entering  into  the 
article.  Many  other  items,  such  as  transportation  and  warehousing 
of  the  raw  material,  must  be  considered.  Yet  these  add  nothing  to 
the  capital  value  and,  if  the  statute  is  to  be  literally  construed,  are 
deductible  as  ordinary  and  necessary  expenses  of  the  business.  Sc 
with  the  taxes  here  involved.  They  add  nothing  to  the  capital  value, 
but  so  long  as  they  are  paid  out  in  connection  with  the  production  of 
the  finished  article  they  are  properly  a  part  of  the  cost  of  that  article. 

Aside  from  the  general  principles  involved,  legislative  history 
convinces  me  that  it  was  not  the  intention  of  Congress  that  such 
items  should  constitute  a  part  of  the  cost  of  the  goods  sold.  Section 
202(b)  of  the  Revenue  Act  of  1924  provides  in  part: 

(b)  In  computing  the  amount  of  gain  or  loss  under  subdivision  (a)  propei 
adjustment  should  be  made  for  (1)  any  expenditure  properly  chargeable  t< 
capital  account. 

In  submitting  the  draft  of  the  1924  Act,  the  Committee  on  Ways 
and  Means  of  the  House  of  Representatives  said  with  reference  tc 
this  section : 

The  rule  laid  down  therein  is  substantially  the  same  as  the  construction 
placed  upon  the  existing  law  by  the  Treasury  Department.  It  provides  thal 
in  computing  gain  or  loss  from  the  sale  or  other  disposition  of  property,  the 
cost  or  other  basis  of  the  property  shall  be  increased  by  the  amount  of  items 
properly  chargeable  to  capital  account  and  decreased  by  the  depreciation  and 
similar  deductions  allowed  with  respect  to  the  property.  Under  this  provi 
sion  capital  charges,  such  as  improvements,  and  betterments,  and  carrying 
charges,  such  as  taxes  on  unproductive  property,  are  to  be  added  to  the 
cost  of  the  property  in  determining  the  gain  or  loss  from  its  subsequent 
sale  *  *  *. 


The  Revenue  Act  of  1918  does  not  contain  the  provisions  quoted, 
but  there  would  seem  to  be  no  doubt  but  that  if  “  carrying  charges 
such  as  taxes  on  unproductive  property,”  are  “  properly  chargeable 


to  capital  account  ”  under  the  1924  Act,  as  the  Committee  considers 
to  be  the  case,  they  must  likewise  be  chargeable  to  capital  account 
under  constitutional  requirements,  as  laid  down  by  the  Supreme 
Court,  that  capital  invested  must  be  recovered  before  any  income 
is  realized.  Merchants  Loan  &  T rust  Co.  v.  Smietanka ,  supra,'  Eis¬ 


ner  v.  Macomber ,  supra,'  and  Goodrich  v.  Edwards ,  supra. 
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In  passing  it  might  be  noted  that  article  281  of  "Regulations  (>2, 
issued  under  the  Revenue  Act  of  1921,  provides : 

In  the  case  of  a  timber  property  held  for  future  operation  *  *  *  all 

expenditures  for  administration,  protection,  and  other  carrying  charges  prior 
to  production  on  a  normal  basis,  shall  be  charged  to  capital  account ;  after 
such  a  property  is  on  a  normal  production  basis  such  expenditures  shall  be 
treated  as  current  operating  expenses. 

There  would  seem  to  be  no  doubt  that  any  prudent  business  man 
entering  upon  a  project  such  as  is  described  in  this  article  of  the 
regulations  looks  forward  to  the  carrying  charges  as  a  part  of  the 
cost  of  the  production  of  timber  which  is  to  take  place  and  arranges 
his  finances  accordingly.  It  has  been  said  that  the  Constitution  is  to 
be  interpreted  in  the  light  of  the  common  understanding  existing  at 
the  time  of  its  adoption  and,  if  we  are  right  in  believing  that  carry¬ 
ing  charges  are,  as  the  regulations  must  indicate,  ordinarily  consid¬ 
ered  as  a  part  of  the  cost  of  the  article  produced,  they  should  be  con¬ 
sidered  as  part  of  the  cost  within  the  definition  of  the  word 
“  income. It  is  impossible  to  distinguish  in  principle  between  tim¬ 
ber  property  held  for  future  operations  and  acreage  held  for  subdi¬ 
vision.  If  the  decision  in  the  present  appeal  is  correct,  the  article 
of  the  regulations  quoted  can  not  be  justified. 

There  is  the  further  consideration  that  the  accounts  kept  by  the 
taxpayer  have  consistently  capitalized  the  expenditures  for  interest 
and  taxes.  They  correctly  reflect  income  in  accordance  with  the 
best  accounting  practice  used  in  such  business,  and  under  section 
202(b)  of  the  Revenue  Act  of  1917  should  be  accepted  as  the  basis 
for  determining  income.  Appeal  of  Amalgamated  Sugar  Co .,  4 
B.  T.  A.  508. 

For  the  reasons  stated  I  must  dissent  from  the  conclusion  reached. 

Trussell  concurs  in  this  dissent. 


Appeal  of  Automatic  Sprinkler  Company  of  America. 

Docket  No.  4987.  Decided  November  12.  1920. 

Irving  Smith ,  Jr.,  Esq.,  for  the  petitioner. 

Thomas  P.  Dudley,  Jr.,  Esq.,  for  the  Commissioner. 

Littleton:  This  is  an  appeal  from  the  determination  of  deficien¬ 
cies  for  the  years  1918  and  1919  in  the  amounts  of  $32,802.85  and 
$7,800.80,  respectively,  of  which  amounts  approximately  $2,100  is 
in  dispute. 

The  controversy  arises  from  the  reduction  by  the  Commissioner 
from  $50,000  to  $25,000  of  invested  capital,  representing  alleged 
value  of  patents  and  license  agreements. 
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FINDINGS  OF  FACT. 


The  taxpayer  is  a  Delaware  corporation  with  principal  office  in 
New  York  City.  During  the  taxable  years  it  was  affiliated  with  the 
Sypho-Chemical  Sprinkler  Corporation.  On  February  6,  1916,  the 
Sypho-Chemical  Sprinkler  Corporation  acquired  for  $200,000  par 
value  of  its  capital  stock  certain  patents  and  license  agreements  cov¬ 
ering  a  certain  automatic  fire  extinguishment  system,  which  patents 
and  license  agreements  had  an  actual  cash  value  at  the  time  acquired 
for  stock  of  $50,000. 

Judgment  will  be  entered  for  the  petitioner 
upon  the  issue  raised  on  15  days'  notice ,  under 
Ride  50. 


Appeal  of  Bert  K.  Smith,  Mrs.  Bert  K.  Smith,  and  James  A. 

Simons,  Jr.,  and  Wife. 

Docket  No.  5329.  Decided  November  12.  1926. 

1.  Bad  debts. — Evidence  respecting  three  certain  accounts  re¬ 
ceivable  and  two  items  of  bills  receivable  examined,  and  held 
that  the  same  were  ascertained  to  be  worthless  and  charged  off 
against  the  gross  income  of  the  year  1919  and  should  be  allowed 
as  a  deduction  in  redetermination  of  deficiencies. 

2.  Railroad  claims. — Claims  of  a  shipper  of  merchandise  made 
against  railroad  carriers  for  alleged  losses  and  damages  in  transit, 
growing  out  of  transactions  occurring  within  the  taxable  period, 
should,  under  the  evidence  submitted,  be  given  the  same  treat¬ 
ment  as  other  accounts  receivable  growing  out  of  the  same 
year's  business  in  the  computation  of  gross  income.  Similar  claims 
resulting  from  the  business  and  transactions  of  prior  years,  al¬ 
though  still  unsettled  and  carried  on  the  taxpayers'  books  as 
accounts  receivable,  should  not  be  considered  in  arrriving  at  the 
gross  income  of  the  taxable  year. 

H.  E.  Ketner,  Esq .,  and  Charles  Kershenbaum ,  C .  P.  A .,  for  the 
petitioners. 

B.  H.  Saunders ,  Esq.,  for  the  Commissioner. 

This  is  a  joint  appeal  from  the  determination  of  deficiencies  in 
income  tax  for  the  year  1919  as  follows:  Bert  K.  Smith,  $3,021.34: 
Mrs.  Bert  K.  Smith,  $3,265.44;  James  A.  Simons,  Jr.,  and  wife 
(joint  return)  $400.79,  a  total  of  $6,687.57.  The  petitioners  allege 
error  on  the  part  of  the  Commissioner  in  bis  refusal  to  allow  as 
deductions  from  the  gross  income  of  their  partnership  business,  bad 
debts,  $1,530.85;  railroad  claims  receivable,  $5,082.99;  and  bills 
receivable,  $481.64 — a  total  deduction  of  $7,095.48. 
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At  the  hearing  the  petitioners  were  granted  leave  to  amend  their 
petition  claiming  a  deduction  of  $12,311.52  as  railroad  claims  receiv¬ 
able,  or  a  total  deduction  of  $14,324.01. 

i 

FINDINGS  OF  FACT. 

Bert  K.  Smith  and  James  A.  Simons,  Jr.,  both  residents  of  Fort 
Worth,  Tex.,  were,  during  the  year  1919,  members  of  the  partner¬ 
ship  of  Smith  Brothers  Grain  Co.,  of  Fort  Worth,  hereinafter  re¬ 
ferred  to  as  the  partnership.  Smith  owned  a  five-sixths  interest 
and  Simons  owned  a  one-sixth  interest  in  the  partnership,  and  the 
profits  therefrom  were  distributed  in  that  ratio.  The  individual 
income-tax  returns  were  filed  on  a  community-property  basis,  Mr. 
and  Mrs.  Smith  filing  separate  returns,  and  Mr.  and  Mrs.  Simons 
filing  a  joint  return. 

In  January,  1920,  a  fire  destroyed  the  Santa  Fe  Elevator,  part¬ 
nership  property,  and  also  resulted  in  the  loss  or  destruction  of  the 
partnership  books  of  account  and  records,  except  certain  financial 
statements  which  were  in  the  possession  of  a  bank. 

On  or  about  the  14th  day  of  April,  1920,  there  was  made  and 
filed  a  partnership  income  return  of  the  partnership  of  Smith  Broth¬ 
ers  Grain  Co.,  which  showed  gross  income  $2,784  and  net  income 
$2,784,  and  that  Bert  K.  Smith  owned  a  five-sixths  interest  and 
James  A.  Simons,  Jr.,  a  one-sixth  interest  in  said  partnership. 
Upon  their  original  individual  income-tax  returns,  Bert  K.  Smith 
was  assessed  a  tax  in  the  amount  of  $636.56;  Mrs.  Bert  K.  Smith 
was  assessed  a  tax  in  the  amount  of  $940.08;  and  James  A.  Simons 
and  wife,  making  a  joint  return,  were  assessed  a  tax  in  the  amount 
of  $181.61.  Thereafter  one  of  the  Commissioner’s  field  agents  made 
a  report  of  an  investigation  of  the  Smith  Brothers  Grain  Co.  for 
the  year  1919  in  wThich  he  reported  that  the  net  income  of  said 
partnership  for  that  year  was  $68,415.67.  The  petitioners  imme¬ 
diately  protested  against  this  report  and  claimed  that  the  said 
amount  should  be  reduced  by  various  deductions  aggregating  $35,- 
569.11.  A  reinvestigation  was  thereupon  made  by  another  field 
agent  who  recommended  the  allowance  of  items  claimed  by  the 
petitioners  aggregating  $27,500.87,  and  the  disallowance  of  items  as 


follows : 

Railroad  claims _ $6, 155.  76 

Accounts  receivable _ _ _  1,  530.  85 

Bills  receivable _  381.  63 

Total _ _  8,  068. 24 
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Thereafter,  on  May  8,  1925,  the  Commissioner  issued  a  letter  to 
the  partnership,  a  part  of  which  is  as  follows: 

The  Solicitor  has  held  that  the  following  deduction  cannot  he  allowed  as 
the  evidence  presented  is  insufficient  to  warrant  this  office  in  making  any 
change  from  the  previous  audit: 


Bad  debts _ $1,  530.  85 

Railroad  claims _  6, 155.  76 

Bills  receivable _  481.  64 


Total _ _  8, 168.  25 


These  adjustments  result  in  a  corrected  net  income  of  $40,913.80  *  *  *. 

The  individual  returns  of  the  partnership  have  been  adjusted  accordingly 
and  made  the  subject  of  a  separate  communication  of  even  date. 

On  the  same  date  there  were  issued  the  three  deficiency  letters  to 
the  petitioners  herein. 

As  practically  all  of  the  accounting  records  of  the  partnership 
had  been  destroyed  by  fire  in  January,  1920,  the  examining  revenue 
agents  used  as  a  basis  for  ascertaining  the  gross  income  of  the  part¬ 
nership  a  trial  balance  sheet  which  they  found  in  the  possession  of 
one  of  the  banks  with  which  the  partnership  did  business.  In 
this  trial  balance  there  appeared  an  asset  item,  designated  as  rail¬ 
road  claims,  in  the  amount  of  $12,311.52,  which  was  carried  as 
accounts  receivable.  This  total  of  railroad  claims  included  not 
only  those  claims  growing  out  of  the  business  of  the  year  1919,  but 
also  all  unsettled  claims  growing  out  of  the  business  of  the  years 
1918  and  1917.  Under  its  regular  accounting  practice,  the  partner¬ 
ship,  whenever  a  claim  for  loss  or  damage  was  about  to  be  or  was 
made  against  a  carrier,  credited  merchandise  for  the  amount  of 
the  claim  and  charged  the  carrier.  These  claims  were  carried  as 
accounts  receivable  for  the  amount  of  their  face  value  until  a  settle¬ 
ment  or  adjustment  was  made  with  the  carrier,  at  which  time  the 
amount  received  in  settlement  of  a  claim  was  charged  to  cash  and 
any  part  of  the  claim  that  was  not  paid  by  the  carrier  was  charged 
to  profit  and  loss.  No  collections  or  settlements  on  any  railroad 
claims  were  made  during  the  year  1919.  In  the  trial  balance  found 
in  possession  of  the  petitioners^  bank  the  item  of  railroad  claims 
was  shown  as  $12,311.52,  but  this  figure  was  carried  into  the  total 
of  assets  only  at  50  per  cent  of  its  face  value.  During  the  years 
following  1919  there  has  been  collected  upon  these  old  claims  the 
amount  of  $7,228.53,  and  the  balance  of  $5,082.99  has  not  been  col¬ 
lected.  The  larger  portion  of  these  settlements  was  made  in  the 
year  1923. 

The  partnership  had  shipped  to  E.  E.  Anderson,  of  Memphis, 
Tenn.,  a  carload  of  grain  and  a  draft  for  the  amount  of  the  grain 
was  charged  to  hjs  account.  Anderson  refused  to  accept  the  grain 
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and  a  broker  in  Memphis  was  employed  to  resell  the  grain.  The 
proceeds  from  the  sale  were  $503.69  less  than  the  amount  charged 
to  Anderson’s  account.  In  1919  the  partnership  determined  Ander¬ 
son’s,  debt  of  $503.69  to  be  worthless  and  charged  it  off.  No  part 
of  the  said  debt  has  ever  been  collected. 

The  partnership  had  shipped  to  E.  H.  Jones,  at  Grosebeck,  Tex., 
a  carload  of  grain,  and  the  circumstances  surrounding  the  trans¬ 
action  were  the  same  as  in  the  Anderson  account.  The  proceeds  from 
the  resale  were  $558.34  less  than  the  amount  charged  to  Jones’ 
account.  In  1919  the  partnership  determined  Jones’  debt  of  $558.34 
to  be  worthless  and  charged  it  off.  No  part  of  the  said  debt  has 
ever  been  collected. 

The  partnership  had  a  contract  with  E.  M.  Rogers  involving  the- 
purchase  and  sale  of  grain  and  out  of  this  contract  grew  a  claim  by 
Rogers  against  the  partnership  for  $468.82.  The  partnership  denied 
its  liabilitv  under  this  contract  and  the  matter  was  settled  in  Rogers’ 
favor  by  arbitration  before  the  National  Grain  Dealers  Association 
of  which  both  were  members.  In  order  to  appeal  from  the  award 
it  was  necessary  for  the  partnership  to  put  up  a  certified  check  for 
$468.82,  which  it  did,  charging  that  amount  to  Rogers’  account. 
The  claim  was  finally  determined  in  Rogers’  favor  in  1919.  No  part 
of  the  $468.82  was  ever  returned  to  the  partnership.  The  National 
Grain  Dealers  Association  returned  to  the  partnership  $45,  which 
represented  a  part  of  the  arbitration  fee  advanced  by  it,  but  this 
was  no  part  of  the  said  $468.82. 

The  Edwards  Grain  &  Elevator  Co.  became  indebted  to  the  part¬ 
nership  in  the  amount  of  $400  through  contract  obligations  and  gave 
the  partnership  its  60  day  promissory  note.  The  note  matured 
prior  to  December  31,  1919,  but  was  not  paid  at  maturity  nor  at  any 
time  since.  The  Edwards  Grain  &  Elevator  Co.  went  out  of  busi¬ 
ness  during  1919,  and  the  partnership  determined  the  debt  to  be 
worthless  and  charged  off  the  $400  in  1919. 

The  partnership’s  transaction  with  the  Dalhart  Grain  &  Coal  Co. 
was  similar  to  that  with  the  Edwards  Grain  &  Elevator  Co.  The 
promissory  note  which  was  given  for  $81.64  matured  during  1919 
but  was  not  paid  at  maturity  nor  at  any  time  since.  The  Dalhart 
Grain  &  Coal  Co.  went  out  of  business  during  1919,  and  the  part¬ 
nership  determined  its  debt  to  be  worthless  and  charged  off  the 
$81.64  in  1919. 

OPINION. 

Trussell:  While  the  record  shows  that  the  petitioners’  books  of 
account  for  1919  and  prior  years  have  been  destroyed  and  the  testi¬ 
mony  concerning  the  method  of  keeping  such  accounts  has  some  ele¬ 
ments  of  uncertainty,  there  appears  to  be  no  reason  to  doubt  that, 
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in  respect  to  the  handling  of  claims  for  losses  and  damages  against 
carriers,  it  is  definitely  established  as  set  forth  in  the  findings  of 
fact.  There  also  appears  to  be  no  reason  to  doubt  that  the  examin¬ 
ing  revenue  agent  found  the  asset  item  of  railroad  claims  in  the 
amount  of  $12,311.52  and  that  they  treated  this  item  the  same  as 
other  accounts  receivable  in  arriving  at  gross  income  for  the  year 
1010.  The  testimony  received  at  the  hearing  establishes  that  this 
total  of  railroad  claims  was  the  result  of  accumulations  covering 
three  years.  Under  the  petitioners’  method  of  accounting,  claims 
made  against  railroads  for  losses  and  damages  growing  out  of  the 
business  for  the  year  1010  were  included  among  the  accounts  receiv¬ 
able  in  ascertaining  the  gross  income  for  that  period. 

The  Commissioner  held  that  the  total  of  the  claims  outstanding 
in  1010  constituted  income  for  that  year.  We  have  no  evidence  to 
show  that  these  claims  were  not  correctly  treated  as  income  by  the 
Commissioner,  and,  in  these  circumstances,  that  portion  of  the  claims 
which  grew  out  of  business  for  the  year  1010  should  remain  in  gross 
income  for  that  year.  Upon  final  determination  of  the  deficiencies 
under  Rule  50  the  petitioners  and  the  Commissioner  should  compute 
such  deficiencies,  in  so  far  as  such  railroad  claims  are  concerned,  by 
eliminating  such  amount  of  those  claims  as  grew  out  of  business  for 
the  years  prior  to  the  year  1010. 

Respecting  the  three  items  of  the  so-called  bad  debts,  aggregating 
$1,530.85,  we  find  that  the  evidence  supports  the  contentions  of  the 
petitioners  and  that  that  amount  should  be  allowed  as  a  deduction 
from  partnership  gross  income. 

With  reference  to  the  bills  receivable  aggregating  $481.64,  we  are 
equally  satisfied  that  the  same  were  debts  ascertained  to  be  worthless 
and  charged  off  in  the  year  1010,  and  if  they  have  not  already  been 
allowed  by  the  Commissioner  in  computing  the  partnership  net 
income  they  should  now  be  allowed. 

Order  of  redetermination  will  be  entered  on 
30  days’  notice ,  under  Rule  50. 


Appeal  of  Nice  Ball  Bearing  Co. 

Docket  No.  2109.  Decided  November  12,  1926. 

1.  Patent  values. — For  the  purposes  of  invested  capital  and 
allowance  for  exhaustion,  the  values  of  patents  acquired  by  a 
corporation  for  stock  at  some  prior  date  determined  upon  the 
evidence  of  earnings  produced  by  the  use  of  such  patents  in  the 
hands  of  their  former  owners,  the  opinion  evidence  of  men 
experienced  in  the  business  using  such  patents,  and  comparison 
with  the  profits  produced  by  the  purchasing  corporation  in  subse¬ 
quent  years. 
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2.  Good  will. — The  good  will  of  a  going  business  based  exclu¬ 
sively  upon  the  manufacture  and  sale  of  articles  protected  by 
patent  monopoly  and  transferred  to  a  successor  corporation  for 
stock  can  not  be  determined  in  the  absence  of  specific  testimony 

,  distinguishing  the  value  of  the  good  will  as  separate  from  the 
value  of  the  patent  monopoly. 

3.  Losses  ;  deduction. — No  part  of  the  amount  paid  in  1921 
in  compromise  of  litigation  can  be  an  allowable  deduction  from 
gross  income  for  the  years  1918  and  1919  although  the  cause  of 
the  litigation  arose  in  those  years  but  no  liability  was  then 
acknowledged  or  accrued. 

4.  Jurisdiction. — Under  both  the  Revenue  Acts  of  1924  and  1920 
the  Board  has  jurisdiction  of  an  appeal  involving  an  alleged 
deficiency  in  tax,  the  assessment  of  which  was  made  prior  to 
June  2,  1924,  and  a  claim  for  abatement  of  such  assessment 
was  rejected  during  1925. 

5.  Statute  of  limitations. — A  deficiency  for  the  calendar  year 
1916  wTas  not  discovered  until  July,  1920,  and  was  not  assessed 
until  subsequent  to  December  23,  1924.  Held,  that  the  statute 
of  limitations  had  run  against  any  alleged  deficiency  for  the 
year  1916. 

Andrew  R.  McCown ,  Esq.,  and  Chas.  S'.  Rockey ,  C.  P.  A.,  for  the 
petitioner. 

A.  R.  Marrs ,  Esq.,  for  the  Commissioner. 

The  taxpayer  brought  this  proceeding  for  the  purpose  of  a  rede- 
termination  of  alleged  deficiencies  as  follows:  For  the  year  1916, 
$1.884.08 ;  for  the  year  1917,  $16,253.32,  being  the  amount  for  which 
a  claim  for  abatement  of  $17,374.73  was  rejected  by  the  Commis¬ 
sioner;  for  the  year  1918,  $11,861.31;  for  the  year  1919,  $24,787.04, 
aggregating  $54,785.75. 

The  issues  presented  for  determination  are : 

(1)  The  value  of  certain  patents  acquired  by  the  taxpayer  for 
stock. 

(2)  The  value  of  the  good  will  of  two  predecessor  businesses 
acquired  by  the  taxpayer  for  stock. 

(3)  The  taxpayer’s  claim  that  the  sum  of  $100,000  paid  in  1921  in 
settlement  of  litigation  should  be  prorated  over  the  years  1918,  1919, 
L920,  and  1921,  during  which  the  subject  of  the  litigation  was  in 
controversy. 

At  the  hearing  the  Commissioner  moved  to  dismiss  the  petition 
as  to  the  year  1917,  claiming  that  the  Board  had  no  jurisdiction 
over  an  appeal  for  that  year.  At  the  same  time  the  taxpayer  claimed 
the  benefit  of  the  statute  of  limitations  as  regards  the  year  1916,  but 
proceeded  nevertheless  to  the  trial  of  the  issues  on  the  merits  for  all 
of  the  years  1916  to  1919,  inclusive. 
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FINDINGS  OF  FACT. 

1.  The  taxpayer  is  a  corporation  organized  under  the  laws  of 
Pennsylvania,  having  its  principal  place  of  business  at  Philadelphia. 
It  was  incorporated  on  January  18,  1916.  At  or  about  the  time  of 
its  organization  it  acquired  all  the  properties  and  the  going  business, 
including  good  will,  of  the  Pressed  Steel  Manufacturing  Co.,  a  cor¬ 
poration.  At  the  same  time  it  acquired  all  the  properties  and  the 
going  business,  including  good  will,  of  one  Budd  G.  Nice,  doing- 
business  under  the  name  and  style  of  Nice  Ball  Bearing  Co.  For 
all  of  these  properties  and  businesses  it  paid,  or  undertook  to  pay,  a 
small  amount  of  cash,  assumed  some  then  outstanding  obligations, 
and  issued  a  large  portion  of  its  authorized  capital  stock.  Shortly 
thereafter  it  acquired  from  Frank  Beemer  two  certain  patents  for 
which  it  issued  $100,000  of  its  common  stock,  and  at  the  same  time 
it  acquired  from  Budd  G.  Nice  two  certain  patents  for  which  it 
issued  $50,000  par  value  of  its  authorized  capital  stock. 

The  Pressed  Steel  Manufacturing  Co.  was  incorporated  in  the 
year  1902  and  had  been  continuously  in  business  from  that  time  to 
the  transfer  of  its  business  to  the  taxpayer.  It  had  acquired  the 
ownership  of  a  number  of  patents  and  some  tangible  properties. 
Its  principal  business,  however,  was  that  of  a  selling  organization. 
In  connection  with  its  merger  with  the  taxpayer  it  submitted  a 
written  offer  of  sale  of  its  property  and  business,  the  pertinent  parts 
of  which  are  as  follows : 

We  do  hereby  agree  to  sell,  assign,  and  transfer  unto  the  Nice  Ball  Bearing 
Company,  Incorporated,  our  entire  business  now  being  carried  on  by  us  in 
Philadelphia,  Penna.,  consisting  of  the  promotion  and  sale  of  Ball  Bearings, 
now  being  made  for  us  by  other  concerns  under  contract,  and  for  which  we 
own  very  valuable  and  exclusive  patents,  consisting  of  the  following  assets : 


Tools _ _ _ $12,169.54 

Insurance _ _  1, 971.  00 

Cuts  and  electros _  469.  52 

Drawings _  867.  00 

Merchandise,  finished _  14,  684.  56 

Stationery  and  office  supplies _  346. 57 

Office  furniture _  2,  938.  25 

Cash _  421.  59 

Accounts  receivable _  21,  748.  92 

Patents  and  trade-mark _  178,  335.  63 


Good  will — based  inter  alia  on  a  total  of  approximately  $90,000  of 
unfinished  orders  on  our  books  for  redelivery  during  the  year 
1916,  on  which  the  estimated  profit  is  $50,000 ;  as  well  as  on  the 
volume  of  profit  obtained  on  the  amount  of  business  we  transact, 
and  by  the  trade  name  we  have  built  up  at  great  expense  and  care 
during  the  past  fourteen  years _  271, 109.  35 


505,  061.  93 
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This  offer  was  accepted  by  the  taxpayer  and  payment  was  ordered 


made  therefor  as  follows : 

690  shares  common  stock,  jiar  value  $100 - $69,  000 

690  shares  preferred  stock,  par  value  $100 -  69,  000 

1,750  shares  common  stock,  par  value  $100  (after  increase 

of  capitalization) -  175,000 

1,750  shares  preferred  stock,  par  value  $100  (after  increase 

of  capitalization) _  175,000 

-  $488,000.00 

Assumption  of  outstanding  indebtedness - - -  17,061.98 


Total _  505,  061.  98 


The  patents  purchased  by  the  new  corporation  upon  its  incorpora¬ 
tion  as  of  January  18,  1916,  the  serial  numbers,  the  dates  of  issue, 
and  the  par  value  of  stock  of  such  new  corporation  issued  therefor 
are  as  follows: 


Serial  number. 

Date  issued. 

Stock  issued. 

859099 . . . . 

July  2, 1907 

$10, 000. 00 

Ball-bearing  wheel. 

953433 _ _ - _ _ 

Mar.  29, 1910 

1, 000. 00 

Carpet  fastener;  not  used 

735526 . . . 

Aug.  4, 1903 

50.00 

Not  used. 

811152 . . . 

Jan.  30, 1906 

50.00 

Not  used. 

887265 _ _ _ _ 

May  12,1908 

100, 000. 00 

Stamped  thrust  bearings. 

859083 _ 

July  2, 1907 

65, 000.  00 

Radial  thrust  bearing. 

871518 _ _ _ 

Total . . . 

Nov.  19, 1907 

2, 235. 63 

178, 335. 63 

Rubber-tired  skate  wheel. 

The  earnings  before  amortization  of  patents,  except  as  to  1915, 
and  net  tangibles  of  the  Pressed  Steel  Manufacturing  Co.  over  the 

five-year  period  from  1911  to  1915  were  as  follows: 


Year. 

Earnings. 

Net  tangibles. 

1911 . . . . . . . 

$19,  260.  49 
22,  855.  38 
25, 173.  44 
18,  218. 97 
14,  294.  02 

$24,  367.  52 
32, 046.  50 
47, 186.  34 
62,  667.  81 
38,  555.  08 

1912 . . . : . . . 

1913 . . . . . . . . . 

1914 . . . . . . . . . 

1915 _ _ _ _ _ _ _ _ _ _ _ 

99, 802. 30 

204,  823. 19 

Said  earnings  for  1915,  namely,  $14,294.02,  are  the  net  earnings 
after  claimed  amortization  of  patents  in  the  amount  of  $17,833.56. 
The  earnings  for  1915,  therefore,  before  amortization  of  patents, 
amounted  to  $32,127.58,  and  the  total  of  the  column  of  earnings 
upon  this  basis  is  $117,635.86. 

All  the  patents  transferred  to  the  taxpayer  with  the  exception  of 
three,  for  which  a  nominal  amount  of  stock  was  issued,  played  an 
important  part  in  the  business  of  the  taxpayer. 

Serial  No.  859,099,  for  which  $10,000  stock  was  issued,  was  a 
patent  for  a  ball  bearing  wheel.  This  was  issued  for  invalid  chairs 
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and  other  various  small  vehicles.  This  wheel  was  also  used  in  trans- 
veyor  trucks. 

Serial  No.  953,433,  for  which  $1,000  stock  was  issued,  was  a  pressed 
steel  carpet  fastener  for  use  on  stairways.  The  use  of  this  patent, 
however,  was  discontinued  after  1912. 

Serial  Nos.  735,529  and  811,152,  for  which  $50  stock  was  issued 
for  each,  were  not  used. 

Serial  No.  887,265,  for  which  $100,000  stock  was  issued,  was  a 
stamped  thrust  bearing..  This  was  next  to  the  most  important  patent 
used  by  the  taxpayer.  It  was  used  in  the  hinge  and  sash  bearing 
business,  stearing  gears,  marine  motor  thrust  bearing,  king  pin, 
tractor  thrust,  elevator  thrust,  revolving  doors  and  ceiling  fans. 

Serial  No.  859,083,  for  which  $65,000  stock  was  issued,  was  a 
radial  thrust  bearing.  This  was  sold  to  street  car  manufacturers. 
It  was  also  used  for  baby  carriages,  radiator  fans,  washing  machines, 
electric  fans,  electric  flasher  signs  and  ship  windlass  bearings. 

Serial  No.  871,518,  for  which  $2,235.63  of  stock  was  issued,  was 
a  ball  bearing  roller  skate  patent.  This  was  a  combined  unit  of  five 
distinct  parts  into  a  single  wheel. 

The  business  of  Budd  G.  Nice,  trading  as  Nice  Ball  Bearing  Co., 
was  first  established  in  or  about  May,  1914.  At  the  time  of  the 
merger  of  this  business  with  the  taxpayer,  Nice  submitted  a  written 
offer  of  sale  of  all  of  his  properties  and  business,  the  pertinent  parts 
of  which  are  as  follows: 


I  hereby  agree  to  sell,  assign  and  transfer  to  the  Nice  Ball  Bearing  Company, 
incorporated,  the  entire  business  now  carried  on  by  myself,  trading  as  Nice 
Ball  Bearing  Company,  located  at  the  northwest  corner  of  25th  and  Lombard 


Streets,  Philadelphia,  Penna.,  for  the  manufacture  of  ball  bearings,  their  parts 
and  accessories,  consisting  of  the  following : 

Machinery - $34?  311.  30 

Tools  (finished) - : -  2,573.84 

Tools  (unfinished) _  258.10 

Factory  equipment -  194.  85 

Merchandise _  12,  960.  34 

Insurance  (unexpired) _  108.77 

Office  furniture _  568.  54 

Cash _  37.  85 

Factory  improvements _ : _  1,  310.  75 

Good  will— which  is  based  on  a  total  of  approximately  $138,000 
of  unfinished  orders  on  my  books  for  delivery  during  the  first  nine 
months  of  the  year  1916.  on  which  the  estimated  profit  is  ap¬ 
proximately  $60,000 _  89,  518.  21 


141,  842.  55 

This  offer  was  accepted  by  the  taxpayer  and  payment  was  ordered 
made  therefor  as  follows : 
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560  shares  common  stock,  par  value  $100 - $56,  000.  00 

560  shares  preferred  stock,  par  value  $100 -  56,'  000.  00 

112,  000.  00 

Assumption  of  outstanding  obligations -  7,  603.  23 

Cash  payment  within  two  years -  22,  239.  32 

Total _  141,842.55 


On  or  about  March  16,  1916,  the  taxpayer  acquired  from  Frank 
Beemer  and  Budd  G.  Nice  four  other  patents,  in  payment  for  which 
it  issued  its  stock.  The  patent  serial  numbers,  the  dates  of  issue,  and 
the  par  value  of  stock  issued  therefor  are  as  follows: 


Serial 

number. 

Date 

issued. 

Prior  owners. 

Stock 

issued. 

1, 149, 889. 
1, 242, 911. 
1, 147, 116. 
1, 177, 046. 

Tota 

Aug.  10,1915 
Oct.  16,1917 
July  20,1915 
Mar.  28, 1916 

il _ 

jFrank  Beemer . . . 

jBudd  G.  Nice . . . 

$100,  000 

50, 000 

150, 000 

f  Annular  roller  bearing. 

\Diamond  retainer. 

TPressed  steel  annular  bearing. 

\Single  row  type  ball  bearing  wheel. 

F oreign  rights  were  likewise  acquired  at  the  same  time  and  patents 
were  immediately  procured  in  England,  France,  Italy,  and  Canada. 

Serial  No.  1,149,889  was  secured  from  Frank  Beemer.  This  patent 
was  known  as  the  annular  roller  bearing.  This  was  used  in  heavy 
machinery,  such  as  concrete  machinery,  bait  overhead  cranes,  pro¬ 
peller  shafts,  and  other  heavy  machinery. 

Serial  No.  1,242,911  was  a  patent  also  secured  from  Beemer  and 
was  known  as  the  diamond  ball  retainer  patent.  For  these  two 
patents  $100,000  stock  was  issued. 

Serial  No.  1,147,116  covered  a  thrust  steel  annular  bearing  and  was 
secured  from  Budd  G.  Nice.  This  was  used  in  washing  machines, 
cream  separators,  oil  separators,  and  floor  surfacing  machines. 

Serial  No.  1,177,046  was  a  patent  also  secured  from  Budd  G.  Nice. 
For  the  two  latter  patents  $50,000  stock  was  issued.  This  latter 
patent  was  a  single  row  type  ball  bearing  wheel  used  mostly  in  over¬ 
head  traction  work,  in  overhead  conveyers,  sliding  doors,  etc.  The 
most  valuable  patent  used  by  the  taxpayer  was  the  one  secured  from 
Frank  Beemer. 

Budd  G.  Nice  transferred  his  bearing  patent  and  an  application 
for  a  patent  on  an  anti-friction  wheel  to  the  taxpayer  corporation  for 
stock  of  the  par  value  of  $50,000.  During  the  years  1914  and  1915 
the  predecessors,  under  a  shop  license,  manufactured  through  others 
and  sold  bearings  and  wheels  to  the  amount  of  $11,240,  of  which  the 
profit  was  $6,925,  which  was  a  sales  profit  only  as  the  predecessors 
had  their  manufacturing  done  by  others;  book  and  unfilled  orders, 
requiring  material  made  under  this  patent  and  application  therefor, 
taken  over  by  the  taxpayer  from  the  Pressed  Steel  Manufacturing 
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(_o.,  amounted  to  $9,106,  on  which  the  estimated  profit  was  $5,210, 
which  profit  was  made  thereon  by  the  taxpayer. 

Frank  Beemer  transferred  an  annular  rolling  bearing  patent  and 
an  application  for  a  pressed  or  stamped  ball  retainer  patent  to  the 
taxpayer  corporation  for  stock  of  the  par  value  of  $100,000.  During 
the  years  1914  and  1915  the  business  of  Budd  G.  Nice,  trading  as 
Nice  Ball  Bearing  Co.,  was  increased  from  approximately  $27,000  in 
1914  to  $75,000  in  1915,  largely  because  of  the  use  of  such  ball  retainer 
invention.  The  amount  of  business  booked  for  1916  in  which  the 
said  retainer  was  used  exceeded  $140,000  and  the  total  sales  on  the 
said  inventions  of  Beemer  in  the  year  1915  amounted  to  $11,300.  The 
predecessors  had  a  shop  license  for  such  inventions  but  had  no  title 
thereto,  and  the  patents  were  not  included  in  the  original  transfer 
and  sale  of  the  assets  of  the  two  predecessor  businesses  to  the  tax¬ 
payer  in  January,  1916. 

The  earnings  of  the  taxpayer  corporation  and  the  net  tangibles  for 
the  five-year  period  subsequent  to  its  acquisition  of  the  patents  and 
other  assets  upon  its  organization  in  Januaiy,  1916,  to  wit,  from  1916 
to  1920,  inclusive,  as  shown  by  its  tax  returns  (and  as  adjusted  by  the 
Commissioner  of  Internal  Kevenue  with  respect  to  the  years  1916  to 
1919,  inclusive)  before  amortization  of  patents,  are  as  follows: 


Years. 

Earnings. 

Net  tan¬ 
gibles. 

3916 _ _ _ _ _ _ 

$158, 805.  25 
93, 065.67 
70, 409. 84 
175, 882. 45 
129, 850.  53 

$61, 036. 81 
193, 592.  06 
272,  746.  62 
322,  091.  57 
468, 757. 33 

1917 _ _ _ _ _ 

1918  . .  .  _  . 

1919 _  - _ _ 

1920 _ _ _ 

Total 

628, 013.  74 
125,  622.  75 

1.  318, 224. 39 
263,  644.  88 

Average _ _ _ _ _ _ 

The  amortization  charge  in  each  of  said  years  was  $28,967.02. 

The  taxpayer  never  manufactured  or  sold  any  articles  except  under 
its  said  patents  or  patent  applications.  The  gross  sales  under  the 
patents  or  patent  applications  transferred  to  the  taxpayer  corpo¬ 
ration  b}r  Budd  G.  Nice  and  Frank  Beemer  and  the  Pressed  Steel 
Manufacturing  Co.  for  the  five-year  period  subsequent  to  the  acquisi¬ 
tion  of  them  by  the  taxpayer  was  as  follows : 


Pressed  steel 
patents  (7). 

Frank  Beemer 
patents  (2). 

Budd  G.  Nice 
patents  (2). 

All  patents. 

1916 _ _ 

1917... _ _ _ _ _ 

1918  _ _ _ _ 

1919  . . . — . 

1920  _ _ _ _ _ 

Total _ _ 

$294, 042. 97 
283, 041. 87 
376, 362.  03 
617, 774.  86 
725,  261.  34 

$42,838.9 
65, 404.  36 
113, 923.26 
356, 054.  77 
375, 041.  20 

$20, 061. 01 
18, 846. 04 
22, 178.  28 
28, 150.  53 
44, 670.  86 

$356, 942.  97 
368,  292.  27 
512, 463.  57 
1,  001,  980. 16 
1, 144, 973.  40 

2,  296, 483.  07 

953,  262.  58 

133,  906.  72 

3, 383, 652.  37 
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At  the  time  of  the  acquisition  by  the  taxpayer  of  the  said  seven 
patents  from  the  Pressed  Steel  Manufacturing  Co.,  of  said  patent 
and  application  for  patent  from  Budd  G.  Nice,  and  of  said  patent 
and  application  for  patent  from  Frank  Beemer,  and  of  the  other 
assets  acquired  f^om  the  predecessor  businesses,  the  taxpayer  (pur¬ 
chaser)  and  the  sellers  knew  from  statistical  records  the  percentage 
of  the  bearing  business  had  by  the  predecessors  under  said  patents 
and  patent  applications,  with  respect  to  the  total  business  in  the 
bearing  industry,  for  the  year  prior  to  said  acquisition,  and  as  well 
the  probable  increase  of  such  business  by  the  taxpayer.  The  posi¬ 
tion  of  the  taxpayer  and/or  its  predecessors  in  the  bearing  industry, 
as  to  twenty -two  different  kinds  of  bearings,  as  shown  by  the  per¬ 
centage  of  business  had  by  taxpayer  and/or  its  predecessors  with 
respect  to  the  total  business  in  the  industry,  for  the  years  1915  to 
1919,  inclusive,  is  as  follows: 


1915 

1916 

1917 

1918 

1919 

Street  car  bearings . . . . . 

Per  cent 
98 

Per  cent 
98 

Per  cent 
98 

Per  cent 
98 

Per  cent 
98  (a) 
70(a) 
98  (a) 

Clutch  throwout  bearings _ _ _ _ _ _  . _ 

20 

35 

60 

65 

King  pin  bearings . . . . 

98 

98 

98 

98 

Baby  coach  bearings _ _ _ - . . . 

98 

98 

98 

98 

98  (a) 

Timer  bearings..  . . .  . . . . 

60 

60 

60 

60 

40  (a) 
70(b) 
15(b) 
85  (a) 
50  (b) 

Steering  gear  bearings . . . . 

20 

35 

60 

65 

Radiator  fan  bearings . . . . . . . . 

40 

35 

30 

25 

20 

Washing-machine  bearings _  ..  . 

40 

55 

75 

Transveyor  truck  wheels" .  . . . . . . . 

35 

40 

45 

45 

Electric  fan  bearings . . . . . 

98 

98 

98 

98 

98  (a) 
70  (a) 
25  (a) 
35  (a) 
50  (b) 
40  (b) 
85  (b) 
40  (b) 
20  (b) 
30  (b) 
25  (b) 

Automobile  generator  thrust  bearings  ..  .  ..  _ 

35 

35 

40 

70 

Tractor  thrust  bearings. . . . . .  ..  ...  ...  _ _ 

10 

25 

30 

30 

Marine  engine  bearings _ _  _  . 

25 

25 

95 

20 

50 

Electric  flasher  sign  bearings . . . . . . 

90 

30 

35 

Elevator  thrust  bearings. _ _  ...  .  .  ... 

15 

25 

20 

20 

Hinge  and  sash  bearings _ _ _ _ _ _  . . 

0 

15 

20 

20 

Revolving  door  bearings . . . . 

10 

20 

20 

20 

Ship  windlass  bearings . . . . .  .  . . 

30 

35 

40 

40 

Electric  and  other  coffee  grinder  and  feed  mill  bearings _ 

15 

25 

35 

35 

Ceiling  fan  bearings.  _ _ _ _ _ _ _  _ 

20 

20 

20 

20 

Ventilator  bearings  _ _  _  _ _ _ 

15 

25 

30 

30 

20  (b) 
50  (b) 

Conveyor  system  wheel  bearings . . . . . . . . 

25 

25 

40 

45 

As  to  the  above  items  marked  (a)  the  table  shows  percentage  of 
total  particular  units  manufactured  which  used  bearings,  such  as 
steering  gears,  etc. ;  the  remainder  in  percentage  of  such  units  did 
not  employ  bearings  therein  so  that  taxpayer  supplied  all  of  such 
business  where  bearings  were  used,  as  to  steering  gears,  radiator  fan 
bearings,  transveyor  truck  bearings,  electric  flasher  bearings,  elevator 
thrust  bearings,  hinge  and  sash  bearings,  revolving  door  bearings, 
ship  windlass  bearings,  electric  and  other  coffee  grinder  and  feed 
mill  bearings,  ceiling  fan  bearings,  and  conveyor  system  wheel 
bearings. 

As  to  the  above  items  marked  (b),  the  table  shows  the  percentage 
of  total  particular  units  which  used  bearings  manufactured  by  tax- 
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payer  so  that  taxpayer  did  not  supply  all  of  such  business  where 
bearings  were  used  but  only  the  percentage  thereof  indicated. 

During  the  years  1911  to  1915,  inclusive,  the  net  tangible  assets 
employed  in  the  business  of  the  Pressed  Steel  Manufacturing  Co., 
the  net  profits  produced  before  amortization  of  patents,  the  amount 
of  8  per  cent  of  return  on  net  tangibles,  and  the  balance  of  profits 
were  as  follows: 


Year. 

Net  tangibles. 

Net  earnings 
before 

amortization 
of  patents. 

8  per  cent 
on  net 
tangibles. 

Balance  of 
earnings. 

1911 . . . . 

$24, 367.  52 
32, 046.  50 
47, 186.  34 
62,  667.  81 
38,  555. 02 

$19, 260.  49 
22, 855. 38 
25, 173. 44 
18, 218.  97 
32, 127.  58 

$1,949.40 

2,  563.  72 

3,  774.  90 
5, 013.  42 
3, 084.  40 

$17, 311. 09 
20, 291.  66 
21, 398.  54 
13, 205.  55 
29, 043. 18 

1912 . . . 

1913 . . . . 

1914 . . . . . 

1915 . . . . . . 

Totals _ _ _  _ 

204,  823. 19 
40,  964.  64 

117,  635.  86 
23,  527. 17 

16,  385.  84 
3,  277.17 

101,  250.  02 
20,  250.00 

Average _ _ _ _ 

During  the  years  1911  to  1915,  inclusive,  the  net  tangible  assets 
employed  in  the  business  of  the  taxpayer,  the  net  profits  produced 
before  amortization  of  patents,  the  amount  of  8  per  cent  of  return 
on  net  tangibles,  and  the  balance  of  profits  were  as  follows : 


Year. 

Net  tangibles. 

Net  earnings 
before 

amortization 
of  patents. 

8  per  cent 
on  net 
tangibles. 

Balance  of 
earnings. 

1916 _ _ _ 

$61, 036.  81 
193,  592. 06 
272,  746.  62 
322,  091.57 
468,  757.  33 

$158, 805.  25 
93, 065.  67 
70,  409.  84 
175,  882.  45 
129,  850.  53 

$4,  882.  94 
15,  487.  36 
21,  819.  73 
25,  767.  32 
37,  500.  58 

$153, 922.  31 
77, 578.  31 
48, 590. 11 
150, 115. 13 
92,  349.  95 

1917. _ _ _ 

1918 _ _ _ _ _ _ 

1919... _ _ _ _ _ 

1920 . . . . 

Totals . . . . .  .  _ 

Average . . . . . . 

1,  318,  224.  39 
263,  644.  88 

628,  013.  74 
125,  602.  74 

105,  457.  93 
21, 091.  59 

522,  555.  81 
104,  511. 16 

2.  The  Pressed  Steel  Manufacturing  Co.,  one  of  the  predecessors, 
had  been  in  business  for  fourteen  years  at  the  time  all  of  its  assets 
were  transferred  to  the  taxpayer.  It  owned  at  such  time  the  trade¬ 
mark  “  Nice,”  which  was  registered  in  the  United  States  Patent 
Office,  and  wdiich  was  transferred  to  the  taxpayer  upon  its  incorpora¬ 
tion.  It  was  a  successful,  going  concern  and  at  such  time  it  had  on 
its  books  $90,000  of  unfilled  orders  on  which  the  estimated  profit 
was  $50,000,  and  which  were  likewise  then  transferred  to  the  tax¬ 
payer.  Such  orders  were  consummated  by  the  taxpayer  and  the 
profits  thereon  exceeded  said  estimated  profit.  Said  business  at 
the  time  of  the  transfer  thereof  to  the  taxpayer  was  transferred  at 
the  value  of  $505,061.93,  of  which  $271,109.35  was  good  will,  $178,- 
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335.63  was  for  patents,  and  the  balance  of  $55,619.95  was  for  tangible 
assets  at  the  book  value  which  was  the  cost  value. 

The  business  of  Budd  G.  Nice,  trading  as  the  Nice  Ball  Bearing 
Co.,  at  the  time  of  its  transfer  to  the  taxpayer,  included  no  patent 
account,  but  did  include  $138,000  of  unfilled  orders  on  which  the 
estimated  profit  was  $60,000.  Such  orders  were  consummated  by 
the  taxpayer  and  the  profits  thereon  exceeded  said  estimated  profit. 
Three  months  prior  to  the  transfer  of  said  business  said  Budd  G. 
Nice  had  received  an  offer  for  said  business  from  a  responsible  party 
in  the  amount  of  $175,000.  Said  business  at  the  time  of  the  transfer 
thereof  to  the  taxpayer  was  transferred  at  the  value  of  $141,842.55, 
of  which  $89,518.21  was  good  will  and  the  balance,  $52,323.79,  con¬ 
sisted  of  tangible  assets  at  cost,  and  the  business  at  the  time  of  the 
receipt  of  the  offer  of  purchase  therefor  of  $175,000  was  the  same 
business  and  consisted  of  the  same  assets. 

3.  On  or  about  the  13th  day  of  April,  1917,  a  contract  was  entered 
into  with  William  Steel  &  Sons  Co.  for  the  erection  of  a  one-story 
steel  and  concrete  building  which  was  finished  on  or  about  September 
1,  1917.  This  building  was  built  on  the  “  cost  plus  ”  basis.  The 
estimated  cost  was  $187,000.  The  final  cost  was  $290,000.  The  con¬ 
tractor  had  agreed  to  finance  the  construction  to  a  large  extent  by 
mortgage,  but  was  unable  to  place  the  mortgage  on  account  of  the 
Liberty  Loan  drives  and  finance  conditions  at  that  time.  The  con¬ 
tractor  brought  a  suit  for  the  unpaid  balance  of  $230,000.  An  at¬ 
tempt  to  adjust  this  suit  by  a  deed  of  the  real  estate  to  the  contractor 
was  objected  to  by  the  bank  and  by  merchandise  creditors  of  the 
taxpayer.  The  creditors  entered  into  an  agreement  but  the  con¬ 
tractor  refused  to  enter  with  them  and  threatened  to  proceed  with 
the  suit.  Thereupon,  the  taxpayer  secured  one  Kirkbride,  the  presi¬ 
dent  of  the  so-called  “  bearing  trust,”  to  purchase  the  contractor’s 
building  debt,  taking  an  assignment  of  the  taxpayer’s  real  estate. 
A  voting  trust  was  created,  by  the  terms  of  which  the  voting  stock 
of  the  taxpayer  corporation  was  transferred  to  the  said  Kirkbride. 
There  was  litigation  with  Kirkbride  as  to  the  final  payments  and  the 
return  of  stock  and  a  number  of  suits  were  pending  in  various  courts. 
Finally,  a  compromise  was  effected  for  $100,000  and  suits  between  all 
the  parties  were  settled,  discontinued  and  entered  of  record.  Final 
agreement  was  made  December  1,  1921,  $50,000  cash  was  paid  in  De¬ 
cember,  1921,  and  a  note  for  the  remaining  $50,000  was  given,  which 
was  paid  January  2,  1923.  These  payments  were  confirmed  by  the 
stockholders  and  directors  of  the  taxpayer.  This  $100,000  was  al¬ 
lowed  as  a  deduction  from  the  gross  income  of  the  taxpayer  for  the 
year  1921,  but  the  taxpayer  claimed  that  said  sum  should  have  been 
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allocated  to  the  years  1918  to  1921,  inclusive.  The  books  of  the 
taxpayer  were  kept  on  the  accrual  basis. 

4.  For  the  37ear  1917,  upon  the  basis  of  original  and  amended  in¬ 
come-tax  returns  made  by  the  Commissioner  and  a  report  made  by 
an  examining  agent,  the  Commissioner  made  original  and  additional 
assessments  aggregating  $25,924.62.  Against  the  total  of  these  assess¬ 
ments  the  taxpayer  at  some  time  prior  to  December  28,  1924,  made 
and  filed  with  the  Commissioner  a  claim  for  the  abatement  of 
$17,874.78.  The  deficiency  letter  dated  December  28,  1924,  recites  the 
allowance  of  said  claim  in  the  amount  of  $1,121.41  and  its  rejection 
in  the  amount  of  $16,253.82. 

5.  For  the  year  1916  the  taxpayer’s  original  income-tax  return, 
made  February  21,  1917,  was  filed  in  the  office  of  the  collector  of 
the  first  district  of  Pennsylvania  on  February  22,  1917,  showed  a 
net  taxable  income  in  the  amount  of  $35,633.77,  and  computed  the 
amount  of  tax  due  as  $712.68.  Thereafter,  and  on  or  about  July  28, 
1920,  a  revenue  agent  investigated  the  taxpayer’s  books  and  records 
and  concluded  that  there  was  an  additional  tax  of  $1,884.04.  At  his 
suggestion  the  president  of  the  taxpayer  signed  an  amended  return 
prepared  by  the  agent  for  the  calendar  year  1916,  which  showed  a 
taxable  income  in  the  amount  of  $129,838.23  and  a  total  apparent  tax 
for  that  year  of  $2,596.76.  This  return  was  forwarded  by  the  agent 
to  the  Commissioner  with  his  report  of  July  21,  1920.  Thereafter, 
the  Commissioner  considered  the  question  of  tax  liability  for  the  year 
1916,  and  on  December  23,  1924,  mailed  to  the  taxpayer  a  notice  of 
deficiency,  registered,  advising  it  of  his  determination  of  a  deficiency 
of  $1,884.04.  No  assessment  of  the  deficiency  for  that  year  was  made 
prior  to  December  23,  1924. 

At  the  trial  of  this  proceeding  and  for  the  purpose  of  supporting 
the  taxpa}7er’s  claims  to  patent  values,  the  earnings  and  profits  as 
shown  in  the  above-mentioned  amended  return  have  been  used  by 
taxpayer  as  part  of  a  proposed  basis  for  computing  values  of  the  tax¬ 
payer’s  intangible  properties  consisting  of  both  patents  and  good 
will. 

In  making  his  adjustments  of  invested  capital  and  allowances  for 
exhaustion  of  patent  values,  the  Commissioner  found  that  all  the 
patents  acquired  by  the  taxpayer  for  stock  had  at  the  date  acquired 
a  cash  or  fair  market  value  in  the  amount  of  $86,000  and  allowed  no 
value  whatever  for  the  good  will  of  the  predecessor  businesses  taken 
over.  The  Board  finds  that  the  group  of  seven  patents  acquired  by 
the  taxpayer  from  the  Pressed  Steel  Manufacturing  Company  had  a 
cash  or  fair  market  value  at  the  date  acquired  in  the  amount  of 
$178,335.63  and  that  the  four  patents  and  inventions  acquired  from 


(484) 


NICE  BALL  BEARING  CO. 


495 


Budd  G.  Nice  and  Frank  Beemer  had  a  value  at  the  date  acquired 
in  the  amount  of  $150,000. 

opinion  . 

i 

Trussell:  In  view  of  the  evidence  we  are  of  the  opinion  that 
the  statute  of  limitations  had  run  against  the  year  1910  and  that 
there  is  no  deficiency  for  that  year. 

The  Commissioner  urged,  in  support  of  his  motion  to  dismiss  the 
appeal  for  the  year  1917,  the  fact  that  an  assessment  of  the  claimed 
deficiencies  had  been  made  prior  to  June  2,  1924.  This  motion  was 
denied  at  the  time  of  the  hearing  on  the  basis  of  the  Board’s  deci¬ 
sion  in  the  Appeals  of  E .  J .  Barry ,  1  B.  T.  A.  156,  and  Hickory 
Spinning  Co .,  1  B.  T.  A.  409,  and  that  conclusion  is  now  affirmed 
in  accordance  with  section  283(f)  of  the  Revenue  Act  of  1926. 

In  the  case  of  the  Malleable  Iron  Range  Co.  v.  United  States , 
decided  June  14,  1926,  the  Court  of  Claims  had  under  consideration 
a  situation  where  the  plaintiff  sought  in  its  income-tax  return  for 
the  year  1918  to  deduct  the  amount  of  the  judgment  rendered 
against  it  during  that  year  but  in  respect  to  which  the  plaintiff 
then  took  an  appeal  which  was  not  finally  determined  and  settled 
until  the  year  1920,  and  the  court  held  that,  inasmuch  as  the  plain¬ 
tiff  in  that  case  never  acknowledged  the  liability  until  the  appeal 
was  determined,  it  could  not  accrue  any  amount  on  account  of  said 
judgment  while  its  appeal  was  pending  and  unsettled.  The  record 
in  the  instant  case  does  not  show  when  the  litigation  which  was 
compromised  and  settled  in  1921  was  actually  begun.  It  does  show, 
however,  that  the  taxpayer  never  recognized  its  liability  in  any 
amount  until  it  sought  to  and  effected  a  compromise.  This  is  not 
exactly  parallel  with  the  Malleable  Iron  Range  Co.  case,  supra ,  but 
the  reasoning  of  the  court  in  that  case  seems  to  be  applicable  here. 

Section  234(a)(4)  of  the  Revenue  Act  of  1921  contains  these 
words : 

Losses  sustained  during  the  taxable  year  and  not  compensated  for  by  insur¬ 
ance  or  otherwise ;  unless,  in  order  to  clearly  reflect  the  income,  the  loss  should 
in  the  opinion  of  the  Commissioner  be  accounted  for  as  of  a  different  period. 

Even  if  this  might  be  construed  to  authorize  the  Commissioner 
to  allocate  losses  actually  sustained  in  1921  to  prior  years,  it  does 
not  seem  to  be  applicable  in  the  present  case  for  the  reason  that 
there  is  nothing  in  the  record  which  seems  to  connect  this  loss  in 
any  way  with  the  production  of  gross  income  in  the  years  1918, 
1919,  or  1920.  We  have  therefore  arrived  at  the  conclusion  that 
no  part  of  that  loss  may  be  properly  deducted  from  gross  income 
for  any  of  the  years  here  under  consideration. 
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While  we  are  generally  ready  to  concede  that  a  going  business 
conducted  successfully  for  a  number  of  y7ears,  which  has  produced 
profits,  and  which  shows  a  comparatively  steady  growth,  develops 
a  good  will  and  that  such  good  Avill  when  transferred  to  a  successor 
must  have  a  capital  value.  Such  capital  value,  however,  must  be 
established  by  evidence  segregating  and  distinguishing  good  will 
value  from  the  values  inherent  in  other  assets,  both  tangible  and 
intangible.  The  business  of  the  two  predecessor  concerns  which  were 
taken  over  by  the  taxpayer  was  built  up  entirely  when  the  basis  of 
manufacturing  and,  selling  articles  was  protected  by  patent  mo¬ 
nopoly,  and  the  testimony  in  the  present  case  does  not  clearly  dis¬ 
tinguish  between  the  intangible  capital  values  inherent  in  the  patent 
monopoly  and  any  values  pertaining  to  good  will.  AYe  are,  there¬ 
fore,  of  the  opinion  that  neither  the  good  will  values  claimed  by  the 
taxpayer  nor  any  part  thereof  has  been  established  by  the  evidence. 

The  value  of  patents  at  any  given  date  is,  like  the  value  of  other 
property7,  a  question  of  fact  which  must  be  determined  upon  the 
evidence.  In  the  Appeals  of  JJicight  &  Lloyd  Sintering  Co .,  1 
B.  T.  A.  179;  Ganion  Meter  Co .,  1  B.  T.  A.  1124,  and  J .  J.  Gray ,  Jr ., 
2  B.  T.  A.  672,  the  Board  has  laid  down  the  rule  that  in  determining 
the  value  of  patents  at  any  basic  date  it  would  take  into  consideration 
the  history  and  the  volume  of  profits  produced  by  the  use  of  patents, 
the  opinion  testimony  of  men  experienced  in  dealings  in  patents  and 
in  the  products  protected  by  the  patent  monopoly  and  would  also 
consider  the  subsequent  history  of  such  patents,  together  with  the 
volume  of  profits  produced  by  their  use  in  the  business,  and  upon 
the  basis  of  such  evidence  determine  the  value  at  the  basic  date. 

In  the  instant  case  the  Commissioner  took  the  average  profits  pro¬ 
duced  by  the  predecessor  enterprises  during  the  period  of  5  years 
immediately  preceding  January,  1916,  when  the  group  of  seven  pat¬ 
ents  had  an  average  remaining  life  of  7  years  and  the  group  of  four 
patents  had  an  average  remaining  life  of  almost  their  whole  term  of 
17  years,  and  that  the  two  groups  together  had  an  average  life 
of  approximately  11  years  and,  applying  a  well  known  annuity 
formula,  produced  a  value  of  $86,000  at  the  basic  date,  January  18, 
1916.  If  the  Commissioner  had  taken  the  average  profits  of  the 
5  subsequent  y7ears  when  the  first  group  of  7  patents  had  a  remaining 
life  of  approximately  4  years,  the  group  of  four  patents  had  a 
remaining  life  of  approximately  12  years,  and  the  average  remain¬ 
ing  life  of  all  of  the  two  groups  was  approximately7  7  years,  and 
had  applied  the  same  formula,  he  would  have  found  that  these 
patents  in  January,  1921,  had  a  value  of  $423,000.  It  is  no  doubt 
entirely  possible  that  there  may  be  cases  in  which  a  group  of  patents 
on  one  date  might  be  worth  $86,000  and  that  five  y7ears  later  the 
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same  patents  might  be  worth  $423,000,  but  under  all  the  facts  appear¬ 
ing  in  the  record  of  this  case  we  are  convinced  that  so  wide  a  spread 
between  the  values  at  two  different  dates  must  produce  a  doubt  as 
to  the  application  of  the  formula  adopted  by  the  Commissioner. 

In  the  instant  case  the  record  contains  the  testimony  of  two  busi¬ 
ness  men  who  were  also  inventors  and  had  produced  part  of  the  pat¬ 
ents  here  in  question.  These  men  have  lived  with  these  patents  and 
the  business  in  which  they  are  used  for  a  number  of  years.  Their 
private  fortunes  and  their  life  work  are  staked  upon  the  successful 
outcome  of  a  business  devoted  entirely  to  the  production  and  sale  of 
articles  protected  by  these  patent  monopolies.  On  January  18,  1916, 
the  group  of  seven  patents  had  been  tried  and  proven  by  years  of 
successful  operation,  and  on  that  date  these  men  in  reorganizing  their 
business  determined  that  this  group  of  seven  patents  had  a  value  of 
$178,335.63.  The  group  of  four  patents  were  new  and  little  tried. 
They  were,  however,  related  to  the  same  general  character  of  business 
as  the  preceding  group  of  seven  patents.  They  evidenced  improve¬ 
ments  along  the  same  general  lines  of  manufacture  of  patented 
articles.  At  the  time  of  the  transfer  of  these  four  patents  and  in¬ 
ventions  to  the  taxpayer  these  men  were  not  only  conversant  with 
all  the  past  history  of  the  business  using  such  patents  but  they  were 
also  cognizant  of  the  then  present  conditions  of  the  industries  using 
ball  bearings.  They  knew  the  industrial  field  within  which  such 
articles  as  they  had  produced  and  proposed  to  produce  could  be 
used.  They  already  controlled  a  considerable  percentage  of  the  busi¬ 
ness  in  twenty-two  separate  lines  of  industry.  They  knew  the  his¬ 
tory  of  these  industries  and,  on  the  basis  of  such  history,  they  could 
estimate  the  probable  growth  and  expansion  of  such  industry  and, 
therefore,  of  the  increased  demand  for  ball  bearings.  They  were  able 
at  that  time  to  sense  the  future  of  the  properties  which  they  owned 
and  which  they  transferred  to  the  taxpayer  corporation,  and  they 
then  in  the  exercise  of  their  experienced  judgment  as  business  men 
placed  a  valuation  on  these  four  patents  and  inventions  in  the  amount 
of  $150,000.  That  they  were  capable  appraisers  of  such  values  we 
believe  must  be  accepted  without  question. 

Now,  let  us  see  whether  subsequent  events  as  disclosed  by  this 
record  tend  to  support  or  to  disprove  the  appraisal  then  made  by 
them.  During  the  five  years  of  1916  to  1920,  inclusive,  the  tax¬ 
payer  corporation  carrying  on  the  manufacture  and  sale  of  articles 
protected  by  these  eleven  patents  produced  net  gains  and  profits 
aggregating  $628,013.74.  If,  then,  we  assume  that  this  taxpayer 
had,  at  or  near  the  beginning  of  the  year  1916,  purchased  this  group 
of  patents  for  a  cash  consideration  of  $328,335.63,  and  had  acquired 
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the  business  in  which  such  patents  were  used  and  had  conducted  such 
business  during  the  following  five  years  with  the  same  results  as  to 
profits,  it  could  have  disposed  of  such  profits  as  follows : 


Total  profits  produced _ $628,013.74 

Amount  necessary  to  pay  8  per  cent  on  average  cost  of 
tangible  properties  employed  in  business _  105, 457. 93 


Balance _  522,  555.  81 

Amount  necessary  to  repay  or  amortize  cost  of  patents.  328,  335.  63 


194,  220.  IS 

This  balance  is  equal  to  an  annual  average  of  $38,844.04,  which 
will  pay  an  8  per  cent  annual  dividend  on  $485,550.  The  total 
increase  of  tangible  assets  during  the  5  years  was  $407,720.52.  The 
company  could  have  issued  and  sold  stock  for  this  amount  and 
more  and  paid  an  annual  dividend  of  8  per  cent  thereon.  It  thus 
appears  that  during  these  5  subsequent  years  the  purchasers  of  these 
patents  could  have  amortized  their  entire  cost  and  still  have  had  pos¬ 
session  of  the  patent  monopoly  inherent  in  the  group  of  seven  patents 
for  the  further  period  of  4  years  and  in  the  group  of  fopr  patents 
for  the  further  period  of  approximately  12  years.  We  are  thus 
convinced  that  the  estimate  of  values  placed  upon  these  patents  in 
1916  was  conservative  and  safe  and  that  if  the  patents  had  been  in 
the  market  a  prudent  buyer  could  have  safely  offered  to  pay  the 
values  claimed  b}r  the  taxpayer.  We  have,  therefore,  found  that 
the  group  of  seven  patents  had  a  value  on  January  18,  1916.  in  the 
amount  of  $178,335.63,  and  that  the  group  of  four  patents  and  inven¬ 
tions  had  a  value  on  the  date  they  were  transferred  to  the  taxpayer 
in  the  amount  of  $150,000.  In  the  computation  of  a  deduction  for 
the  exhaustion  of  these  capital  values,  the  total  values  found  for 
the  group  of  seven  patents  should  be  distributed  and  assigned  to  the 
several  patents  in  the  amounts  shown  in  the  findings  of  fact,  and 
the  total  of  $150,000  found  to  be  the  value  of  the  group  of  four 
patents  and  inventions  may  be  segregated  and  assigned  to  each 
patent  or  invention  in  the  amounts  elected  by  the  taxpayer. 

Order  of  redetermination  of  deficiencies  in 
accordance  with  the  foregoing  findings  of  fact 
and  opinion  will  be  made  on  15  days'  notice , 
pursuant  to  Rule  50. 
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Depreciation ;  brewery  equipment  abandoned  during  tax  year;  useful 
life,  evidence. 

Weil-McLain  Co -  591 

Bad  debts;  worthlessness,  ascertainment,  evidence. 

Wilbur,  Loyd  H -  597 

Depreciation ;  orchard  and  vineyard;  useful  life.  Returns;  commun¬ 
ity  property ;  California. 
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Appeal  of  Gould  Coupler  Co. 

Docket.  No.  791.  Decided  November  16,  1926. 

1.  Invested  capital  ;  assets  acquired  for  stock  ;  time  of 
valuation. — Two  West  Virginia  corporations,  organized  prior  to 
1903,  in  that  year  owned  tangible  and  intangible  property,  a  part 
of  which  had  been  acquired  for  stock  and  the  balance  accumulated 
or  developed  in  the  course  of  their  business  operations.  In  1903 
they  respectively  transferred  all  of  their  property  to  two  New  York 
corporations,  which  also  assumed  the  liabilities,  for  substantially 
all  of  the  capital  stock  of  the  latter,  the  stock  so  received  being 
distributed  among  the  stockholders  in  exchange  for  their  shares 
in  the  West  Virginia  corporations.  Held,  the  invested  capital  of 
the  New  York  corporations  is  to  be  measured  by  the  value  of  the 
property  at  the  time  transferred  to  them  for  stock,  and  not  by 
the  cost  to,  or  value  at  the  time  acquired  by,  their  respective 
predecessors.  Appeal  of  Regal  Shoe  Co.,  1  B.  T.  A.  896 ;  Appeal 
of  Rational  Bakers'  Egg  Co.,  3  B.  T.  A.  1205. 

2.  Same  ;  intangibles  ;  valuation. — Value  of  intangible  prop¬ 
erty  paid-in  for  stock  in  1903  determined. 

3.  Same  ;  limitation  on  value  ;  affiliated  corporations. — In 
affiliations,  the  25  per  cent  limitation  prescribed  by  section 
326(a)  (4),  (5),  Revenue  Act  of  1918,  upon  the  amount  of 
intangibles  that  may  be  included  in  invested  capital,  shall  be 
measured  by  the  total  outstanding  capital  stock  of  the  affiliated 
group.  This  rule  applies  to  both  classes  of  affiliation. 

4.  Same  ;  operating  deficit  ;  affiliated  member. — In  deter¬ 
mining  the  consolidated  invested  capital  of  an  affiliated  group 
of  corporations,  the  operating  deficits  of  any  member  shall  be 
offset  against  the  earned  surplus  of  the  others;  that  is,  only  the 
net  earned  surplus  of  the  group  shall  be  included  in  invested 
capital. 

5.  Same. — The  operating  losses  of  any  member  during  the  period 
of  affiliation  are  deducted  in  determining  the  consolidated  net 
income. 

6.  Same  ;  intercompany  obligations. — If  one  member  of  an 
affiliation  makes  advances  to  another  to  meet  operating  losses 
occurring  during  the  period  of  affiliation,  the  intercompany  obliga¬ 
tion  thus  arising  may  not  be  deducted  by  the  corporation  making 
the  advance  after  the  obligation  has  become  worthless. 

7.  Same. — While  affiliated,  intercompany  obligations  are  dis¬ 
regarded  in  determining  the  consolidated  net  income  and  invested 
capital. 

8.  Same  ;  Patents  ;  cost  of  development  by  predecessor. — Ex¬ 
penditures  for  patent  development  made  by  a  predecessor  corpora¬ 
tion  are  reflected  in  the  value  of  patents  acquired  for  stock  by 
petitioner,  and  may  not  again  be  included  in  the  invested  capital 
of  the  latter. 

9.  Same  ;  Capitalization  of  cost  ;  evidence. — Evidence  held  in¬ 
sufficient  to  enable  the  Board  to  determine  that  expenditures  for 
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patent  acquisition  and  development,  originally  charged  to  profit 
and  loss,  should  be  added  to  surplus  for  determining  invested 
capital. 

10.  Depreciation. — Depreciation  allowed  on  items  of  tangible 
assets  erroneously  omitted  by  petitioner  in  its  original  return. 

Richard  T.  Greene ,  Esq .,  and  James  L.  Dohr ,  Esq.,  for  the  peti¬ 
tioner. 

E.  C.  Lake ,  Esq.,  for  the  Commissioner. 

The  petitioner  appeals  from  the  determination  of  a  deficiency  of 
$202,104.65  in  income  and  profits  taxes  for  the  years  1918  and  1919. 
It  alleges  error  by  the  Commissioner,  in  excluding  from  invested 
capital  the  value  of  patents  acquired  for  capital  stock ;  in  offsetting 
operating  deficits  of  some  affiliated  companies  against  the  surplus  of 
other  companies  in  the  affiliated  group  in  ascertaining  invested 
capital  of  the  group;  in  excluding  from  invested  capital  expendi¬ 
tures  for  development  of  patents;  in  using  an  incorrect  capital  sum 
in  computing  exhaustion,  wear  and  tear  and  obsolescence;  in  dis¬ 
allowing  the  deduction  in  1918  of  intercompany  losses  occurring 
prior  to  1918;  and  in  disallowing  the  deduction  of  a  loss  arising 
through  the  stock  of  subsidiary  corporations  having  become 
worthless. 

FINDINGS  OF  FACT. 

About  1884,  Charles  A.  Gould  started  in  the  business  of  manu¬ 
facturing  and  selling  car  axles,  locomotive  axles,  locomotive  frames 
and  link-and-pin  couplers  for  railroad  equipment.  In  1886  he  ac¬ 
quired  a  patent  for  an  automatic  car  coupler  known  as  the  “  Barnes  ” 
patent.  Shortly  thereafter  he  acquired  the  so-called  “ Browning” 
patent  covering  an  automatic  coupler  with  a  self-opening  head.  Up 
to  this  time  the  link-and-pin  coupler  was  being  used  on  the  rail¬ 
roads  of  the  United  States.  Gould  obtained  orders  from  certain 
railroad  companies,  including  the  New  York  Central,  the  Erie,  and 
the  Lackawanna,  and  commenced  supplying  automatic  couplers  to 
them,  although  continuing  to  make  and  to  sell  the  link-and-pin 
couplers.  To  obtain  orders  it  was  necessary  to  secure  the  confidence 
of  the  railroads  in  automatic  couplers,  and  Gould  was  enabled  to 
do  this  because  of  the  contacts  he  had  made  in  selling  his  other 
products  to  them.  There  was  another  patent  for  an  automatic 
coupler  known  as  the  “Jenny”  patent  which  was  ahead  of  the 
Barnes  patent  in  time.  This  was  being  used  on  Pullman  cars  as 
well  as  on  freight  cars,  and  had  been  adopted  by  the  Pennsylvania 
Kailroad.  The  patents  thus  far  owned  by  Gould  were  for  freight 
cars.  Thereafter  he  bought  the  Cowell  patents  for  a  platform  buf- 
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fer  to  be  used  on  passenger  cars  in  conjunction  with  the  automatic 
coupler,  and  he  then  obtained  orders  from  the  New  York  Central 
Railroad  for  couplers,  vestibules  and  platforms  for  passenger  cars. 
At  that  time  there  were  about  twenty  different  patents  for  automatic 
couplers  being  made  by  as  many  competitors  in  the  automatic  coupler 
field. 

In  1889  the  Gould  Coupler  Co.  of  West  Virginia  was  organized, 
with  an  authorized  capital  stock  of  $5,000,000.  In  December,  1889, 
Charles  A.  Gould  sold  and  conveyed  to  this  company  all  letters 
patent  which  he  owned  for  “  automatic  car  coupling  device  ”  for  the 
United  States,  in  exchange  for  $4,999,500  par  value  of  its  capital 
stock.  The  remaining  $500  of  capital  stock  was  issued  for  cash.  The 
letters  patent  so  transferred  were  the  following: 


Patent  No. 

Date  of 
issuance. 

Subject. 

• 

Inventor. 

10291 . 

Feb.  27,1883 
Feb.  28,1882 
Mar.  6, 1883 
_ do . 

Car  coupling _ _ _ 

Browning. 

Do. 

Do. 

Do. 

Cutler. 

Browning. 

Barnes. 

Ricker. 

Do. 

Cowell. 

254106 . 

. do....... . . . 

273343 . 

_ do . . . . 

273664 . 

_ do . . . . . 

274569 . 

Mar.  27, 1883 
Mar.  18, 1884 
Mar.  9, 1886 
Sept.  2,1884 
Oct.  21,1884 
June  9, 1885 

. do . . . 

295483 . 

Car  coupler  buffer _ 

337650 . 

Car  coupling _ _ 

304668 . . 

Car  buffer _ 

306777 . 

_ do . 

319796 . 

Car  bumper _ 

In  addition  to  selling  automatic  couplers  this  company  continued 
the  business  of  manufacturing  and  selling  axles,  locomotive  frames, 
and  link-and-pin  couplers,  that  had  been  established  and  carried 
on  by  Gould  individually.  At  first  the  company  did  not  have  the 
facilities  for  manufacturing  the  automatic  couplers  but  it  had  them 
made  for  it  by  others  under  contract.  In  the  fall  of  1893  it  com¬ 
pleted  a  plant  at  Depew,  N.  Y.,  where  it  manufactured  malleable 
iron  couplers,  passenger  car  platforms,  vestibules,  draft  gears,  pas¬ 
senger  car  vestibules,  and  journal  boxes.  The  link-and-pin  coupler 
was  covered  by  patents  but  the  company  did  not  own  any  of  these 
patents. 

The  “  J enny  ”  coupler  and  the  “  Barnes  ”  coupler  were  each  based 
on  contour  lines  and  were  known  as  a  vertical  plane  coupler.  They 
were  made  on  the  principle  of  two  swinging  knuckles  or  jaws  pivot¬ 
ing  in  the  head  of  the  coupler,  one  knuckle  engaging  in  the  counter 
or  recess  of  the  opposite  coupler.  The  Barnes  coupler  differed 
from  the  Jenny  coupler  in  the  means  of  locking  the  knuckle  in 
position.  The  railroads  would  not  adopt  a  patented  device,  so  the 
owners  of  the  Jenny  patent  waived  their  rights  to  the  contour-lines 
principle  in  so  far  as  its  use  on  freight  cars  was  concerned,  but  they 
did  not  waive  it  as  to  passenger  cars.  The  Gould  Coupler  Co.  then 
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made  some  changes  in  the  contour-lines  principle  so  as  to  avoid  in¬ 
fringing  the  Jenny  patent  on  passenger  cars,  and  acquired  patents 
covering  these  changes. 

It  was  necessary  to  develop  and  improve  the  first  automatic 
couplers  in  order  to  overcome  difficulties  encountered  from  time  to 
time  in  use  and  to  meet  the  requirements  of  the  railroads  for  safety 
and  increased  service.  On  March  3,  1893,  the  Federal  Safety  Ap¬ 
pliance  Act  became  a  law.  It  prohibited  the  use  after  January  1, 
1898,  in  interstate  traffic,  of  cars  not  equipped  with  couplers  which 
coupled  automatically  by  impact  and  which  could  be  uncoupled 
without  the  necessity  of  men  going  between  the  ends  of  the  cars. 
By  the  date  prescribed  in  that  Act  the  link-and-pin  coupler  disap¬ 
peared  from  use  on  the  railroads.  With  the  advent  of  the  automatic 
coupler  it  became  possible  to  increase  the  size  and  capacity  of  cars 
and  to  increase  the  number  of  cars  in  a  train,  and  this  result  in  turn 
necessitated  further  development  and  improvement  in  the  automatic 
coupler.  The  period  from  1892  to  1900  was  one  of  continuous 
experimentation  and  development.  During  that  time  there  were 
improvements  and  developments  of  the  Barnes  coupler,  especially  in 
the  locking  device.  About  1900  the  Gould  Coupler  Co.  adopted  a 
new  style  of  lock,  known  as  the  Allen  lock.  Some  years  later  the 
Barnes  coupler  evolved  into  what  was  known  as  the  “  D  ”  type,  or 
A.  K.  A.  standard  coupler,  and  the  “  Z  ”  type,  which  is  still  being 
made  by  the  corporation  which  succeeded  the  petitioner.  In  1892 
there  were  thirty-five  other  automatic  couplers  on  the  market  with 
different  types  of  locking  devices.  The  number  of  concerns  making 
automatic  couplers  was  gradually  reduced  until  there  were  five  be¬ 
sides  the  Gould  Coupler  Co.  With  the  exception  of  McConway  & 
Torley,  who  owned  the  Jenny  patent  and  who  made  couplers  for 
passenger  cars  as  well  as  for  freight  cars,  these  concerns  originally 
made  only  automatic  couplers  for  freight  cars. 

The  Gould  Coupler  Co.  of  West  Virginia,  during  the  period  from 
the  date  of  its  organization  down  to  June,  1903,  acquired  a  number 
of  letters  patent  which  were  developments,  improvements,  or  changes 
of  the  Barnes  and  Browning  patents,  and  also  letters  patent  cover¬ 
ing  buffers,  passenger  car  platforms  and  vestibules,  car  trucks,  draft 
gears  and  journal  boxes.  These  letters  patent  were  acquired  by  pur¬ 
chase  or  taken  out  by  or  on  behalf  of  the  Gould  Coupler  Co.  upon 
inventions  made  by  persons  in  its  employ.  Some  of  them  were 
necessary  to  protect  patents  already  owned ;  others  covered  improve¬ 
ments  or  developments  of  such  patents. 

This  company  also  acquired  a  series  of  jmtents  covering  improved 
methods  of  lighting  passenger  trains.  Originally  passenger  cars 
were  lighted  by  oil  lamps.  This  method  was  replaced  by  the  Pintsch 
gas  system,  which  was  in  general  use  up  to  the  time  of  the  intro- 
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duction  of  electricity.  The  Pintsch  gas  system  was  objectionable 
from  the  standpoint  of  comfort  and  safety.  About  1898,  Gould 
acquired  the  American  rights  to  an  English  system  of  lighting  cars 
by  electricity,  known  as  the  “Stone  ”  system,  whereby  each  car  was 
equipped  with  a  generator  driven  from  the  axle  and  with  batteries 
for  the  storage  of  electricity  for  use  while  the  car  is  not  in  motion. 
The  “  Stone  ”  system  was  put  into  use  bn  the  New  York  Central  and 
the  Michigan  Central  railroads.  It  did  not  meet  the  demands  for 
service  of  the  railroads  of  the  United  States,  and  the  Gould  Coupler 
Co.  acquired  letters  patent  covering  American  inventions  for  light¬ 
ing  systems  similar  to,  but  which  were  improvements  over,  the 
“  Stone  ”  system. 

The  following  is  a  list  of  the  patents  acquired  by  the  Gould 
Coupler  Co.  of  West  Virginia,  in  addition  to  those  originally  trans¬ 
ferred  to  it  by  Gould,  between  the  time  of  its  organization  and  June, 
1903.  Those  dated  subsequent  to  June,  1903,  are  patents  for  which 
application  had  been  filed  prior  thereto  and  the  rights  therein 
assigned  to  the  Gould  Coupler  Co.  of  West  Virginia. 


Patent  No. 

Date  of 
issuance. 

Subject. 

Inventor. 

466342 . . . . . __ 

Jan.  5, 1892 
Apr.  5, 1892 
May  10, 1892 
July  12,1892 
Aug.  16,1892 
Feb.  7, 1893 
_ do. 

Car  coupling. . . 

C.  A.  Gould. 

A.  J.  Allen. 

L.  Barnes. 

C.  A.  Gould. 

R.  A.  Cowell. 

W.  F.  Richards. 

M.  E.  Wallace. 

C.  A.  Gould. 

W.  F.  Richards. 

E.  D.  Bronner. 

W.  F.  Richards. 

Do. 

Do. 

Do. 

Do. 

Do. 

Do. 

Do. 

Do. 

Do. 

Do. 

Do. 

Do. 

Do. 

Do. 

Do. 

T.  A.  Bissell. 

Do. 

M.  W.  Wallace. 

W.  F.  Richards. 

Do. 

Do. 

Do. 

Do. 

Do. 

L.  B.  Smyzer. 

W.  F.  Richards. 

Do. 

Do. 

Do. 

T.  L.  McKeen. 

W.  F.  Richards. 

Do. 

Do. 

Do. 

472245... _ _ _ _ 

..  ..do... . . . 

474466.. . . . . 

_ do _ 

478747.. _ _ 

..  .do _ _ _ _ 

480807 _ _ _ 

_ .do . . . . 

491134... 

.do .  .  .  . . 

491301 . . 

.  .  .do . .  .  _ _ 

495032.  . . . . . 

Apr.  11,1893 
Dec.  26,1893 
June  5, 1895 
Feb.  11,1896 
Mar.  3,1896 
June  30, 1896 
Jan.  5,1897 
June  1, 1897 
June  22, 1897 
_ do . 

.  .do . .  ...  .  _  _ 

511457. . . 

.  .do . 

520765.  . . . . .  . . 

.  .do . . . . 

554310 _ _ _ 

.  .  .do . . . 

555619.. _ _ 

.  .  .do . .  .  . . 

562916. . . . 

.  ...do .  ..... 

574575.. _ _ 

...  .do _ _  ... 

583631 _ _ _ 

.  .  .do . .  . .  .  .. 

584894.. . . . 

.  .  .do . . 

584895.. _ _ 

_ do . .  ------- 

585163.  _ _ _ 

_ do.  _ _ 

_ do  _  ..  .  .  _ 

586273 . . . 

July  13,1897 
_ do _ 

_ do _  _ _ _  . 

586274 . . . . 

_ do _  _  .  .  .  .  .. 

663640 . . . 

Dec.  11,1900 
Nov.  1, 1898 
Dec.  5, 1898 
Jan.  2,1900 
Sept.  18, 1900 
Nov.  20, 1906 
Aug.  18,1891 
Sept.  13, 1892 
Jan.  3, 1893 
Apr.  11,1893 
.do _ 

.do . 

613314 _ _ _ 

_ do _ _ _ 

638357.. .  . . . 

.do . 

640225 . . .  . . 

.do . 

658073 _ _ _  _ _ 

.do _  .  . 

836404 _ _ 

.  .  .do _  . 

457929 . . . . . 

Passenger  platform  buffer... 
..  .do _  .  . 

482538 _ _ _ 

489135. _ _ 

. do . .  . 

495060 . 

_ do  . . . 

495061... . . . 

_ do. . 

520573 . . . 

May  29, 1894 
. do. . 

_ do . 

520574 . . . . . 

. do . . 

520575 . . . 

_ do . 

. do . . 

541629 . . . 

June  25, 1895 
Mar.  10, 1896 
Apr.  7, 1896 
Aug.  18,1896 
Sept.  22, 1896 
Oct.  21,1902 
June  2, 1903 
Oct.  13,1903 
Dec.  1, 1903 
Jan.  12, 1897 
Aug.  7,1894 

. do . 

556031 . . 

. do . . . 

557884 . . . . 

. do _ 

566018. . 

. do.. . 

568072 . 

. do . 

711646. . . 

. do . . . 

729787 . . . . 

. do . 

741277. . . . . . . 

. do . 

745667 . . . 

_ do _ 

26515 . . . 

Locomotive  buffers . .  . . 

524072. . 

. do . 

21841—27 - 2 
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Patent  No. 

Date  of 
issuance. 

Subject. 

Inventor. 

480628 . 

Aug.  9, 1892 
May  23, 1893 
Nov.  21, 1893 
Nov.  1, 1898 
June  11,1901 
May  27, 1902 
June  3,j.902 
Feb.  2, 1897 
Feb.  9, 1897 
Apr.  13,1897 
_ do . 

Locomotive  couplers . 

J.  E.  Sague. 

W.  F.  Richards. 

Do. 

Do. 

Do. 

Do. 

Do. 

Do. 

Do. 

Do. 

Do. 

Do. 

Do. 

T.  A.  Bissell. 

Do. 

Do. 

A.  G.  Leonard. 

T.  A.  Bissell. 

Do. 

Do. 

Do. 

W.  F.  Richards. 

J.  Green. 

C.  A.  Gould. 

W.  F.  Richards. 

Do. 

Do. 

T.  A.  Bissell. 

W.  F.  Richards. 

Do. 

Do  . 

Do. 

Do. 

Do. 

Do. 

T.  A.  Bissell. 

W.  F.  Richards. 

Do. 

Do. 

Do. 

J.  D.  Murry. 

W.  F.  Richards. 

Do. 

Do. 

Do. 

Do. 

Do. 

T.  L.  McKeen. 

Do. 

Do. 

Do. 

Do. 

Do. 

C.  E.  Lucas. 

W.  F.  Richards. 

Do. 

Do. 

Do. 

R.  N.  Chamberlain. 
W.  F.  Richards. 

Do. 

Do. 

W.  A.  Turbayne. 
Turbayne  &  Hubbard. 

498029 . . . _ 

_ do . 1 . 

609100 . 

_ do . . 

613313 . 

. do .  . 

676154 . 

_ do . . 

700982... . 

. do . . 

701618... . 

_ do. . 

26585 . 

Car  trucks _ 

26622 . . . 

. do . . 

26903 . 

_ do . . . 

580534 . . 

. do _ _ > _ 

580535 . 

_ do _ 

_ do . 

594559 . . 

_ do _ 

. do . . 

389358 . 

Sept.  11, 1888 
_ do . 

Passenger  car  vestibules.... 
_ do. . . 

389359 . . . 

389437 . 

_ do . . 

_ do _ 

414228 . 

Nov  5, 1889 
Sept.  2, 1890 
Apr.  7, 1891 
June  9, 1891 
Mar.  15,1892 
Sept.  25, 1894 
Aug.  25,1891 
Nov.  27, 1894 
Feb.  5, 1895 
Apr.  14,1896 
Jan.  5, 1897 
Mar.  17,1891 
Apr.  11,1893 
Apr.  23,1895 
May  26, 1896 
Dec.  5,1899 
Aug.  7, 1894 

Jan.  29, 1895 
_ do . . 

_ do . . . 

435676 . 

_ do _ _ _ _ 

449896 . 

_ do _ 

453782 . . . 

. do . . . . 

470799 . 

. do . . . . 

526540 . 

. do . 

458532 . 

Freight-car  buffers _ 

629857 . 

_ do . . . . 

633609 . 

_ do _ _ 

558209 . 

. do _ 

574576 . 

. do _ _ 

448406 . 

Passenger-car  couplers . 

495062 . 

_ do _ _ * . . 

537936 . 

. do _ _ 

560864 . 

. do . . . . 

638358 . 

. do _  . 

624217 . 

Passenger-car  buffers  with¬ 
out  platforms. 

_ do _ _ 

533319 . 

533418 . 

_ do _ 

488326 . 

Dec.  20,1892 
May  5,1896 

Nov.  2,1897 
Mar.  7,1899 
Mar.  20, 1900 
1900  ... 

Passenger  draft  gear _ 

559496 . 

Locomotive  vestibule  and 
buffer. 

Coupler-unlocking  device... 
Steel  platform  frames _ 

692885 . 

620803 . 

645649 . 

_ do _ 

625566 . 

Car  journal  boxes _ 

665268 . 

Jan.  1, 1901 
Mar.  19, 1901 
Mar.  26, 1901 
Apr.  11,1905 
_ .do _ 

_ do _ 

670034 . 

_ do _ 

670642 . 

_ do _ 

786993 . 

. do... _ 

786994 . 

. do _ 

808684 . 

Jan.  2,1906 
Jan.  29, 1901 
1901 . 

_ do.. _ 

666969 . 

Draft  gear _ _ 

666970 . 

_ do... _ 

696184 . 

Mar.  25, 1902 
1902 . 

. do _ _ 

698215 . 

. do _ 

714015 . 

1902 . 

_ do _ 

714815 . 

1902 . 

_ do _ 

725105 . 

Apr.  14,1903 
May  17,1898 
Oct.  11,1896 
Mar.  13, 1900 
Apr.  10,1900 
Apr.  17,1900 
Oct.  16,1900 
Feb.  19,1901 
Mar.  12, 1901 
July  22,1902 
June  30,1903 

_ do _ 

604081 . 

_ do _ _ 

612139 . 

Casing  for  lighting  apparatus 
Electric  lighting  apparatus.. 
_ do _ 

645216 . 

647155 . 

648144 . 

_ do _ _ _ _ 

659829 . 

Dynamo-electric  machine... 
Electric  switch . . 

668389 . 

669706 . 

_ do . . . . 

705487 . 

Dynamo  regulator . 

732239 . 

Generator  regulator . 

The  evidence  does  not  show  the  amounts  paid  by  Gould  for  the 
patents  bought  by  him  and  transferred  to  the  Gould  Coupler  Co. 
of  West  Virginia  when  it  was  organized,  or  the  amounts  paid  by 
this  company  for  patents  it  acquired  subsequently  by  purchase. 

In  June,  1903,  the  petitioner,  the  Gould  Coupler  Co.  of  New  York, 
was  incorporated  in  that  State  with  an  authorized  capital  stock  of 
$5,000,000.  It  acquired,  for  a  consideration  of  $4,995,000  par  value 
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of  its  capital  stock  and  $5,000  in  cash,  all  of  the  property  of  the 
Gould  Coupler  Co.  of  West  Virginia,  “together  with  the  book 
accounts,  bills  receivable,  claims,  demands  of  every  kind  and  nature, 
patents,  trade-marks,  licenses,  and  all  other  rights  and  privileges, 
*  *  *  subject  nevertheless  to  the  payment  of  all  liabilities  and 

the  assumption  of  all  obligations,  contracts,  etc.,  of  the  company.” 
The  stockholders  of  the  West  Virginia  corporation  surrendered  their 
shares  and  received  a  like  number  of  shares  in  the  New  York  cor¬ 
poration.  At  that  time  Charles  A.  Gould  owned  49,600  shares. 

The  first  five  years  of  operation  of  the  Gould  Coupler  Co.  of  West 
Virginia  (being  for  fiscal  years  ending  June  30)  show  the  following 
results : 


Year 

Cash 
paid  in. 

Net  profits, 
per  books. 

Surplus, 
per  books. 

1891  . . . - . 

$500. 00 
500.00 
500.00 
500. 00 
500. 00 

$281,  084. 84 
147,  654. 80 
355, 013. 88 
102,  936.  92 
343,  368.  05 

1892  . . . . . . . . . 

$281,  084. 84 
428,  739.  64 
533,  753.  52 
636.  690.  44 

1893  . - . - . 

1894  _ _ _ _ _ - . - 

1895  _ _ _ _ _ _ 

The  net  profits  of  the  company  during  the  five  years  preceding 
the  organization  of  the  New  York  corporation  of  the  same  name 
(being  for  fiscal  years  ending  June  30)  were  as  follows: 


Year.  Net  profits. 

1899  _  $446,157.09 

1900  _  475,  589.  61 

1901  _  198, 118.  40 

1902  _ i _  312,  616.  37 

1903  _ _ _  259,  891.  36 

Five-year  average _  338,  474.  57 


The  value  of  the  tangible  property  employed  in  the  business  in 
the  same  period  was  as  follows : 


Year. 

1899  _ 

1900  _ 

1901  _ 

1902  _ 

1903  _ 

Five-year  average. 


Value  of  tangibles. 
$1,382,682.42 

—  1, 428,  839.  51 

_  1,  504,  429. 12 

__  1,  377, 547.  52 

—  1,  440, 163.  89 

—  1,  426,  732.  49 


Allowing  a  return  of  9  per  cent  on  the  average  value  of  the  tangible 
property  for  the  preceding  five  years,  and  capitalizing  the  remaining 
average  net  earnings  on  the  basis  of  six  years’  purchase,  we  find  that 
the  value  of  the  intangible  property  paid  in  to  the  Gould  Coupler 
Co.  for  its  stock  on  June  23,  1903,  was  $1,260,411.90. 

In  1918  the  petitioner  was  affiliated  with  the  Gould  Storage  Bat¬ 
tery  Co.  of  New  York,  the  Gould  Storage  Battery  Co.  of  California, 
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the  Gould  Storage  Battery  Co.  of  Illinois,  the  Gould  Storage  Bat¬ 
tery  Co.  of  Massachusetts,  and  the  Gould  Storage  Battery  Co.  of 
Ohio. 

The  Gould  Storage  Battery  Co.  of  New  York  was  incorporated  as 
the  successor  of  a  corporation  named  the  Gould  Storage  Battery  Co. 
of  West  Virginia.  The  latter  was  incorporated  in  April,  1899, 
with  an  authorized  capital  stock  of  $5,000,000.  For  $4,999,500  of  its 
capital  stock,  it  acquired  from  Charles  A.  Gould  “letters  patent  of 
the  United  States  No.  572,363,  bearing  date  December  1,  1896,  for 
improvements  in  battery  grids,”  and  also  all  of  his  right,  title  and 
interest  in  and  to  “  applications  for  letters  patent  of  the  United 
States  made  by  Bufus  N.  Chamberlain,  bearing  date  March  1,  1899, 
for  improvements  in  processes  for  preparing  plates  for  storage  bat¬ 
teries  and  improvements  in  machines  for  spinning  grids.”  The 
company  engaged  in  the  manufacture  of  batteries  of  different  kinds 
for  various  uses  and  the  manufacture  of  electric  lighting  equipment 
for  trains.  It  supplied  batteries  for  train  lighting  to  the  Gould 
Coupler  Co.  Among  the  other  uses  for  which  batteries  were  made, 
were  the  propulsion  of  automobiles  and  street  cars,  ignition  of  gaso¬ 
line  engines,  telegraph  and  telephones,  central  lighting  stations  and 
isolated  plants,  electric  launcnes  and  submarines,  and  portable 
batteries. 

There  was  competition  in  the  train  lighting  field,  and  other  com¬ 
panies,  protected  by  patents,  entered  it.  There  were  five  or  six 
other  companies  actively  engaged  in  the  business. 

During  the  period  from  1899  to  1903,  the  Gould  Storage  Battery 
Co.  of  West  Virginia  developed  or  acquired  numerous  additional 
patents.  These  covered  improvements  in  the  patents  originally 
acquired,  various  improvements  in  train  lighting  systems,  generators, 
generator  suspension  and  drive,  control  devices,  storage  batteries, 
separators  for  batteries,  and  processes  for  plates.  In  June,  1903, 
it  owned  the  following  patents: 


Patent  Xo. 

Date  of 
issuance. 

Subject. 

Inventor. 

572363 _ _ 

Dec.  1, 1896 

Battery  grid  and  machine... 

A.  F.  Madden. 

720350.  .  .  _ 

Feb.  10,1903 
1903 _ 

System  of  distribution. . 

A.  S.  Hubbard. 

720351 . . 

Train  lighting  system.  . 

Do. 

732238.  . . 

June  30, 1903 
Aug.  5, 1902 
May  17, 1898 

Generator  regulator . . 

W.  A.  Turbayne. 

706201 . 

Lubricator  .  ..  _ _ _ 

W.  F.  Richards. 

604082 _ 

Generator  suspension  and 
drive. 

Do. 

604083  . .  . . 

.do _ 

_ do _  .  _ 

Do. 

604084.  .  _ 

.do . 

...  .do... . . . 

Do. 

604085.  . 

do . . 

.  ...do . . . 

Do. 

604101  .... 

.do _ 

_ do . .  . . 

Wilheim  J.  Richar. 

615904.  ... 

1898 

_ do . .  . 

W.  F.  Richards. 

615905 . 

Dec.  13,1898 
1898  _ 

_ do .  . . 

Do. 

628658 . .  . . 

. do . . . . . . 

C.  A.  Gould. 

634542 . 

Oct.  10,1899 
Apr.  17,1900 
July  17,1900 
Oct.  16,1900 
July  29, 1902 

_ do . . . 

W.  F.  Richards. 

647634 . 

. do . 

Do. 

653885 . 

. do . 

Do. 

659697 . 

. do . . . 

Richards  &  Chapman 

705854 . 

. do.. . 

A.  F.  Madden. 
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649105 

654325 

651664 

784732 

686886 

699492 

699493 

699814 

812295. 

712178 

712995 

720326 

725218 

733813 


Patent  No. 


Date  of 
issuance. 


Subject. 


Invention. 


May  8, 1900 
July  24, 1900 
June  12, 1900 
Mar.  14, 1905 
Nov.  19, 1901 
May  6, 1902 

_ do . . 

May  14, 1902 
Feb.  13,1906 
Oct.  28,1902 
Nov.  4, 1902 
Feb.  10,1903 
Apr.  14,1903 
July  14, 1903 


Regulator  control  device _ 

_ do . . 

Electric  distribution  system. 

_ do . . 

Separator  for  batteries _ 

Process  for  plates . 

Method  of  cleaning  plates... 

Grid  machine . . 

_ do . . 

Separator  for  plates . . 

Process  for  plates _ 

_ do— . . 

Storage  battery . 

_ do . 


O.  P.  Loomis. 

W.  F.  Richards. 

A.  S.  Hubbard. 

R.  N.  Chamberlain. 
Do. 

Do. 

Do. 

W.  F.  Richards. 

Do. 

R.  N.  Chamberlain. 
Do. 

Do. 

Do. 

Do. 


The  Gould  Storage  Battery  Co.  New  York  was  formed  in  June, 
1903,  with  an  authorized  capital  stock  of  $5,000,000,  to  purchase,  take 
over  and  continue  the  business  then  carried  on  by  the  Gould  Storage 
Battery  Co.  of  West  Virginia.  For  $4,995,000  par  value  of  its  capital 
stock  and  $5,000  in  cash,  it  acquired  from  the  Gould  Storage  Battery 
Co.  of  West  Virginia  “  all  of  its  property,  real  and  personal,  wher¬ 
ever  the  same  may  be  situated,  together  with  all  book  accounts,  bills 
receivable,  claims,  demands  of  every  kind  and  nature,  patents,  trade¬ 
marks,  licenses,  and  all  rights  and  privileges  *  *  *  and  subject 

nevertheless  to  the  payment  of  all  liabilities  and  the  assumption  of 
all  obligations,  contracts,  etc.,  of  the  company.”  The  stockholders 
of  the  old  company  then  received  stock  in  the  new  company  in  ex¬ 
change  for  their  holdings.  Charles  A.  Gould  was  the  principal 
stockholder. 

The  evidence  does  not  disclose  the  amounts  paid  by  Gould  for  the 
patents  transferred  by  him  to  the  Gould  Storage  Battery  Co.  of 
West  Virginia,  or  the  cost  to  this  company  of  patents  thereafter  ac¬ 
quired  by  it.  Neither  this  company  nor  its  New  York  successor  ever 
showed  any  net  profits.  We  are  unable  to  find  from  the  evidence  that 
the  intangible  property  transferred  from  the  Gould  Storage  Battery 
Co.  of  West  Virginia  to  the  New  York  corporation  of  the  same  name 
had  any  value  at  the  time  of  the  transfer. 

From  the  time  of  their  original  organization  down  to  1918,  the 
Gould  Coupler  Co.  and  the  Qould  Storage  Battery  Co.  engaged  in  a 
continuous  process  of  patent  development  and  patent  acquisition. 

It  was  stipulated  by  counsel  that  the  dissolution  of  the  Gould 
Coupler  Co.  and  the  Gould  Storage  Battery  Co.  of  West  Virginia, 
and  the  incorporation  of  the  New  York  corporations  of  the  same 
names,  effected  in  each  case  a  change  of  domicile. 

The  two  West  Virginia  corporations,  during  the  time  they  were 
operating,  and  their  respective  New  York  successors,  made  expendi¬ 
tures  in  the  amounts  set  forth  below  for  patent  development,  appli- 

MEXHOMiL*. _ _ 
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cations  for  patents,  and  in  litigation  involving  patents,  which  were 
charged  to  expenses  and  not  capitalized : 


Year. 

Gould 
Coupler  Co. 

Gould 
Storage 
Battery  Co. 

1891 . . . 

$625.  90 
363.  60 
1,  953.  48 
10,  305.  27 
9,  698.  27 
16,  398. 01 
19,  248.  38 
4, 108. 15 
1,  369. 00 
1,  244. 00 
331. 00 
882.  50 
1, 383. 00 
3,  111.  04 
2, 700. 59 

1892 . 

1893 . . . 

1894 . . . 

1895 . . . 

1896 . . 

1897 . 

1898 . . . . 

1899 . . 

$300. 00 
*  1,122.07 
4,304.88 

1,  587. 82 
5,002.31 
13,  409.  55 
22, 261.  68 

1 

1900 . . 

1901 . . 

1902 . . . . 

1903 . . 

1904 . . 

1905 . . 

Year. 

Gould 
Coupler  Co. 

Gould 
Storage 
Battery  Co. 

1906 . . 

$1,  722.  58 

$29, 982.  69 

1907 . . . 

1, 120. 00 

9,  725.  22 

1908 . . 

3, 005.  72 

11, 496.  29 

1909 . 

6,  460.  94 

12,  267.  92 

1910 _ _ _ 

18,  343.  16 

26,  799.  47 

1911 . . 

8,  911.  59 

12,  359.  20 

1912 . . . 

6,  948. 10 

15, 130.  60 

1913 . . 

5,  856.  93 

8,  897.  18 

1914 . . 

34,  530.  50 

14, 025.  97 

1915 . 

41,  942.  65 

3,  797.  90 

1916 . 

42,  779.  57 

1, 953.  55 

1917. . . 

68,  521.  21 

1, 158.  63 

313, 865. 14 

186,  582. 93 

In  1918  and  1919,  substantially  all  of  the  capital  stock  of  the 
Gould  Coupler  Co.  of  New  York  and  the  Gould  Storage  Battery 
Co.  of  New  York  was  owned  or  controlled  by  the  same  interests. 
In  addition,  the  Gould  Storage  Battery  Co.  of  New  York  owned  all 
of  the  capital  stock  of  the  Gould  Storage  Battery  Co.  of  California, 
the  Gould  Storage  Battery  Co.  of  Illinois,  the  Gould  Storage  Bat¬ 
tery  Co.  of  Massachusetts,  and  the  Gould  Storage  Battery  Co.  of 
Ohio.  The  two  last  named  discontinued  business  in  1918.  Con¬ 
solidated  returns  were  filed  for  both  years  and  their  affiliation  was 
acquiesced  in  by  the  Commissioner. 

Certain  of  the  affiliated  companies  sho^Y  operating  deficits  as 
follows  (no  dividends  having  been  paid) : 


Jan.  1,  1917. 

Jan.  1, 1918. 

Jan.  1, 1919. 

Gould  Storage  Battery  Co.  of  New  York . . . 

Gould  Storage  Battery  Co.  of  California _ 

$750, 466.  50 
6, 904. 34 
28, 686. 16 
16,  739.  01 
21, 793. 88 

$955, 582. 93 
13, 851. 06 
24, 359. 15 
23,  534.  46 
45, 855.  22 

$1, 503, 893.  69 

Gould  Storage  Battery  Co.  of  Illinois . . . 

Gould  Storage  Battery  Co.  of  Massachusetts _ 

14, 934. 14 

Gould  Storage  Battery  Co.  of  Ohio _ 

The  Gould  Storage  Battery  Co.  of  Massachusetts  discontinued 
business  in  1918.  On  August  1,  19187  it  owed  the  Gould  Storage 
Battery  Co.  of  New  York  $21,182.46,  and  the  latter  had  invested  in 
the  capital  stock  of  the  former  $2,600,  being  the  par  value  of  all  of  its 
outstanding  stock.  On  that  date  the  New  York  company  charged 
off  both  of  these  amounts  to  profit  and  loss. 

The  Gould  Storage  Battery  Co.  of  Ohio  also  discontinued  business 
in  1918.  The  Gould  Storage  Battery  Co.  of  New  York  owned  all  of  its 
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outstanding  capital  stock,  amounting  to  $8,000,  which  was  purchased 
by  it  at  par.  On  December  31,  1918,  the  account  of  the  Ohio  com¬ 
pany  with  the  New  York  company  shows  a  debit  of  $46,331.93.  Both 
of  these  amounts  were  charged  off  by  the  New  York  company  to 
profit  and  loss  on  the  date  named. 

On  January  1,  1918,  the  book  value  of  the  tangible  assets  of  the 
Gould  Coupler  Co.  was  $1,925,473.87.  Among  them  were  two  items 
of  non-depreciable  assets,  viz,  land  $40,993.12;  small  tools  $147,919.75. 
Subtracting  these  two  items,  the  depreciable  items  aggregate 
$1,736,561,  which  agrees  with  the  company’s  books  and  with  the 
balance  sheet  prepared  by  an  examining  revenue  agent.  The  Com¬ 
missioner  calculated  depreciation  on  a  total  of  $1,590,531.95,  the  fol¬ 
lowing  items  not  being  included : 

Factory  office  equipment - $11, 130. 11 

Forge  addition _  447.  00 

Rooming  house _  21,  976.  50 

New  building _  107,080.59 

New  York  office  equipment -  9,  447.  96 

General  vehicle  trucks _  443. 40 

Sy2  ton  Waverly  truck _  510.  22 

Automobile  purchased  in  1917 _  445.  00 

Miscellaneous  equipment _  1,  527. 48 

There  are  two  credit  balances,  as  follows:  Forge,  blacksmith  and 
carpenter  shop,  $6,139.28 ;  service  truck,  $800. 


On  January  1,  1918,  the  book  value  of  the  tangible  assets  was 
$1,917,201.79,  with  non-depreciable  items  of :  land  $40,993.21 ;  small 
tools,  $148,221.23;  making  the  total  depreciable  assets  $1,727,987.44. 
The  total  used  by  the  Commissioner  was  $1,592,451.10,  no  deprecia¬ 
tion  being  allowed  on  the  following  items. 

Factory  office  equipment _ $11, 130. 11 

Forge  addition _  447.  00 

Forge,  blacksmith  and  carpenter  shop _  4, 000. 00 

New  buildings _  107,  080.  59 

New  York  office  equipment _  9,  718. 49 

Power  plant _  2,  405.  98 

General  vehicle  truck _  403.  47 

Waverly  truck _  510.  22 

Automobile  purchased  in  1917 _  445.  00 

Miscellaneous  equipment _  1,  527. 48 


There  are  credit  items  of  malleable  plant,  $1,332;  and  service 
truck,  $800. 
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The  following  table  shows  the  amounts  and  rates  used  by  the 
Commissioner  in  computing  depreciation : 


Amount. 

Rate 
Per  cent. 

Depreciation . 

1918. 

Plant  and  machinery . . . . . . . _ 

$1, 361, 098. 31 
202,  238.  96 
14, 616.  27 
8, 375.  00 
3, 203. 41 

4 

15 

10 

20 

$54, 443. 93 
10, 617. 55 
2, 192. 40 
837. 48 
640. 68 

Power  plant _ _ . _ _ 

E  quipment _ _ _ _ _ _ _ 

Y  ard  engine . 

Equipment . . . 

1919. 

Plant  and  machinery _ _ _ 

1,  589,  531.  95 

68, 734. 04 

1, 364, 017. 46 
202,  238.  96 
14, 616.  27 
8, 375. 00 
3, 203. 41 

4 

oH 

15 

10 

20 

54,  560.  70 
10, 617.  55 
2, 192. 40 
837.  48 
640.  68 

Power  plant.. _ _ _ _ _ 

Equipment _ _ _ _ _ _ 

Yard  engine _ _ _ _ _ 

E  quipment _ _ _ _ _ _ 

1,  592,  451. 10 

68, 848. 81 

OPINION. 

Green  :  1.  When  the  Gould  Coupler  Co.  of  West  Virginia  was 
organized  in  1889,  certain  patents  were  transferred  to  it  in  exchange 
for  $4,999,500  par  value  of  its  stock.  The  Gould  Storage  Battery 
Co.  of  West  Virginia,  incorporated  in  1899,  likewise  acquired  patents 
for  $4,999,500  of  its  stock.  In  1903  two  corporations  were  formed 
in  New  York  State,  bearing  the  same  names  and  having  the  same 
amounts  of  authorized  capital  stock  as  these  West  Virginia  com¬ 
panies,  and  they  took  over  the  business  and  assets  of  the  latter,  re¬ 
spectively,  in  exchange  for  substantial^  all  of  the  capital  stock  of 
the  new  corporations.  At  the  time  of  the  transfer  in  1903,  each  of 
the  Wxest  Virginia  corporations,  it  appears,  owned  many  more  patents 
than  they  acquired  originally  (although  the  first  patents  acquired 
by  the  Gould  Coupler  Co.  had  expired  prior  to  1903).  The  Com¬ 
missioner  took  the  position  that,  in  determining  invested  capital,  the 
New  York  corporations  would  be  entitled  to  have  included  only  the 
value,  if  any,  of  intangibles  paid  in  for  stock  of  their  predecessors — 
the  West  Virginia  corporations — in  1889  and  1899,  respectively.  We 
held  in  Appeal  of  Regal  Shoe  Go .,  1  B.  T.  A.  896,  and  Appeal  of 
National  Bakers ’  Egg  Co .,  3  B.  T.  A.  1205,  that  invested  capital  is 
to  be  measured  by  the  value  of  property  paid  in  for  stock  of  the 
taxpayer,  and  not  by  property  paid  in  to  a  predecessor  corporation 
(except,  of  course,  in  cases  which  come  within  section  331,  Revenue 
Act  of  1918).  Those  decisions  are  applicable  to  the  facts  in  this  case. 

2.  This  being  so,  we  must  determine  the  value  of  the  intangible 
property  paid  in  to  each  of  the  New  York  corporations  in  1903. 
The  value  of  the  tangible  property  paid  in  is  not  in  dispute. 
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We  will  first  consider  the  Gould  Coupler  Co.  By  June,  1903, 
all  of  the  ten  patents  transferred  by  Gould  to  the  West  Virginia 
corporation  had  expired,  so  we  can  give  no  weight  to  the  petitioner’s 
argument  that  the  Browning  and  Barnes  patents  were  peculiarly 
valuable  as  basic  patents.  The  Gould  Coupler  Co.  of  West  Virginia 
had,  however,  practically  from  the  time  of  its  organization  down 
to  June,  1903,  engaged  continuously  in  developing  and  improving 
the  first  automatic  couplers,  and  patents  were  obtained  cov¬ 
ering  these  improvements  and  developments.  It  also  acquired  pat¬ 
ents  covering  a  number  of  other  railroad  appliances,  and  its  engi¬ 
neers  from  time  to  time  devised  improvements  in  those  appliances 
to  meet  the  demands  of  railroad  service.  The  improvements  also 
were  covered  by  patents.  At  the  date  of  the  transfer  to  the  New 
York  corporation,  it  owned  109  patents  classified  as  follows: 


Car  couplings - 26 

Passenger  platform  buffers _  17 

Locomotive  buffers _ _  2 

Car  trucks _  13 

Passenger  car  vestibules _  9 

Freight  car  buffers _ 5 

Passenger  car  couplers _  5 

Passengers  car  buffers  without  platforms _  3 

Passenger  car  draft  gear _  1 

Locomotive  vestibule  and  buffer _  1 

Coupler  unlocking  device _  1 

Steel  platform  frames _  2 

Journal  boxes _  7 

Draft  gear _  7 

Electric  car  lighting  equipment _  10 


There  is  no  doubt  in  our  minds  that  these  patents  were  valuable 
in  the  enterprise  as  income-producing  factors.  It  is  also  apparent 
that  there  was  in  the  business  a  considerable  good  will  value  which 
contributed  materially  to  its  success.  The  products  of  the  company 
were  being  used  on  some  of  the  principal  railroads,  such  as  the 
New  York  Central,  the  Erie,  the  Michigan  Central,  and  the  Lacka¬ 
wanna.  As  Gould  testified,  the  management  of  the  Lackawanna 
Railroad  had  directed  that  all  axles  for  that  railroad  be  bought 
from  him.  By  1903  the  business  was  well  enough  established  so 
that  it  was  not  affected  by  the  expiration  of  the  ten  original  patents. 
These  had  expired  on  various  dates  between  February  28,  1899,  and 
March  9,  1903.  By  that  time  the  West  Virginia  corporation  had 
developed  or  acquired  the  series  of  patents  mentioned  above,  and  it 
was  so  organized  in  personnel  as  to  enable  it  to  continue  experi¬ 
mentation  and  the  further  development  and  acquisition  of  patents. 
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The  109  patents  then  owned  had  different  periods  of  unexpired  life, 
as  follows : 


Number  of  patents. 

i  •  .  . 

Unex¬ 
pired  life 
(years) . 

i 

Number  of  patents. 

Unex¬ 
pired  life 
(years). 

3 . . . 

2 

11 _ _ _ _ 

10 

11 

1 _  _ 

3 

ifi  _  . . .  . . . 

1  _  . 

4 

4 . . . . . . 

12 

5 _ _ _ _ _ _ _ 

5 

3  _ _ _  _  _  ___  _ 

13 

9 _ _ _ _ — . 

6 

9 . . . . 

14 

10. _ _ _ 

7 

7 . . . . . . 

15 

7— _ _ _ _ _ 

8 

8 _ _ _ _ _ _ 

16 

6 _ _ _ 

9 

9 _ _ 

17 

From  the  date  of  its  organization  down  to  1903  the  company 
continuously  showed  large  net  earnings.  During  the  five  years  pre¬ 
ceding.  June  30,  1903,  with  an  average  tangible  capital  of  $1,426,- 
T32.49,  it  showed  average  net  profits  of  $338,474.57.  The  only  paid- 
in  tangible  property  was  $500  in  cash.  Upon  this  showing  we  are 
satisfied  that  there  was  paid  in  to  the  Gould  Coupler  Co.  of  New 
York  intangible  property  of  considerable  value.  We  believe  it 
proper,  upon  the  evidence,  to  determine  its  value  by  the  formula 
method.  The  petitioner  contends  for  a  valuation,  by  this  method, 
arrived  at  by  allowing  a  return  of  8  per  cent  on  the  average  tangible 
assets,  and  capitalizing  the  balance  of  the  average  net  profits  at 
10  per  cent,  which  gives  a  value  for  intangibles  of  $2,243,359.70. 
This  attributes  about  two-thirds  of  the  net  earnings  to  intangibles. 
We  believe,  however,  after  careful  consideration  of  all  of  the  evi¬ 
dence,  a  fairer  basis  would  be  to  allow  9  per  cent  return  on  the 
tangible  property  and  to  capitalize  the  remaining  average  net  earn¬ 
ings  on  the  basis  of  six  years’  purchase,  or  16%  per  cent,  which 
results  in  a  valuation  of  $1,260,411.90. 

The  Gould  Storage  Battery  Co.  of  New  York  acquired  all  of 
the  assets  of  the  Gould  Storage  Battery  Co.  of  West  Virginia. 
Among  them  were  32  patents  relating  to  batteries,  plates,  processes, 
and  train  lighting  equipment.  Two  of  these  had  been  acquired  by 
the  West  Virginia  corporation  from  Gould  upon  its  formation; 
the  remainder  were  acquired  or  developed  subsequently.  The  evi¬ 
dence  does  not  disclose  the  amount  paid  by  Gould  for  the  two 
original  patents,  or  the  cost  to  the  company  of  the  patents  ob¬ 
tained  later.  The  company  had  no  net  earnings.  There  is  nothing 
in  evidence  from  which  we  can  determine  that  the  intangibles  trans¬ 
ferred  to  the  Gould  Storage  Battery  Co.  of  New  York  had  value 
at  June,  1903. 

3.  The  total  outstanding  stock  of  the  Gould  Coupler  Co.  of  New 
York  was  $5,000,000.  Therefore,  the  value  of  the  intangibles  paid 
in  to  this  company  for  stock  exceeds  25  per  cent  of  the  par  value  of 
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its  total  stock  outstanding  on  March  3,  1917 — 25  per  cent  being  the 
limitation  placed  by  section  326(a)  (4),  Revenue  Act  of  1918,  upon 
the  amount  of  intangibles  that  may  be  included  in  invested  capital. 
The  petitioner  claims  this  limitation  should,  in  affiliations,  be  applied 
to  the  total  outstanding  stock  of  the  affiliated  group  and  not  to  each 
member  of  the  group  separately.  Section  240(b)  defines  two  classes 
of  affiliations: 

(1)  If  one  corporation  owns  directly  or  controls  through  closely  affiliated 
interests  or  by  a  nominee  or  nominees  substantially  all  the  stock  of  the  other 
or  others,  of  (2)  if  substantially  all  the  stock  of  two  or  more  corporations  is 
owned  or  controlled  by  the  same  interests. 

Regulations  45,  article  865,  provides  that,  in  the  case  of  the  former 
class  of  affiliations,  the  limitation  on  the  amount  of  intangibles  shall 
be  in  the  aggregate  25  per  cent  of  the  total  outstanding  stock,  but 
as  to  the  latter  class,  it  provides  that  the  limitation  shall  be  applied 
to  each  corporation  separately.  In  the  present  case  we  have  a  com¬ 
bination  of  the  two  classes.  Gould  owned  substantially  all  the  stock 
of  the  Gould  Coupler  Co.  and  of  the  Gould  Storage  Battery  Co.  of 
New  York,  but  the  stock  of  the  other  four  battery  companies  was 
all  owned  by  the  Gould  Storage  Battery  Co.  of  New  York.  The 
question  thus  indicated  is,  What  is  the  correct  method  for  either  or 
both  of  the  two  classes  of  affiliation  or  for  an  affiliation  which  is  a 
combination  of  the  two? 

This  leads  to  a  consideration  of  what  Congress  intended  when  it 
said  in  section  240(a)  “corporations  which  are  affiliated  *  *  * 

shall  *  *  *  make  a  consolidated  return  of  net  income  and  in¬ 

vested  capital  for  the  purposes  of  this  title  [income  tax]  and  Title 
III  [profits  taxes],  and  the  taxes  thereunder  shall  be  computed  and 
determined  on  the  basis  of  such  return  ”,  and,  later,  “  the  total  tax 
shall  be  computed  in  the  first  instance  as  a  unit.”  There  are  two 
other  questions  in  this  case,  to  be  referred  to  presently,  the  answers 
to  which  also  depend  upon  the  construction  of  this  language.  Much 
controversy  has  arisen  over  what  was  meant  by  the  term  “  consoli¬ 
dated  return,”  and  there  are  current  two  conflicting  points  of  view. 
One,  commonly  referred  to  as  the  “  legal  theory,”  maintains  that 
“  consolidation  ”  is  a  matter  of  procedure,  and  the  consolidated  in¬ 
vested  capital  and  net  income  should  be  the  sum  of  the  amounts  of 
invested  capital  and  net  income,  separately  computed  for  each  of 
the  several  affiliated  corporations.  Under  the  other,  known  as  the 
“  accountant’s  ”  or  “  economic  unit  ”  theory,  all  intercompany  trans¬ 
actions  and  relationships  are  eliminated,  and  a  resulting  balance 
sheet  and  profit  and  loss  statement  is  obtained  which  shows  the 
situation  as  though  it  were  a  single  business.  The  advocate  of  either 
theory  generally  insists  that  his  theory  should  be  adhered  to  con¬ 
sistently  in  applying  section  240. 
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In  the  Revenue  Act  of  1917  there  was  no  express  provision  for 
affiliation.  However,  the  Commissioner,  with  the  approval  of  the 
Secretary  of  the  Treasury,  promulgated,  Regulations  41,  relating  to 
the  profits  tax,  which  provided  (articles  77  and  78)  that  certain 
corporations  should  be  deemed  affiliated  and  that  the  Commissioner 
might  require  consolidated  returns  from  such  corporations  when¬ 
ever  necessary  more  equitably  to  determine  the  invested  capital  and 
net  income.  These  articles  are  quoted  in  full  below : 

Art.  77.  When  affiliated  corpw'ations  must  furnish  information  as  to  inter¬ 
corporate  relations. — For  the  purpose  of  the  excess  profits  tax  every  corpora¬ 
tion  will  describe  in  its  return  all  its  intercorporate  relationships  with  other 
corporations  with  which  it  is  affiliated,  and  will  furnish  such  information  in 
relation  thereto  as  will  enable  the  Commissioner  of  Internal  Revenue  to  com¬ 
pute  the  amount  of  the  tax  properly  due  from  each  corporation  on  the  basis 
of  an  equitable  and  lawful  accounting. 

For  the  purpose  of  this  regulation  two  or  more  corporations  will  be  deemed 
to  be  affiliated  (1)  when  one  such  corporation  owns  directly  or  controls  through 
closely  affiliated  interests  or  by  a  nominee  or  nominees,  all  or  substantially  all 
of  the  stock  of  the  other  or  others,  or  when  substantially  all  of  the  stock  of 
two  or  more  corporations  is  owned  by  the  same  individual  or  partnership,  and 
both  or  all  of  such  corporations  are  engaged  in  the  same  or  a  closely  related 
business;  or  (2)  when  one  such  corporation  (a)  buys  from  or  sells  to  another 
products  or  services  at  prices  above  or  below  the  current  market,  thus  effect¬ 
ing  an  artificial  distribution  of  profits,  or  (b)  in  any  way  so  arranges  its 
financial  relationships  with  another  corporation  as  to  assign  to  it  a  dispro¬ 
portionate  share  of  net  income  or  invested  capital. 

Art.  78.  When  affiliated  corporations  may  required  to  make  consolidated 
return. — Whenever  necessary  to  more  equitably  determine  the  invested  capital 
or  taxable  income,  the  Commissioner  of  Internal  Revenue  may  require  cor¬ 
porations  classed  as  affiliated  under  article  77  to  furnish  a  consolidated  return 
of  net  income  and  invested  capital.  Where  such  consolidated  return  is  required 
it  may  be  made  by  any  one  or  more  of  such  corporations  or  by  all  of  them 
acting  jointly ;  but  if  such  affiliated  corporations,  when  requested  to  file  such 
consolidated  return,  neglect  or  refuse  to  do  so,  the  Commissioner  of  Internal 
Revenue  may  cause  an  examination  of  the  books  of  all  such  corporations  to 
be  made  and  a  consolidated  statement  to  be  made  from  such  examination.  In 
cases  where  consolidated  returns  are  accepted,  the  total  tax  will  be  computed 
in  the  first  instance  as  a  unit  upon  the  basis  of  the  consolidated  return  and 
will  be  assessed  upon  the  respective  affiliated  corporations  in  such  proportions 
as  may  be  agreed  among  them.  If  no  such  agreement  is  made  the  tax  will  be 
assessed  upon  each  such  corporation  in  accordance  with  the  net  income  and 
invested  capital  properly  assignable  to  it. 

The  substance  of  these  articles  was  later  enacted  into  section  1331 
of  the  Revenue  Act  of  1921.  Provisions  with  respect  to  affiliations  and 
consolidations  were  incorporated  into  the  Revenue  Act  of  1918  in 
section  240  thereof.  That  section  changed  the  definition  of  affiliation 
and  made  the  filing  of  consolidated  returns  mandatory,  but  the  un¬ 
derlying  principle  expressed  in  articles  77  and  78  was  adopted.  This 
is  shown  by  the  report  of  the  Finance  Committee  on  the  Revenue 
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Bill  when  it  was  before  the  Senate,  which  contains  the  following 
explanatory  statement  (Sen.  Rep.  No.  617,  65th  Cong.,  3d  sess., 
pp.  8,  9)  : 


provision  has  been  made  in  section  240  for  a  consolidated  return,  in  the 
case  of  affiliated  corporations,  for  purposes  both  of  income  and  profits  taxes. 
A  year’s  trial  of  the  consolidated  return  under  the  existing  law  demonstrated 
the  advisability  of  conferring  upon  the  commissioner  explicit  authority  to 
require  such  returns. 

So  far  as  its  immediate  effect  is  concerned  consolidation  increases  the  tax 
in  some  cases  and  reduces  it  in  other  cases,  but  its  general  and  permanent 
effect  is  to  prevent  evasion  which  can  not  be  successfully  blocked  in  any  other 
way.  Among  affiliated  corporations  it  frequently  happens  that  the  accepted 
intercompany  accounting  assigns  too  much  income  or  invested  capital  to 
company  A  and  not  enough  to  company  B.  This  may  make  the  total  tax  for 
the  corporation  too  much  or  too  little.  If  the  former,  the  company  hastens 
to  change  its  accounting  method ;  if  the  latter,  there  is  every  inducement  to 
retain  the  old  accounting  procedure,  which  benefits  the  affiliated  interests, 
even  though  such  procedure  was  not  originally  adopted  for  the  purpose  of 
•evading  taxation.  As  a  general  rule,  therefore,  improper  arrangements  which 
increase  the  tax  will  be  discontinued,  while  those  which  reduce  the  tax  will 
be  retained. 

Moreover,  a  law  which  contains  no  requirement  for  consolidation  puts  an 
almost  irresistible  premium  on  a  segregation  or  a  separate  incorporation  of 
activities  which  would  normally  be  carried  as  branches  of  one  concern. 
Increasing  evidence  has  come  to  light  demonstrating  that  the  possibilities  of 
evading  taxation  in  these  and  allied  ways  are  becoming  familiar  to  the  tax¬ 
payers  of  the  country.  While  the  committee  is  convinced  that  the  consolidated 
return  tends  to  conserve,  not  to  reduce,  the  revenue,  the  committee  recommends 
its  adoption  not  primarily  because  it  operates  to  prevent  evasion  of  taxes 
or  because  of  its  effect  upon  the  revenue,  but  because  the  principle  of  taxing 
ns  a  business  unit  what  in  reality  is  a  business  unit  is  sound  and  equitable 
.and  convenient  both  to  the  taxpayer  and  to  the  Government. 

It  will  be  observed  that  the  Finance  Committee  recommended  the 
adoption  of  section  240  because,  as  it  states,  the  principle  of  taxing  as 
a  business  unit  what  really  is  a  business  unit  is  sound  and  equitable 
and  convenient.  As  pointed  out  above,  one  of  the  respects  in  which 
this  section  differs  from  articles  77  and  78  is  that  it  prescribes  as  the 
basis  of  affiliation  control  of  the  stock,  without  regard  to  the  kind 
of  business  the  different  corporations  may  be  engaged  in  or  what 
their  other  relations  to  each  other  may  be.  The  test  is 
control  of  substantially  all  the  stock,  it  being  apparent  that  such  con¬ 
trol  would  enable  the  “  unit  ”  to  make  intercompany  arrangements 
affecting  the  invested  capital  or  net  income  of  the  separate  members. 
It  was  recognized  by  Congress  that  the  equitable  and  convenient 
way  of  dealing  with  such  a  situation  was  to  treat  a  group  of  corpora¬ 
tions  thus  controlled  as  a  business  unit,  and  hence  it  provided  for  a 
consolidated  return.  It  is  plain  that  the  purpose  was  to  circumvent 
intercompany  dealing  and  accounting  practices,  of  whatever  origin 
or  object,  through  which  the  invested  capital  or  net  income  of  a 
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corporation  in  a  group  under  common  control  might  be  artificially 
increased  or  diminished,  with  the  attendant  effect  on  the  taxes  upon 
such  company  if  separately  assessed.  The  so-called  “  legal  ”  theory 
does  not  fulfill  this  purpose,  nor  does  the  language  of  the  statute  sup¬ 
port  this  theory.  Section  240  provides  that  the  taxes  shall  be  com¬ 
puted  as  a  unit — not  as  an  aggregate — and  upon  the  basis  of  a  con¬ 
solidated  return.  The  verb  “  to  consolidate  ”  means  more  than  to 
add  together ;  it  means  to  weld  into  one  things  that  previously  were 
separate.  It  is  derived  from  the  Latin  verb  comolidare ,  “  to  make 
firm  or  solid.”  The  following  definitions  are  given  in  Murray’s  New 
English  Dictionary :  “  To  make  solid,  to  form  into  a  solid  or  compact 
mass;  to  solidify;  to  combine  compactly  into  one  mass,  body  or  con¬ 
nected  whole  (territories,  estates,  companies,  administrations,  com¬ 
mercial  concerns  and  the  like).”  The  participial  adjective  “  consoli¬ 
dated  ”  is  defined  to  mean  “  made  solid,  firm  or  compact ;  solidified ; 
combined,  unified.”  The  language  of  section  240  and  its  legislative 
background  show  that  Congress  used  the  word  “  consolidated  ”  in  th6 
sense  of  “  unified  ” ;  there  is  nothing  to  indicate  they  used  it  in  the 
sense  of  “  summarized.”  Further,  it  appears  from  the  report  of  the 
Finance  Committee  that  section  240  was  recommended  after  a  year’s 
trial  of  the  consolidated  return  under  the  1917  law.  This  is  the 
time  during  which  Regulations  41,  articles  77  and  78,  quoted  above, 
were  in  force.  These  articles,  it  will  be  noted,  provide  that  the 
Commissioner  may  cause  an  examination  of  the  books  of  all  of  the 
affiliated  corporations  to  be  made  and  a  “  consolidated  statement  ”  to 
be  made  therefrom.  The  word  “  consolidated  ”  had  become  current 
in  accounting  nomenclature  to  describe  balance  sheets,  profit  and 
loss  statements,  and  income  statements  of  a  group  of  companies  con¬ 
nected  with  each  other  by  control  of  stockholdings.  Such  state¬ 
ments  are  used  in  business  to  show  the  financial  condition  or  earning 
power  of  an  undertaking  thus  constituted  after  eliminating  all  the 
relations  of  the  constituent  companies  one  to  another.  The  consoli¬ 
dated  balance  sheet  represents  the  ultimate  financial  position  of  the 
group  to  the  outside  world  after  the  elimination  of  the  intercompany 
relationships. 

In  the  light  of  the  genesis  of  section  240,  the  object  sought  to  be 
attained,  and  the  sense  in  which  the  word  “  consolidated  ”  is  used 
in  accounting  practice,  we  are  led  to  the  conclusion  that  Congress 
intended  to  require  consolidated  returns  of  net  income  and  invested 
capital  arrived  at  by  constructing  a  single  composite  invested  capital 
for  the  group  from  which  duplications  and  intercompany  obliga¬ 
tions  would  have  been  eliminated,  and  one  statement  of  net  income 
based  on  a  profit  and  loss  statement  from  which  would  have  been 
eliminated  all  intercompany  losses,  profits,  and  other  transactions 
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affecting  income.  We  are  not  to  be  understood  as  approving  any 
particular  accounting  practice,  but  are  pointing  out  the  method  to  be 
followed  in  applying  the  provisions  of  the  statute.  If  any  incon¬ 
sistency  appears  between  the  so-called  “  accountant’s  ”  theory  and 
any  provision  of  the  statute,  the  latter,  of  course,  will  control. 

It  follows  from  what  we  have  said  that,  in  applying  the  limitation 
on  the  amount  of  intangibles,  the  group  shall  be  treated  as  a  unit,  i.  e., 
the  limitation  shall  be  measured  by  the  par  value  of  the  total  out¬ 
standing  stock  of  the  group.  This  rule  should  be  followed  in  both 
classes  of  affiliation,  and  hence  in  a  combination  of  the  two.  There 
is  no  authority  in  the  statute  for  treating  the  two  classes  differently. 

4.  We  come  now  to  the  question,  Should  the  earned  surplus  of  the 
Gould  Coupler  Co.  be  reduced  by  the  Operating  deficits  of  the  other 
affiliated  corporations  in  arriving  at  the  consolidated  invested 
capital  ? 

In  considering  this  question,  the  place  of  invested  capital  in  the 
scheme  of  the  profits  taxes  should  not  be  overlooked.  These  taxes  are 
measured  and  graded,  not  by  net  income,  but  by  the  relation  of  net 
income  to  the  invested  capital  which  contributed  to  its  production. 
They  are  imposed  upon  net  income  in  excess  of  credits,  and  the 
credits  are  measured  by  the  amount  of  the  invested  capital. 

In  defining  “  invested  capital  ”  Congress  limited  it  to  the  “  actual 
cash  value  ”  of  property  paid  in  (with  certain  limitations  and 
qualifications  not  here  material)  and  earned  surplus.  The  measure 
is  actual  contributions  made  for  stock  or  shares  and  actual  accretions 
in  the  way  of  surplus.  The  purpose  of  Congress  was  to  confine  the 
capital,  the  income  from  which  was  to  be  in  part  exempted  from 
these  special  taxes,  to  the  risks  accepted  by  the  investors  in  embark¬ 
ing  in  the  enterprise,  including  earned  surplus  or  undivided  profits 
left  in  the  business.  LaBelle  Iron  Works  v.  United  States ,  256  U.  S. 
377.  The  common  sense  motive  was  to  have  a  check  on  inflation. 
In  the  case  of  an  affiliation,  treating  the  group  as  a  unit — as  we 
hold  it  should  be  treated — it  is  apparent  that  the  amount  at  risk,  in 
addition  to  the  paid-in  capital,  is  the  net  earned  surplus. 

There  is  a  further  consideration  impelling  us  to  answer  this  ques¬ 
tion  in  the  affirmative.  The  paid-in  invested  capital  of  a  corpora¬ 
tion,  as  represented  by  its  capital  stock,  remains  fixed,  that  is  to 
say,  it  is  not  reduced  by  an  operating  deficit.  Appeal  of  Guarantee 
Construction  Co .,  2  B.  T.  A.  1145.  Hence,  in  an  affiliation,  if  the 
operating  deficits  were  not  offset  against  earned  surplus,  the  con¬ 
solidated  invested  capital  could  be  inflated  by  building  up  an  arti¬ 
ficial  earned  surplus  in  one  member  at  the  expense  of  others  whose 
invested  capital  would  not  be  correspondingly  reduced.  It  was  just 
this  kind  of  result  which  Congress  intended  to  circumvent  when  it 
enacted  section  240. 
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5.  Further  questions  relating  to  the  consolidated  return  arise  out 
of  the  claim  of  the  petitioner  for  deduction  of  alleged  losses  sus¬ 
tained  by  the  Gould  Storage  Battery  Co.  of  New  York  upon  the 
cessation  of  business  by  the  storage  battery  companies  of  Ohio  and 
Massachusetts.  These  companies  discontinued  business  in  1918 — 
the  Ohio  corporation  on  December  30,  and  the  Massachusetts  cor¬ 
poration  on  August  1. 

The  Ohio  corporation  was  indebted  to  the  Gould  Storage  Battery 
Co.  of  New  York  in  the  sum  of  $45,855.22  on  January  1,  1918;  on 
December  31,  1918,  the  indebtedness  was  $46,331.93.  The  latter 
owned  all  of  its  outstanding  stock  of  $8,000  par  value. 

The  Massachusetts  corporation  owed  the  New  York  corporation 
on  January  1,  1918,  $23,534.46;  on  August  1,  1918,  $21,182.46.  The 
latter  owned  all  of  the  capital  of  the  Massachusetts  corporation, 
amounting  to  $2,600,  par  value. 

The  Commissioner  disalloAved  the  deduction  of  both  the  debts  and 
the  investment  in  stock  on  the  ground  that  they  were  intercompany 
losses.  The  petitioner’s  claim  for  their  allowance  is  based  on  its 
argument  that  the  invested  capital  and  net  income  of  an  affiliation 
should  be  separately  determined  in  the  first  instance  and  then  added 
together  to  arrive  at  the  consolidated  invested  capital  and  net 
income;  that  the  deductions  would  be  allowed  to  the  New  York 
corporation,  under  section  234(a)(4),  if  it  had  made  a  separate 
return.  Neither  party  drew  any  distinction  between  the  debts  and 
the  investment  in  stock,  or  between  debts  incurred  while  the  com¬ 
panies  were  affiliated  and  those  arising  before  affiliation. 

Operating  losses  sustained  bj^  any  member  during  the  period  of 
affiliation  are  deducted  in  arriving  at  the  consolidated  net  income. 
It  is,  of  course,  immaterial  in  determining  consolidated  net  income 
that  such  losses  are  met  from  advances  made  by  one  of  the  other 
members.  That  is  an  internal  arrangement  which  does  not  affect 
the  group  as  a  taxable  entity.  The  loss  of  any  member  is  a  loss  of 
the  group,  and  the  loss  may  not  be  deducted  again  in  the  form  of  an 
intercompany  obligation  which  may  have  become  worthless.  Through 
the  group  having  received  the  benefit  of  the  deduction,  each  constitu¬ 
ent  corporation  has  benefited  by  virtue  of  its  being  a  member  of  the 
group.  This  disposes  of  any  question  of  the  deductibility  of  indebt¬ 
edness  resulting  from  operating  losses  of  the  subsidiaries  during  the 
period  of  affiliation. 

The  petitioner  asserts,  in  its  brief,  that  the  Ohio  and  Massachusetts 
corporations  were  dissolved.  In  a  careful  examination,  we  are 
unable  to  find  that  this  is  shown  by  the  evidence,  and  we  can  not  as¬ 
sume  it  to  be  a  fact.  A  witness  testified,  with  respect  to  the  Massa¬ 
chusetts  corporation,  “  So  far  as  I  know  the  company  went  out  of 
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business  at  that  time” ;  and  as  to  the  Ohio  corporation,  “  I  understand 
that  the  company  discontinued  business  in  Ohio.”  It  is  well  settled 
that  dissolution  is  not  effected  by  a  cessation  of  corporate  business 
and  acts;  mere  non-user  does  not  dissolve  a  corporation.  3  Cook 
on  Corporations,  8th  ed.,  section  631,  p.  2307,  and  cases  cited.  The 
record  shows  merely  that  the  two  subsidiaries  discontinued  business 
and  that  the  parent  company  charged  off  their  indebtedness  to  it  and 
also  its  investment  in  their  stock.  There  is  no  evidence  of  what 
assets  the  subsidiaries  had,  or  that  they  did  not  have  any,  and  there  is 
nothing  to  show  that  their  assets  were  liquidated.  There  is  nothing 
showing  that  the  parent  corporation  did  not  continue  to  control  the 
stock.  Hence  the  subsidiaries  continued  to  be  members  of  the  affili¬ 
ated  group.  During  the  continuance  of  this  status  intercompany  ob¬ 
ligations  are  disregarded  for  the  purposes  of  the  tax.  We  are  not 
called  upon,  therefore,  to  decide  questions  which  would  arise  if  the 
affiliated  group  were  broken  up  by  the  dissolution  of  some  of  the 
members. 

6.  The  petitioner  seeks  to  increase  invested  capital  by  adding  to 
surplus  expenditures  of  both  the  two  West  Virginia  corporations  and 
their  New  York  successors  for  patent  development,  applications  for 
patents,  and  in  litigation  affecting  patents,  which  had  been  charged 
to  expense. 

The  expenditures  of  the  West  Virginia  corporations  were  reflected 
in  the  value  of  the  patents  at  the  time  they  were  transferred  to  the 
New  York  corporations.  It  is  this  value  that  the  latter  paid  for, 
and  there  is  no  ground  for  adding  thereto  sums  spent  by  the  prior 
owner  in  bringing  the  patents  to  the  state  they  were  in  when  ac¬ 
quired  by  the  New  York  corporations. 

The  testimony  tends  to  show  that  the  sums  expended  by  the  New 
York  corporations  were  in  their  nature  capital  expenditures,  but 
the  evidence  is  insufficient  to  enable  us  to  determine  what  part 
thereof,  or  that  any  of  them,  should  be  added  to  surplus  in  1918 
and  1919.  The  petitioner  claims  the  full  amount.  The  items  making 
up  the  totals  were  identified  in  the  corporations’  books,  by  account¬ 
ants,  as  having  been  spent  for  the  purposes  stated.  However,  just 
what  the  corporations  got  for  the  money  expended  is  not  disclosed. 
They  did  acquire  many  patents  after  1903,  but  these  expenditures  are 
not  connected  up  with  any  of  those  patents.  Further,  it  is  obvious 
that  any  patents  thus  acquired  were  exhausting  with  the  lapse  of 
time,  and  it  is  only  the  proportion  of  the  cost  representing  their 
unexpired  life  in  1918  and  1919  that  might  be  added  to  surplus 
in  those  years.  We  have  no  evidence  of  what  their  unexpired  lives 
were  in  those  years.  Also  a  large  part  of  the  money  was  spent  in 
litigation  over  patents,  and  it  does  not  appear  with  what  results. 
If  any  of  the  patents  were  declared  invalid,  the  expenses  connected 
with  the  litigation  may  not  be  included  in  invested  capital. 
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7.  Certain  items  of  depreciable  assets  were  not  included  in  the 
petitioner’s  original  returns  and  were  also  omitted  by  the  Commis¬ 
sioner  in  recomputing  depreciation.  It  is  apparent  to  us  that  they 
were  omitted  in  error,  as  the  total  cost  of  fixed  assets  shown  in  the 
balance  sheet  prepared  by  the  revenue  agent  agrees  with  the  amount 
now  claimed  by  the  petitioner.  A  list  of  the  property  omitted  is  set 
forth  in  the  findings.  The  petitioner  is  entitled  to  depreciation  on 
this  property  at  the  rates  respectively  used  by  the  Commissioner 
for  the  petitioner’s  other  property  of  the  same  kinds  upon  which 
depreciation  has  already  been  allowed. 

J udgment  will  be  entered  on  15  days?  notice, 
under  Rule  50. 

Trammell  :  I  dissent  with  respect  to  the  limitation  on  intangibles 
in  a  class  “  B  ”  affiliation. 


Appeal  of  Farmers  Deposit  National  Bank  and  Affiliated 

Banks. 

Docket  No.  6220.  Decided  November  16,  1926. 

1.  The  provisions  of  section  240(a)  of  the  Revenue  Act  of  1918, 
which  require  affiliated  corporations  to  make  a  consolidated  re¬ 
turn  of  net  income  and  invested  capital,  contemplate  that  the 
affiliated  group  shall  be  treated  as  existing  with  the  attributes  of 
a  single  taxpayer. 

2.  Shares  of  capital  stock  of  any  of  the  members  of  an  affili¬ 
ated  group,  outstanding  in  the  hands  of  the  public,  are  shares  of 
capital  stock  of  the  affiliated  group. 

3.  The  sale  by  one  member  of  an  affiliated  group  to  other  than 
/  members  thereof,  of  shares  of  capital  stock  owned  by  it  in 

another  member  of  the  group,  the  affiliation  continuing,  is  a  sale 
by  the  affiliated  group  of  its  own  capital  stock. 

4.  Th£  sale  by  an  affiliated  group  of  shares  of  its  own  capital 
stock  must  be  treated  as  if  it  were  a  sale  by  a  corporate  taxpayer 
of  its  own  capital  stock — a  capital  transaction  which  does  not 
result  in  either  a  taxable  gain  or  a  deductible  loss. 

5.  The  consolidated  invested  capital  should  be  increased  from 
the  date  of  the  sale  by  the  amount  of  the  proceeds  realized  by 
the  affiliated  group  from  the  sale  of  its  own  capital  stock. 

Maynard  Teall ,  Esq for  the  petitioner. 

E.  C.  Lake ,  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  deficiencies  for  the 
years  1919  and  1920,  aggregating  $47,834.60.  The  questions  for 
determination  are  whether  the  gain  realized  on  the  sale  of  stock 
of  an  affiliated  company  constitutes  income,  and  whether  the  pro¬ 
ceeds  of  such  sale  may  be  included  in  invested  canital. 


(520) 


FARMERS  DEPOSIT  NATIONAL  BANK. 


521 


FINDINGS  OF  FACT. 

The  Farmers  Deposit  National  Bank,  hereinafter  called  the  peti¬ 
tioner,  is  a  national  bank  incorporated  under  the  laws  of  the  United 
States,  with  its  principal  office  at  Pittsburgh,  Pa.  In  1919  it  was 
affiliated,  under  the  provisions  of  the  Revenue  Act  of  1918,  with 
the  Farmers  Deposit  Trust  Co.  and  the  Farmers  Deposit  Savings 
Bank,  and  for  that  year  the  three  banks  filed  a  consolidated  return. 

On  January  1,  1919,  the  Farmers  Deposit  Trust  Co.  owned  232 
shares  of  stock  of  the  petitioner  which  it  had  purchased  prior  thereto 
for  $24,492.  On  April  IT,  1919,  the  Farmers  Deposit  Trust  Co. 
purchased  2,183  additional  shares  of  stock  of  the  petitioner  company 
for  $218,300,  making  a  total  of  2,415  shares  acquired  at  a  total  cost 
of  $242, T92.  On  October  15,  1919,  it  sold  all  of  the  2,415  shares  for 
$338,003.40,  which  is  $95,211.40  in  excess  of  the  cost  of  the  stock. 
This  amount  ($95,211.40)  has  been  included  by  the  Commissioner  in 
income  for  the  year  1919.  The  Commissioner  has  not  included  the 
sale  price  of  the  stock  ($338,003.40)  in  invested  capital  for  1919. 

opinion. 

Arundell:  The  record  shows  that  the  Farmers  Deposit  Trust  Co., 
the  Farmers  Deposit  Savings  Bank,  and  the  Farmers  Deposit  National 
Bank  were  affiliated  throughout  the  years  1918  and  1919,  and  that  these 
affiliated  companies  filed  consolidated  returns  of  net  income  and  in¬ 
vested  capital  for  those  years.  The  Commissioner’s  deficiency  notice  in¬ 
dicates  that  he  regarded  the  affiliation  as  still  existing  throughout  the 
year  1920,  for  he  has  computed  the  tax  liability  of  the  three  com¬ 
panies  on  the  basis  of  a  consolidated  return  of  net  income  and  in¬ 
vested  capital,  and  this  action  is  not  contested  by  the  petitioner  and 
affiliated  companies.  At  the  beginning  of  the  taxable  year  1919,  the 
F armers  Deposit  Trust  Co.  owned  but  232  shares  of  the  capital  stock 
of  the  Farmers  Deposit  National  Bank.  On  April  IT,  1919,  it  ac¬ 
quired  2,183  additional  shares,  making  a  total  of  2,415  shares  owned 
in  the  Farmers  Deposit  National  Bank.  On  October  15,  1919,  it 
sold  its  entire  holdings.  If  the  three  companies  were  affiliated 
throughout  the  years  1918  and  1919,  as  admitted  by  the  parties,  as 
well  as  during  the  year  1920,  as  the  deficiency  letter  indicates,  then 
it  is  obvious  that  the  ownership  by  the  Farmers  Deposit  Trust  Co. 
of  this  stock  in  the  Farmers  Deposit  National  Bank  was  not  the  basis 
for  the  affiliation  of  those  two  companies,  and  the  sale  of  that  stock 
did  not  effect  a  “  break-up  ”  of  the  affiliation.  Consequently,  we  will 
assume  what  we  think  is  apparent  in  this  case — that  the  sale  by  the 
Farmers  Deposit  Trust  Co.  of  its  stockholdings  in  the  Farmers  De¬ 
posit  National  Bank  did  not  disturb  the  existing  affiliation  of  these 
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companies,  and  our  decision  upon  the  issues  before  us  will  be  made 
in  the  light  of  that  assumption. 

The  appeal  presents  two  issues:  (1)  Where  one  member  of  the 
affiliated  group  purchases  the  capital  stock  of  another  member  of 
the  affiliated  group  and  later  sells  that  stock  at  a  price  in  excess  of 
cost,  the  purchase  and  sale  of  the  stock  having  no  effect  whatever 
upon  the  existing  affiliation  of  the  two  companies,  does  the  amount 
received  from  the  sale  of  the  stocks  in  excess  of  the  cost  thereof 
constitute  a  taxable  gain  to  the  member  making  the  sale,  and,  conse¬ 
quently,  to  the  affiliated  group?  (2)  Should  the  proceeds  derived 
from  the  sale  of  the  capital  stock,  referred  to  in  (1)  above,  be  in¬ 
cluded  in  the  consolidated  invested  capital  of  the  affiliated  group  ? 

There  can  be  no  doubt  whatever  that  under  the  provisions  of 
section  213(a)  of  the  Revenue  Act  of  1918,  a  corporate  taxpayer  is 
liable  for  taxes  upon  any  gain  derived  from  the  sale  of  the  capital 
stock  owned  by  it  in  another  corporation  with  which  it  is  not  af¬ 
filiated.  The  gain  resulting  from  such  a  transaction  is  a  gain  de¬ 
rived  from  dealings  in  personal  property,  which  is  specifically  made 
subject  to  the  tax  by  the  provisions  of  section  213(a).  That  a 
corporate  taxpayer  realizes  no  taxable  gain  from  the  sale  of  its  own 
capital  stock  is  a  well  established  principle  of  the  taxing  statutes. 
It  is  a  principle  which  the  Commissioner  has  consistently  adhered 
to  in  all  of  the  regulations  promulgated  under  the  several  Revenue 
Acts.  In  the  Appeal  of  Simmons  A  Hammond  Mfg.  Co .,  1  B.  T.  A. 
803,  this  Board  held  that  the  sale  by  a  corporate  taxpayer  of  its  own 
capital  stock  constituted  a  capital  transaction  and  that  no  deductible 
loss  resulted  therefrom.  It  follows,  per  contra ,  that  a  corporate 
taxpayer  realizes  no  taxable  gain  from  the  sale  of  its  own  capital 
stock.  If,  then,  the  Farmers  Deposit  Trust  Co.  and  the  Farmers 
Deposit  National  Bank  are  to  be  regarded  and  treated,  for  the  pur¬ 
pose  of  the  income  and  profits  taxes,  as  separate  and  distinct  entities, 
the  liability  of  the  Farmers  Deposit  Trust  Co.  for  taxes  on  the  gain 
derived  from  the  sale  of  the  capital  stock  owned  by  it  in  the  F armers 
Deposit  National  Bank  is  hardly  open  to  question.  On  the  other 
hand,  if  it  is  the  purpose  of  the  statute  to  disregard  the  separate 
entities  of  these  two  companies  and  to  treat  them,  other  than  for 
the  actual  assessment  and  payment  of  the  taxes,  as  one  business 
enterprise  and  one  taxpayer,  then  any  capital  stock  emanating  from 
either  one,  irrespective  of  the  name  its  shares  may  bear,  emanates 
from  and  is  the  capital  stock  of  the  consolidated  group :  and  a  sale 
by  one  member  of  shares  of  capital  stock  owned  by  it  in  another 
member  of  the  group  is  a  sale  by  the  consolidated  group  of  its  own 
capital  stock,  and,  a  fortiori ,  a  sale  by  a  corporate  taxpayer  of  its 
own  capital  stock,  which  can  not  result  in  either  a  taxable  gain  or  a 
deductible  loss. 
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Let  us  proceed  to  an  examination  of  the  statute  to  determine  the 
status  of  these  affiliated  companies  for  the  purpose  of  the  income 
and  profit  taxes.  The  statute,  pertinent  in  its  parts  to  the  matter  un¬ 
der  consideration,  reads  as  follows: 

i  * 

Sec.  240.  (a)  That  corporations  which  are  affiliated  within  the  meaning  of 
this  section  shall,  under  regulations  to  be  prescribed  by  the  Commissioner  with 
the  approval  of  the  Secretary,  make  a  consolidated  return  of  net  income  and  in¬ 
vested  capital  for  the  purposes  of  this  title  and  Title  III,  and  the  taxes  there¬ 
under  shall  be  computed  and  determined  upon  the  basis  of  such  return : 
Provided,  That  there  shall  be  taken  out  of  such  consolidated  net  income  and 
invested  capital,  the  net' income  and  invested  capital  of  any  such  affiliated 
corporation  organized  after  August  1,  1914,  and  not  successor  to  a  then  exist¬ 
ing  business,  50  per  centum  or  more  of  whose  gross  income  consists  of  gains, 
profits,  commissions,  or  other  income,  derived  from  a  Government  contract  or 
contracts  made  between  April  6,  1917,  and  November  11,  1918,  both  dates 
inclusive.  In  such  case  the  corporation  so  taken  out  shall  be  separately  as¬ 
sessed  on  the  basis  of  its  own  invested  capital  and  net  income  and  the  re¬ 
mainder  of  such  affiliated  group  shall  be  assessed  on  the  basis  of  the  remain¬ 
ing  consolidated  invested  capital  and  net  income. 

In  any  case  in  which  a  tax  is  assessed  upon  the  basis  of  a  consolidated  re¬ 
turn,  the  total  tax  shall  be  computed  in  the  first  instance  as  a  unit  and  shall 
then  be  assessed  upon  the  respective  affiliated  corporations  in  such  proportions 
as  may  be  agreed  upon  among  them,  or,  in  the  absence  of  any  such  agreement, 
then  on  the  basis  of  the  net  income  properly  assignable  to  each.  There  shall  be 
allowed  in  computing  the  income  tax  only  one  specific  credit  of  $2,000  (as  pro¬ 
vided  in  section  236)  ;  in  computing  the  war-profits  credit  (as  provided  in  sec¬ 
tion  311 )  only  one  specific  exemption  of  $3,000 ;  and  in  computing  the  excess- 
profits  credit  (as  provided  in  section  312)  only  one  specific  exemption  of 
$3,000. 

Here  in  the  provisions  of  section  240(a)  we  have  the  key  to  the 
whole  situation.  Underlying  these  provisions  of  the  statute  is  a  pur¬ 
pose  which  must  be  ascertained,  and  the  statute  must  be  construed  in 
such  a  manner  as  to  make  that  purpose  effective.  While  the  return 
required  by  the  provisions  of  section  240(a)  is  “a  consolidated  re¬ 
turn  of  net  income  and  invested  capital,”  it  is  entirely  clear  from 
other  provisions  of  the  same  section  that  the  return  contemplated  is 
a  return  of  “consolidated  net  income  and  invested  capital.”  For 
instance,  Congress  has  specified  that  the  net  income  and  invested 
capital  of  certain  affiliated  corporations  shall  be  taken  out  of  “such 
consolidated  net  income  and  invested  capital,”  and  that  the  re¬ 
mainder  of  the  affiliated  group  shall  be  assessed  on  the  basis  of  the 
remaining  “  consolidated  invested  capital  and  net  income.” 

What  is  meant  by  “  consolidated  invested  capital  and  net  income  ”  ? 
To  consolidate  is  defined  as  “to  combine;  to  cause  to  become  united; 
to  merge.”  Appeal  of  Frank  G.  Shattuck  Co .,  2  B.  T.  A.  7.  “  In¬ 
vested  capital  ”  and  “  net  income  ”  are  statutory  concepts  and  are 
clearly  defined  by  the  statute.  Section  326(a)  defines  “invested 
capital  ”  as:  (1)  Actual  cash  paid  in;  (2)  actual  cash  value  of  tangi- 
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ble  property  paid  in  for  stock  or  shares;  (3)  paid-in  or  earned  sur¬ 
plus  and  undivided  profits;  (4)  and  (5)  intangible  property  paid  in 
for  stock  or  shares,  subject  to  certain  limitations.  Section  232  states 
that,  in  the  case  of  a  corporation,  the  term  “  net  income 55  means  the 
gross  income,  as  defined  in  section  233,  less  the  deductions  allowed  by 
section  234.  From  these  definitions  we  are  able  to  deduce  the  mean¬ 
ing  of  “consolidated  invested  capital  and  net  income.5'  “Consoli¬ 
dated  invested  capital*5  means:  (1)  Actual  cash  paid  in  to  the 
affiliated  group ;  (2)  actual  cash  value  of  tangible  property  paid  in  for 
stock  or  shares  of  the  affiliated  group;  (3)  paid-in  or  earned  surplus 
and  undivided  profits  of  the  affiliated  group;  (4)  and  (5)  intangible 
property  paid  in  for  stock  or  shares  of  the  affiliated  group,  subject 
to  certain  limitations.  “  Consolidated  net  income  *5  means  the  gross 
income  of  the  affiliated  group,  as  defined  in  section  233,  less  the  de¬ 
ductions  allowed  to  the  affiliated  group  by  section  234. 

Then,  by  the  provisions  of  the  second  paragraph  of  section  240(a), 
we  find  that,  in  any  case  in  which  a  taxpayer  is  assessed  upon  the 
basis  of  a  consolidated  return,  the  total  tax  is  to  be  computed 
in  the  first  instance  as  a  unit  and  then  assessed  upon  the  respective 
affiliated  companies  in  such  proportions  as  may  be  agreed  upon 
among  them.  That  is,  the  total  tax  liability  of  the  affiliated  group 
is  to  be  computed  and  determined  upon  the  basis  of  the  consolidated 
net  income  and  invested  capital,  as  shown  in  the  return,  in  the  same 
manner  as  though  the  return  was  that  of  a  single  corporate  tax¬ 
payer  filed  in  accordance  with  the  provisions  of  section  239.  Fur¬ 
ther  than  this,  the  specific  credit  and  exemptions  allowed  to  an 
affiliated  group,  for  the  purpose  of  computing  the  income,  war- 
profits,  and  excess-profits  taxes,  respectively,  are  the  same  specific 
credit  and  exemptions  allowed  to  a  single  corporate  taxpayer  by 
the  provisions  of  sections  236,  311,  and  312,  respectively. 

Thus  we  find  from  the  provisions  of  section  240(a)  that  in  any 
case  where  two  or  more  corporations  are  affiliated,  within  the  mean¬ 
ing  of  the  provisions  of  subdivision  (b)  of  the  same  section,  a 
single  return  setting  forth  the  items  of  gross  income  and  the  deduc¬ 
tions  of  the  affiliated  group  satisfies  the  requirements  of  section 
239  that  every  corporation  subject  to  taxation  shall  make  a  return: 
that  the  tax  liability  of  the  affiliated  corporations  is  to  be  deter¬ 
mined  upon  the  basis  of  the  consolidated  net  income  and  invested 
capital,  in  the  same  manner  as  though  the  tax  liability  of  a  single 
taxpayer  was  being  determined;  and  that  in  computing  the  tax 
liability  of  the  affiliated  corporations  as  a  unit  only  such  specific 
credit  and  exemptions  are  to  be  allowed  as  are  allowed  to  a  single 
taxpayer  by  the  provisions  of  sections  236,  311,  and  312.  That  is. 
for  the  purpose  of  determining  the  tax  liability  of  the  members  of 
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an  affiliated  group,  the  group  is  to  be  regarded  and  treated  as  a 
single  corporate  taxpayer. 

The  object  sought  to  be  accomplished  by  Congress,  in  enacting 
section  240  of  the  Revenue  Act  of  1918,  was  to  tax  as  a  business 
unit  what,  in  substance  and  in  fact,  as  distinguished  from  legal 
theory,  was  a  single  business  enterprise;  to  prevent  the  component 
parts  thereof  from  evading  taxation  through  the  arbitrary  shift¬ 
ing  of  income  by  way  of  false  or  artificial  market  standards;  and 
to  protect  from  an  inequitable  and  unjust  burden  of  taxation,  which 
might  otherwise  obtain  if  subjected  to  the  tax  upon  the  basis  of 
their  own  financial  history,  those  members  of  an  affiliated  group 
who^e  income  may  be  attributable  in  part  to  the  facilities  and 
capital  of  other  members  placed  at  their  use  and  disposal.  Thus, 
with  reference  to  the  insertion  of  the  consolidated  returns  provi¬ 
sions  in  the  Revenue  Act  of  1918,  the  Committee  on  Finance,  in  its 
report  to  the  Senate,  said  (Sen.  Rep.,  No.  617,  65th  Cong.,  3d  sess., 
pp.  8,  9) : 

Provision  has  been  made  in  section  240  for  a  consolidated  return,  in  the 
case  of  affiliated  corporations,  for  purposes  both  of  income  and  profits  taxes. 
A  year’s  trial  of  the  consolidated  return  under  the  existing  law  demonstrated 
the  advisability  of  conferring  upon  the  commissioner  explicit  authority  to 
require  such  returns. 

So  far  as  its  immediate  effect  is  concerned  consolidation  increases  the  tax 
in  some  cases  and  reduces  it  in  other  cases,  but  its  general  and  permanent 
effect  is  to  prevent  evasion  which  can  not  be  successfully  blocked  in  any 
other  way.  Among  affiliated  corporations  it  frequently  happens  that  the 
accepted  intercompany  accounting  assigns  too  much  income  or  invested  capital 
to  company  A  and  not  enough  to  company  B.  This  may  make  the  total 
tax  for  the  corporation  too  much  or  too  little.  If  the  former,  the  company 
hastens  to  change  its  accounting  method;  if  the  latter,  there  is  every  induce¬ 
ment  to  retain  the  old  accounting  procedure,  which  benefits  the  affiliated 
interests,  even  though  such  procedure  was  not  originally  adopted  for  the 
purpose  of  evading  taxation.  As  a  general  rule,  therefore,  improper  arrange¬ 
ments  which  increase  the  tax  will  be  discontinued,  while  those  which  reduce 
the  tax  will  be  retained. 

Moreover,  a  law  which  contains  no  requirement  for  consolidation  puts  an 
almost  irresistible  premium  on  a  segregation  or  a  separate  incorporation 
of  activities  which  would  normally  be  carried  on  as  branches  of  one  concern. 
Increasing  evidence  has  come  to  light  demonstrating  that  the  possibilities  of 
evading  taxation  in  these  and  allied  ways  are  becoming  familiar  to  the 
taxpayers  of  the  country.  While  the  committee  is  convinced  that  the  con¬ 
solidated  return  tends  to  conserve,  not  to  reduce,  the  revenue,  the  committee 
recommends  its  adoption  not  primarily  because  it  operates  to  prevent  evasion 
of  taxes  or  because  of  its  effect  upon  the  revenue,  but  because  the  principle 
of  taxing  as  a  business  unit  what  in  reality  is  a  business  unit  is  sound  and 
equitable  and  convenient  both  to  the  taxpayer  and  to  the  Government.  (Italics 
ours.) 

If  it  is  the  purpose  of  the  statute  to  disregard  the  separate  and 
distinct  legal  entities  of  the  members  of  an  affiliated  group  and  to 
treat  the  group  as  a  single  corporate  taxpayer,  then  the  treatment 


526  5  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS.  (520) 

accorded  to  the  group  should  recognize  it  as  existing  with  the 
attributes  of  a  single  taxpayer. 

In  the  Appeal  of  American  La  Dentelle ,  Inc.,  1  B.  T.  A.  575,  we 
stated  as  follows: 

From  July  1,  1919,  however,  Congress  has  said  that  the  generally  recognized 
principle  of  corporate  identity  was  to  be  overridden  for  the  purpose  of  the 
income  and  profits  tax  and  that  a  consolidated  return  should  be  filed  “  if 
substantially  all  the  stock  of  two  or  more  corporations  is  owned  or  controlled 
by  the  same  interests,”  which  is  the  situation  here.  From  July  1,  in  other 
words,  the  separate  existences  ceased  for  tax  purposes  just  as  effectually  as 
if  under  a  State  statute  the  corporations  had  been  consolidated  for  all  corpo¬ 
rate  purposes.  A  new  tax  status  was  created. 

The  effect  of  the  consolidation  of  two  or  more  companies  ife  to 
weld  them  together  for  the  purpose  of  computing  the  tax,  as  though 
they  existed,  in  fact,  as  a  single  business  enterprise.  Their  separate 
and  distinct  identities  are  merged  in  the  interest  of  their  community, 
just  as  effectively,  so  far  as  concerns  the  determination  of  the  income 
and  profits  taxes,  as  though  they  existed  under  a  single  charter. 
These  principles  are  fundamental  and  go  to  the  very  root  of  the 
theory  underlying  the  statutory  requirement  of  consolidated  returns 
for  affiliated  corporations.  If  these  are  not  the  correct  principles, 
and  if  it  was  not  the  purpose  of  Congress  to  treat  an  affiliated  group 
as  a  single  taxpayer,  then,  certainly,  Congress  in  enacting  the  pro¬ 
visions  of  section  240  of  the  Revenue  Act  of  1918  has  fallen  far  short 
of  accomplishing  its  purpose  to  prevent  the  evasion  and  inequality 
of  taxes  arising  out  of  the  arbitrary  shifting  of  income  and  capital 
among  affiliated  corporations.  Let  us  examine  this  phase  of  the 
case  a  little  further. 

If  the  separate  identities  of  the  members  of  an  affiliated  group  are 
to  be  recognized  and  the  tax  determined  accordingly,  then  the  term 
“  consolidated  net  income,”  as  used  in  section  240(a),  must  mean  the 
combined  net  income  of  the  affiliated  members,  and  the  term  “con¬ 
solidated  invested  capital  ”  must  mean  the  total  of  invested  capital  to 

which  each  of  the  members  would  be  entitled  as  separate  companies. 

0 

But  consider  the  anomalies  which  would  arise  from  such  a  construc¬ 
tion.  These,  are  not  so  apparent  in  their  effect  upon  net  income  as 
they  are  in  their  effect  upon  invested  capital,  because  intercompany 
transactions  would  generally  offset  themselves ;  that  is,  the  intercom¬ 
pany  transactions  included  in  the  net  income  of  one  company  would 
be  offset  by  the  deductions  taken  by  the  company  with  which  the 
transactions  originated.  But  assume  that  company  “  A  ”  is  organized 
on  January  1,  1918,  with  a  paid-in  cash  capital  of  $100,000,  and  that 
it  immediately  organizes  company  “  B  ”  and  acquires  all  of  that  com¬ 
pany’s  capital  stock  for  $100,000  cash.  Assume  further  that  “  A  ”, 
being  a  holding  company,  has  no  income  other  than  the  dividends 
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received  on  tlie  stock  of  “  B  ”,  which  are  nontaxable,  and  that  the 
income  of  “  B  ”  for  the  year  1918  is  $20,000.  Undoubtedly,  if  they 
were  to  be  treated  as  separate  companies  and  taxed  as  such,  each 
would  be  entitled  to  an  invested  capital  of  $100,000,  and  together 
they  would  have  a  combined  invested  capital  of  $200,000.  “  B  ”,  as 
a  separate  company,  would  be  liable  for  a  tax  computed  on  the  basis 
of  a  net  income  of  $20,000  and  an  invested  capital  of  $100,000.  If 
the  consolidated  invested  capital  is  the  total  of  invested  capital  to 
which  each  would  be  entitled  as  separate  companies,  then  the  amount 
thereof  is  $200,000,  and  the  consolidated  tax  liability  would  be 
computed  on  the  basis  of  a  net  income  of  $20,000  and  an  invested 
capital  of  $200,000,  notwithstanding  that  no  part  of  the  capital  of 
“  A  ”  was.  responsible  for  any  part  of  the  income,  that  the  income 
was  entirely  attributable  to  the  employment  of  the  capital  of  “  B  ”, 
and  that,  in  truth  and  in  fact,  there  has  been  but  $100,000  paid  in  to 
the  whole  business  enterprise. 

Throughout  the  entire  Title  III  of  the  Revenue  Act  of  1918  there 
stands  out  in  bold  relief  the  purpose  of  Congress  to  levy  a  profits 
tax,  varying  in  rates  from  30  to  80  per  centum,  for  the  calendar 
3^ear  1918,  upon  the  net  earnings  of  all  corporations  in  excess  of 
a  fair  return  upon  the  actual  investment  in  the  business.  Does 
any  one  suppose  that  Congress  intended  that  the  fair  return  which 
a  business  enterprise  was  entitled  to  have,  free  from  the  profits  taxes, 
should  be  predicated  upon  the  actual  investment  in  the  business 
multiplied  by  the  number  of  times  it  was  transferred  from  one 
holding  company  to  another?  If  so,  corporate  taxpayers  would 
have  experienced  little  difficulty  in  avoiding  the  profits  taxes  en¬ 
tirely.  But  Congress  never  intended  that  such  a  vehicle  might  be 
successfullv  emploved  by  taxpayers  to  escape  their  iust  burden 
of  taxation.  On  the  other  hand,  it  said,  plainly  enough  we  think, 
in  section  240(a)  of  the  Revenue  Act  of  1918,  that  the  generally 
recognized  principle  of  corporate  identity  was  to  be  overridden  for 
the  purpose  of  the  income  and  profits  taxes;  that  the  separate 
existences  of  the  affiliated  companies  ceased  for  tax  purposes.  It 
created  out  of  two  or  more  affiliated  companies,  otherwise  having 
separate  identities,  a  new  tax  status;  and  when  it  did  so  Congress 
intended  that  the  group  should  have  the  attributes  of  a  single  tax¬ 
payer.  And  where,  in  other  sections  of  the  statute,  Congress  speaks 
of  corporations  as  individual  taxpayers,  it  means  as  to  the  sections 
dealing  with  consolidated  units  to  treat  the  consolidated  unit  as  a 
single  corporation. 

Applying  these  principles  to  the  facts  in  this  case,  what  is  the 
situation?  The  Farmers  Deposit  Trust  Co.  and  the  Farmers 
21841—27 - 3 
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Deposit  National  Bank  were,  during  the  taxable  year  1919,  affiliated 
within  the  meaning  of  section  240(b)  of  the  Revenue  Act  of  .1918. 
They  were,  for  the  purposes  of  the  income  and  profits  taxes,  one 
and  the  same  taxpayer.  The  sale  by  the  Farmers  Deposit  Trust 
Co.  of  its  capital  stock  holdings  in  the  Farmers  Deposit  National 
Bank  must  be  treated,  for  the  purpose  of  the  tax,  as  nothing  more 
than  a  sale  by  the  affiliated  group  of  its  own  capital  stock.  The 
entire  proceeds  from  the  sale  of  this  stock  represented  additional 
capital  to  the  affiliated  group — the  investment  of  the  new  stock¬ 
holders  who  purchased  the  stock.  The  sale  was  a  capital  trans¬ 
action  which  could  not  give  rise  to  a  taxable  gain  or  a  deductible 
loss.  The  Commissioner  erred  in  treating  the  excess  of  the  selling 
price  over  the  cost  of  this  stock  as  taxable  income  to  the  Farmers 
Deposit  Trust  Co.  and  the  affiliated  group. 

We  pass  now  to  a  consideration  of  the  second  issue  raised  by  this 
appeal,  viz,  whether  the  proceeds  from  the  sale  of  this  stock  should 
be  included  in  the  consolidated  invested  capital  for  the  year  1919,  in 
which  year  the  sale  took  place.  The  Commissioner  has  refused  to 
so  include  them,  apparently  on  the  ground  that  the  transaction  con¬ 
stituted  a  dealing  in  personal  property  giving  rise  to  a  taxable  gain, 
and  that  the  proceeds  are  a  part  of  the  undivided  profits  earned  dur¬ 
ing  the  year  1919,  which,  by  the  express  provisions  of  section 
326(a)(3)  of  the  Revenue  Act  of  1918,  may  not  be  included  in 
invested  capital  for  the  year  1919.  But  as  we  have  held  in  connec¬ 
tion  with  the  first  issue,  the  affiliated  group  exists,  by  virtue  of 
statutory  provisions,  as  and  with  all  of  the  attributes  of  a  single 
corporate  taxpayer.  When  the  Farmers  Deposit  Trust  Co.  pur¬ 
chased  the  shares  of  capital  stock  of  the  Farmers  Deposit  National 
Bank,  which  we  have  under  consideration,  assuming  that  they  were 
purchased  from  others  than  members  of  the  affiliated  group,  the 
transaction  constituted  in  substance  a  partial  retirement  of  the  out¬ 
standing  capital  stock  of  the  consolidation,  a  repurchase  by  a  cor¬ 
porate  taxpayer  of  its  own  capital  stock,  a  withdrawal  of  a  part  of 
the  capital  of  the  consolidated  group,  and  a  return  to  the  stock¬ 
holders  of  their  investment  in  the  consolidation.  The  effect  of  the 
purchase  of  this  stock  upon  the  consolidated  invested  capital  was 
the  same  as  though  the  transaction  was  that  of  a  single  corporation 
repurchasing  its  own  capital  stock.  To  the  extent  that  the  pur¬ 
chase  price  of  this  stock  exceeded  the  earnings  available  therefor, 
the  consolidated  invested  capital  was  reduced  by  the  transaction. 
When  the  stock  was  resold,  assuming  that  it  was  sold  to  others  than 
members  of  the  affiliated  group,  the  proceeds  of  the  sale  represented 
additional  capital  to  the  consolidation,  an  investment  in  the  con¬ 
solidation  by  a  new  group  of  stockholders,  and  the  consolidated 
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invested  capital  of  the  year  in  which  the  sale  took  place  was  in¬ 
creased,  from  the  date  of  the  sale,  by  the  amount  of  the  proceeds 
realized  from  the  sale  of  the  stock. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 

Trammell  dissents. 


Appeal  of  Interurban  Construction  Co. 

Docket  No.  2687.  Decided  November  16,  1926. 

The  taxpayer  was  the  owner  during  the  taxable  year  of  stock  of  a 
subsidiary  which  had  cost  $31,980.38  and  was  sold  to  stockholders  of 
the  parent  (affiliation  continuing)  for  $85,000.  The  Commissioner  com¬ 
puted  a  profit  on  this  transaction.  Held,  that  the  sale  made  under  the 
circumstances  set  forth  did  not  give  rise  to  taxable  gain. 

Frederick  L.  Thornton ,  C.  P.  A .,  for  the  petitioner. 

P.  S.  Crewe ,  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  a  deficiency  in  income 
and  profits  taxes  for  the  year  1919  in  the  amount  of  $9,165.60.  The 
petitioner  alleges  error  in  the  determination  of  a  profit  upon  the  sale 
of  the  stock  of  a  subsidiary  corporation,  the  Oklahoma  Union  Rail¬ 
way  Co. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  Oklahoma  corporation  with  its  principal  office 
at  Tulsa.  During  the  taxable  year  it  was  affiliated  with  the  Okla¬ 
homa  Union  Railway  Co.,  the  Sapulpa  Interurban  Electric  Railway 
Co.,  and  the  Park  Addition  Co.  At  the  beginning  of  the  taxable 
year  1919  the  petitioner  was  the  owner  of  all  of  the  outstanding 
capital  stock  of  the  Oklahoma  Union  Railway  Co.  in  the  amount 
of  5,250  shares.  During  that  year  the  petitioner  sold  1,750  shares 
of  the  stock  of  the  Oklahoma  Union  Railway  Co.,  which  it  owned, 
to  certain  individuals,  who  were  stockholders  of  the  petitioner,  for 
the  amounts  and  on  the  dates  indicated  below : 


Date  of  sale. 

Purchaser. 

Shares. 

Amount. 

Jan.  23, 1919 . . . 

O.  C.  Stebbins . 

125 

125 

200 

200 

200 

300 

300 

300 

1,750 

$5,000 
*  5,000 

10,000 
10,000 
10,000 
15,000 
15, 000 
15, 000 

58, 000 

Do . . . . . 

F.  C.  Giddings _ _ 

July  31,  1919..- _ 

G.  C.  Stebbins.. . 

Do . . . . 

J.  S.  Cosdin... . 

Do . . . . . 

E.  W.  Sinclair . . 

Nov.  11,  1919 . . . . . . 

..  ..do. . 

Do . . . . . 

J.  S.  Cosdin... . 

Do . . . . 

G.  C.  Stebbins.. . 
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The  cost  of  the  stock  so  sold  was  $31,980.38. 

The  Commissioner  computed  the  profit  upon  the  above  transac¬ 
tion  to  be  the  difference  between  $31,980.38  and  $85,000.  The  Com¬ 
missioner  did  not  increase  the  petitioner's  consolidated  invested 
capital  on  account  of  the  sale  and  issuance  of  the  above-mentioned 
stock.  The  entire  stock  owned  by  the  petitioner  in  the  Oklahoma 
Union  Railway  Co.  was  acquired  by  it  in  the  year  1917  in  considera¬ 
tion  of  the  construction  of  that  railway. 

OPINION. 

Littleton  :  Our  decision  of  the  issue  involved  in  this  appeal  is 
governed  by  the  decision  of  the  Board  in  the  Appeal  of  Farmers 
Deposit  National  Bank,  5  B.  T.  A.  520.  Upon  the  authority  of  that 
decision,  it  is  held  that  no  taxable  gain  was  realized  by  the  petitioner 
from  the  sale  of  the  stock  of  the  Oklahoma  Union  Railway  Co., 
and  the  Commissioner's  determination  of  the  deficiency,  in  so  far 
as  it  resulted  from  the  inclusion  of  a  profit  of  $53,019.62  upon  the 
sale  of  the  stock,  was  erroneous. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 


Appeal  of  Risdon  Tool  &  Machine  Co. 

Docket  No.  6474.  Decided  November  16..  1926. 

Where  corporations  are  affiliated  during  the  taxable  year,  but 
were  not  affiliated  during  the  prewar  years,  the  prewar  invested 
capital  is  the  aggregate  of  the  average  invested  capital  of  the 
separate  corporations. 

Sanford  Robinson ,  Esq.,  for  the  petitioner. 

L.  C .  Mitchell,  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  a  deficiency  in  income 
tax  for  1918  in  the  amount  of  $19,489.05.  The  question  involved 
is  the  correctness  of  the  method  used  by  the  Commissioner  in  deter¬ 
mining  the  prewar  invested  capital  of  corporations  which  were 
affiliated  in  the  taxable  year  but  not  in  the  prewar  period.  The  tax¬ 
payer  contends  that  the  prewar  invested  capital  should  consist  of 
the  invested  capital  of  the  parent  company  alone,  and  that  the 
Commissioner  should  find  an  increase  of  $84,864.57  between  the  two 
periods  instead  of  a  decrease  of  $283,481.49. 

FINDINGS  OF  FACT. 

The  taxpayer  is  a  Connecticut  corporation  with  its  principal  office 
at  Naugatuck.  On  or  about  August  16,  1918,  it  purchased  the  entire 


(530) 


RISDON  TOOL  &  MACHINE  CO. 


531 


outstanding  capital  stock  of  the  Novelty  Manufacturing  Co.,  a  Con¬ 
necticut  corporation,  for  cash.  Both  corporations  were  in  existence 
during  the  prewar  period. 

In  computing  the  consolidated  invested  capital  for  1918,  the  Com¬ 
missioner  eliminated  all  of  the  capital  and  surplus  of  the  subsidiary 
corporation  and  valued  the  assets  of  the  subsidiary  at  the  cost  of 
acquisition  to  the  taxpayer.  The  two  corporations  were  not  affili¬ 
ated  during  the  prewar  period.  The  Commissioner  in  computing 
the  invested  capital  for  the  prewar  period  took  the  aggregate  of  the 
average  invested  capital  of  the  two  corporations  for  that  period.  On 
this  basis  the  invested  capital  for  the  prewar  period  was  determined 
to  be  $397,268.41,  and  the  invested  capital  for  1918  to  be  $113,- 
786.92,  resulting  in  a  decrease  of  $283,481.49. 

It  was  stipulated  that  “  the  average  invested  capital  of  the  Risdon 
Tool  &  Machine  Co.  for  the  prewar  period  with  the  average  in¬ 
vested  capital  of  the  subsidiary  eliminated  was  $28,922.35.  The  capi¬ 
tal  and  surplus  of  said  subsidiary  for  the  taxable  year  amounted  to 
$483,260.48.  The  average  invested  capital  of  said  subsidiary  for  the 
prewar  period  was  $368,346.06.” 

OPINION. 

Trammell  :  The  only  question  we  are  called  upon  to  decide  is  how 
to  compute,  for  the  purposes  of  the  war-profits  credit  provided  by 
section  311  of  the  Revenue  Act  of  1918,  the  average  prewar  invested 
capital  of  a  consolidated  group,  where  one  corporation  owns  or 
controls  the  stock  of  another,  and  the  members  thereof  were  not  affili¬ 
ated  during  the  prewar  period.  The  Commissioner  has  determined 
the  average  prewar  invested  capital  to  be  the  aggregate  of  the  aver¬ 
age  invested  capital  of  the  separate  companies  for  the  prewar  period. 
This  is  in  accordance  with  article  869  of  Regulations  45,  which  reads 
as  follows : 

The  invested  capital  of  affiliated  corporations  for  the  prewar  period  shall 
be  computed  on  the  same  basis  as  the  invested  capital  for  the  taxable  year, 
except  that  where  any  one  or  more  of  the  corporations  included  in  the 
consolidation  for  the  taxable  year  were  in  existence  during  the  prewar  period, 
but  were  not  then  affiliated  as  herein  defined,  then  the  average  consolidated 
invested  capital  for  the  prewar  period  shall  be  the  average  invested  capital 
of  the  corporations  which  were  affiliated  in  the  prewar  period  plus  the  ag¬ 
gregate  of  the  average  invested  capital  for  each  of  the  several  corporations 
which  were  not  affiliated  during  the  prewar  period. 

The  taxpayer  contends  that,  since  the  Commissioner  has  eliminated 
from  the  consolidated  invested  capital  of  the  taxable  year  the 
capital  and  surplus  of  the  subsidiary,  he  should  likewise  eliminate 
from  the  aggregate  of  the  average  invested  capital  of  the  separate 
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companies,  for  the  prewar  period,  the  average  capital  and  surplus 
of  the  subsidiary  for  that  period.  It  relies  upon  the  provisions  of 
the  last  paragraph  of  section  330  of  the  Revenue  Act  of  1918,  which 
are  as  follows : 

If  any  asset  of  the  trade  or  business  in  existence  during  both  the  taxable 
year  and  any  prewar  year  is  included  in  the  invested  capital  for  the  taxable 
year  but  is  not  included  in  the  invested  capital  for  such  prewar  year,  or  is 
valued  on  a  different  basis  in  computing  the  invested  capital  for  the  taxable 
year  and  such  prewar  year,  respectively,  then  under  rules  and  regulations  to 
be  prescribed  by  the  Commissioner  with  the  approval  of  the  Secretary  such  read¬ 
justments  shall  be  made  as  are  necessary  to  place  the  computation  of  the 
invested  capital  for  such  prewar  year  on  the  basis  employed  in  determining 
the  invested  capital  for  the  taxable  year. 

The  taxpayer  further  cites  in  support  of  its  contention  article 
934  of  Regulations  45,  which  provides  as  follows : 

In  any  case  in  which  as  a  result  of  a  reorganization  or  for  any  other  reason 
any  asset  in  existence  both  during  the  taxable  year  and  any  prewar  year  is 
included  in  computing  the  invested  capital  for  the  taxable  year,  but  is  not 
included  in  computing  the  invested  capital  for  such  prewar  year,  or  is  valued 
on  a  different  basis  in  computing  the  invested  capital  for  the  two  years,  the 
difference  resulting  therefrom  shall  not  be  included  in  determining  the  dif¬ 
ference  10  per  cent  of  which  is  added  to  or  deducted  from  the  war  profits 
credit  under  section  311  (a)  (2)  of  the  statute. 

We  do  not  think  that  the  provisions  of  the  statute  or  of  the  regu¬ 
lations  upon  which  the  taxpayer  relies  are  applicable  to  the  question 
under  consideration.  Those  provisions  merely  prescribe  the  rule  to 
be  followed  where  assets,  which  were  owned  by  the  business  during 
the  taxable  year  and  any  prewar  year,  are  included  in  invested 
capital  for  the  taxable  year  but  are  not  included  in  the  invested 
capital  of  the  prewar  year,  or  are  valued  on  a  different  basis  in  com¬ 
puting  the  invested  capital  for  the  two  years.  It  has  not  been  shown, 
and  as  a  matter  of  fact  the  taxpayer  apparently  does  not  contend, 
that  any  assets  have  been  included  by  the  Commissioner  in  the  con¬ 
solidated  invested  capital  for  the  taxable  year  which  are  not  reflected 
in  the  aggregate  of  the  average  invested  capital  of  the  separate  com¬ 
panies  for  the  prewar  period.  Nor  has  the  taxpayer  shown  that  the 
Commissioner’s  computation  of  invested  capital  for  the  taxable  year 
includes  any  asset  which  has  been  valued  upon  a  basis  different  from 
that  employed  in  computing  the  invested  capital  for  the  prewar 
period. 

The  provisions  of  section  330  of  the  statute,  which  are  pertinent  to 
the  question,  are  as  follows: 

That  in  the  case  of  the  reorganization,  consolidation,  or  change  of  ownership 
after  January  1,  1911,  of  a  trade  or  business  now  carried  on  by  a  corporation, 
the  corporation  shall  for  the  purposes  of  this  title  be  deemed  to  have  been 
in  existence  prior  to  that  date,  and  the  net  income  and  invested  capital  of  such 
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predecessor  trade  or  business  for  all  or  any  part  of  the  prewar  period  prior  to 
the  organization  of  the  corporation  now  carrying  on  such  trade  or  business 
shall  be  deemed  to  have  been  the  net  income  and  invested  capital  of  such 
corporation. 

There  can  be  no  question  but  that  the  business  carried  on  by  the 
consolidation  during  the  taxable  year  under  consideration  was  the 
same  business  which  was  carried  on  by  the  separate  companies  dur¬ 
ing  the  prewar  period.  Hence,  under  the  foregoing  provisions  of 
section  330,  the  prewar  net  income  and  invested  capital  of  the  sep¬ 
arate  companies,  now  members  of  the  affiliated  group,  must  be 
deemed  to  have  been  the  prewar  net  income  and  invested  capital  of 
the  consolidation,  and  the  war-profits  credit  provided  for  by  section 
311  of  the  Ke venue  Act  must  be  determined  on  the  basis  of  such  a 
prewar  history.  What  constitutes  the  prewar  invested  capital  of 
a  group  of  corporations  affiliated  by  virtue  of  the  fact  that  one  cor¬ 
poration  owns  or  controls  the  stock  of  the  other  or  others?  Is  it 
the  aggregate  of  the  average  prewar  invested  capital  of  the  separate 
companies;  or  is  it  something  less,  as  the  taxpayer  contends?  The 
taxpaj^er  suggests  that,  since  the  Commissioner  has  eliminated  the 
capital  and  surplus  of  the  subsidiary  from  the  consolidated  invested 
capital  for  the  taxable  year,  a  similar  elimination  should  be  made 
in  computing  the  prewar  invested  capital.  But  we  know  of  no 
authority  which  will  support  that  view.  We  realize  that  under 
certain  circumstances  the  invested  capital  of  such  a  consolidation 
may  be  materially  less  than  the  aggregate  of  the  average  invested 
capital  of  the  separate  companies  for  the  prewar  period;  and  that 
the  reduction  may  have  been  brought  about  solely  through  the 
investment  made  by  the  parent  company  in  its  subsidiary’s  capital 
stock.  In  fact,  such  is  the  case  in  the  instant  appeal.  During  the 
prewar  years  the  separate  companies  had  invested  an  average  of 
$397,268.41,  while  during  the  taxable  year,  as  a  result  of  the  con¬ 
solidation,  the  invested  capital  was  only  $113,796.92.  But  is  this  not 
the  result  of  the  working  out  of  the  theories  underlying  the  require¬ 
ment  of  consolidated  returns  in  the  case  of  corporations  which  are 
deemed  to  be  affiliated  under  the  provisions  of  section  240  of  the 
statute?  Those  theories  contemplate  that  the  members  of  the 
affiliated  group  shall  be  treated  as  a  single  business  enterprise,  and 
when  the  capital  stock  of  one  of  the  group  has  been  taken  from  the 
hands  of  the  public  and  ownership  thereof  vests  thereafter  in  an¬ 
other  member  of  the  group,  that  stock,  so  far  as  the  consolidation  is 
concerned,  is,  in  effect,  no  longer  outstanding,  since  it  is  held  entirely 
within  the  group  and  its  acquisition  for  cash  by  the  parent  company 
adds  nothing  to  the  consolidated  group.  The  invested  capital,,  then, 
of  the  group  is  less  than  the  combined  invested  capital  of  the  sep¬ 
arate  companies. 
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In  our  opinion  the  principle  set  out  in  article  869  of  Regulations 
45  is  a  proper  interpretation  of  the  statute.  Since  that  rule  has 
been  applied  by  the  Commissioner  in  this  case  in  the  determination 
of  the  consolidated  invested  capital  for  the  prewar  period,  we  must 
affirm  his  determination. 

Judgment  will  be  entered  on  15  days ’  notice , 
under  Rule  50. 


Appeal  of  Ruckman  Coal  Co. 

Docket  No.  4277.  Decided  November  16,  1926. 

1.  A  note  receivable  of  a  stockholder  held  to  represent  a  bona  fide 
indebtedness  to  the  corporation  and  should  be  included  in  invested 
capital. 

2.  The  earned  surplus  of  corporations  included  in  a  consolidated 
return  should  be  reduced  by  an  operating  deficit  of  one  of  the 
corporations  in  the  group  in  excess  of  its  own  earned  surplus, 
earned  during  a  year  when  a  consolidated  return  is  required  by 
statute. 

Attilla  Cox ,  Esq.,  and  E.  J.  Wells ,  Esq.,  for  the  petitioner. 

Percy  E.  Crewe,  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  a  deficiency  of 
$3,820.98  in  income  and  profits  taxes  for  1920.  The  taxpayer  alleges 
error  on  the  part  of  the  Commissioner  in  excluding  from  the  con¬ 
solidated  invested  capital  a  note  receivable  and  an  account  receivable, 
and  by  reducing  the  consolidated  earned  surplus  by  an  operating 
deficit  of  an  affiliated  company  in  excess  of  its  own  earned  surplus. 

FINDINGS  OF  FACT. 

The  taxpayer  is  a  Kentucky  corporation  with  its  principal  office 
in  Providence. 

The  taxpayer,  during  the  taxable  year  involved  and  also  during 
1919,  was  affiliated  with  the  Highland  Mining  Co.  and  the  Clover 
Creek  Coal  Co.  The  officers  of  these  companies  and  their  stock¬ 


holdings  were  as  follows: 

Ruckman  Coal  Co. :  Shares. 

D.  J.  Ruckman,  president _ 58% 

F.  V.  Ruckman,  vice  president _ 61% 

A.  J.  Ruckman,  secretary  and  treasurer _ _ 62% 

Highland  Mining  Co. : 

A.  J.  Ruckman,  president _ 57% 

F.  V.  Ruckman,  vice  president  and  treasurer _ 54% 

D.  J.  Ruckman,  secretary _ , _ 57% 

Clover  Creek  Coal  Co. : 

F.  V.  Ruckman,  president _ 24% 

A.  J.  Ruckman,  vice  president _ 25% 

D.  J.  Ruckman,  secretary  and  treasurer _ 24% 
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Prior  to  1918,  F.  V.  Ruckman  became  indebted  to  the  Highland 
Coal  Co.,  and  about  January,  1918,  gave  his  note  to  the  company  in 
the  amount  of  $43,000.  This  represented  substantially  all  net  profits 
of  the  company.  Ruckman  borrowed  the  funds  from  the  company 
and  intended  to  repay  the  amount.  The  note  has  not  been  paid  and 
is  still  held  by  the  company  and  listed  among  its  assets. 

During  a  period  of  years  D.  J.  Ruckman  made  withdrawals  from 
the  taxpayer  company  in  excess  of  salary,  and  in  January,  1920,  was 
indebted  to  it  in  the  amount  of  $12,235.52,  which  the  taxpayer  car¬ 
ried  on  its  books  as  an  account  receivable.  On  January  1,  1918,  the 
account  amounted  to  $34,030.85.  From  time  to  time  payments  were 
made  which  reduced  it  to  $12,235.52  as  of  January  1,  1920. 

Both  F.  Y.  Ruckman  and  D.  J.  Ruckman  carried  life  insurance  in 
the  amount  of  $25,000,  payable  to  their  estates,  for  the  purpose  of 
making  provision  for  liquidating  any  indebtedness  that  might  exist 
at  the  time  of  their  death. 

Both  the  note  and  the  account  above  stated  were  accounts  receiv¬ 
able,  and  as  such  are  a  part  of  invested  capital. 

As  of  December  31,  1919,  the  Clover  Creek  Coal  Co.  had  an  oper¬ 
ating  deficit  of  $18,183.34.  The  earned  surplus  of  the  other  two 
companies  exceeded  this  amount.  The  Commissioner  reduced  the 
earned  surplus  of  these  two  affiliated  companies  by  the  operating 
deficit  of  the  third  affiliated  company  in  determining  the  consolidated 
invested  capital. 

OPINION. 

Trammell:  There  are  three  questions  involved  in  this  appeal,  all 
of  which  affect  invested  capital.  The  first  is  whether  invested  capi¬ 
tal  should  be  reduced  by  excluding  a  note  given  by  F.  Y.  Ruckman 
to  the  Highland  Coal  Co.  in  the  amount  of  $43,000.  The  second  is 
whether  the  amount  of  indebtedness  of  $12,235.52,  alleged  to  be  owing 
by  D.  J.  Ruckman  to  the  Ruckman  Coal  Co.,  should  be  excluded 
from  invested  capital;  and  the  third  question  is  whether  the  earned 
surplus  of  the  Ruckman  Coal  Co.  and  the  Highland  Mining  Co. 
should  be  reduced  by  the  operating  deficit  of  the  Clover  Creek  Coal 
Co.  to  the  extent  that  it  exceeds  the  earned  surplus  of  that  company. 

In  determining  whether  the  note  of  F.  Y.  Ruckman  to  the  High¬ 
land  Coal  Co.  and  the  account  set  up  on  the  books  as  an  indebtedness 
of  D.  J.  Ruckman  to  the  Ruckman  Coal  Co.  were  actual  assets  of  the 
respective  oompanies  or  were  withdrawals  of  earnings  and  profits  or 
payments  to  those  individuals,  we  must  look  to  and  consider  all  the 
facts  and  circumstances  in  connection  therewith. 

The  amount  of  the  note  given  by  F.  Y.  Ruckman  represented 
substantially  all  the  profits  of  the  Highland  Coal  Co.  F.  Y.  Ruck¬ 
man,  however,  did  not  own  in  excess  of  one-third  of  the  stock  of' 
21841—27 - 4 
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that  company.  The  record  does  not  disclose  the  exact  amount  of 
stock  owned  by  him.  The  other  stockholders  did  not  receive  any  por¬ 
tion  of  the  profits.  If  it  were  not  intended  that  the  said  Ruckman 
should  repay  the  amounts  secured  by  him  from  the  corporation  for 
which  the  note  was  given,  the  other  stockholders  who  owned  at 
least  two-thirds  of  the  stock  would  receive  practically  nothing  on 
their  investment  in  the  corporation.  The  corporation  listed  the  note 
among  its  assets  and  included  it  as  a  note  receivable  which  was 
reflected  in  its  invested  capital. 

It  also  appears  that  D.  J.  Ruckman  made  withdrawals  from  the 
Ruckman  Coal  Co.  in  excess  of  his  salary  over  a  period  of  years. 
On  January  1,  1918,  the  amount  received  from  the  company  by  D. 
J.  Ruckman  amounted  to  $34,030.85.  From  time  to  time  he  made 
payments  thereon  to  the  corporation  so  that  on  January  1,  1920, 
according  to  the  books  of  the  company,  he  owed  it  $12,235.52.  The 
Ruckman  Coal  Co.  at  all  times  carried  the  amounts  on  its  books  as 
accounts  receivable.  While  the  record  does  not  disclose  the  exact 
stock  ownership  of  all  the  stockholders  or  the  total  capital  stock 
outstanding,  it  does  appear  that  D.  J.  Ruckman  did  not  own  as 
much  as  one-third  of  the  stock.  The  fact  that  he  had  paid  some¬ 
thing  on  the  account  and  had  reduced  it  by  continually  making 
payments  thereon,  indicates  that  both  he  and  the  company  treated 
it  as  an  actual  liability  and  not  as  withdrawals  of  profits  or  as 
payment  for  services. 

The  circumstances  surrounding  the  account  of  D.  J.  Ruckman 
should  be  taken  into  consideration  in  connection  with  the  note  of 
F.  Y.  Ruckman.  It  would  seem  unreasonable  that  D.  J.  Ruckman 
would  be  permitted  to  make  withdrawals  from  the  Ruckman  Coal 
Co.  and  be  required  to  repay  the  same  if  F.  Y.  Ruckman  were  not 
required  to  repay  the  amounts  withdrawn  by  him.  If  D.  J.  Ruck¬ 
man  was  actually  indebted  to  the  corporation  for  his  withdrawals, 
the  same  situation  would  seem  to  exist  with  respect  to  F.  Y.  Ruck¬ 
man.  F.  Y.  Ruckman  owned  more  stock  in  the  Ruckman  Coal  Co. 
than  D.  J.  Ruckman,  and  D.  J.  Ruckman  owned  more  stock  in  the 
Highland  Mining  Co.  than  F.  Y.  Ruckman.  Both  of  the  transac¬ 
tions  should  be  considered  together.  It  would  seem  unreasonable 
that  other  stockholders  would  permit  a  stockholder  in  a  corporation 
to  withdraw  earnings  and  profits  in  which  they  did  not  participate, 
especially  when  the  other  stockholders  owned  more  stock  than  the 
individuals  receiving  from  the  corporation  the  amounts  referred  to. 

It  also  appears  from  the  evidence  that  both  of  the  Ruckmans 
took  out  life  insurance  on  their  lives  for  the  purpose  of  making 
provision  for  liquidating  any  indebtedness  that  might  exist  at  the 
time  of  their  death. 
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The  facts  and  circumstances  lead  us  to  believe  that  the  note  and 
the  account  receivable  given  to  the  respective  corporations  were 
actual  existing  obligations  for  the  respective  amounts  during  the 
years  involved. 

This  leads  us  to  the  remaining  question,  that  is,  whether  the 
earned  surplus  of  two  of  the  affiliated  companies  should  be  reduced 
by  the  operating  deficit  of  the  other  affiliated  company  in  excess 
of  its  own  earned  surplus.  There  is  no  evidence  before  the  Board 
as  to  when  the  deficit  occurred  or  whether  the  corporations  were 
affiliated  during  the  period  of  operation  in  which  it  was  sustained. 
The  Commissioner  has  reduced  the  earned  surplus  of  the  entire 
group  of  corporations  by  the  deficit  of  one  company  in  excess  of  its 
own  earned  surplus. 

In  the  absence  of  any  evidence  as  to  when  the  deficit  occurred,  or 
whether  the  corporations  were  affiliated  during  the  period  when  it 
was  incurred,  we  are  not  called  upon  to  determine  whether  in  every 
case  an  operating  deficit  of  one  of  a  group  of  affiliated  companies 
must  be  set  off  against  the  earned  surplus  of  other  corporations  in 
the  group.  We  are  clearly  of  the  opinion  that  any  operating  deficit 
in  excess  of  its  earned  surplus,  incurred  by  one  corporation  during 
.  the  years  when  the  corporations  were  required  to  file  a  consolidated 
return,  is  to  be  deducted  from  the  earned  surplus  of  any  corporation 
in  the  group.  See  Appeal  of  Valdosta  Grocery  Co .,  2  B.  T.  A.  727. 
If  this  were  not  true,  one  of  the  principal  purposes  of  consolidated 
returns  would  be  defeated  and  the  invested  capital  could  be  manipu¬ 
lated  within  the  group  of  corporations  in  such  a  way  as  artificially 
to  increase  the  invested  capital.  We  express  no  opinion  as  to  what 
would  be  the  result  if  the  deficit  had  been  shown  to  have  occurred 
when  the  corporations  were  not  required  or  permitted  *to  file  a  con¬ 
solidated  return. 

Judgment  will  be  entered  on  10  days'  notice , 
under  Rule  50. 


Appeal  of  H.  S.  Crocker  Co. 

Docket  No.  4581.  Decided  November  16,  1926. 

1.  Where  two  corporations  are  affiliated  the  consolidated  net 
income  is  to  be  computed  as  for  one  corporation. 

2.  Where  the  parent  corporation  acquires  the  stock  of  its  sub¬ 
sidiary  at  its  book  value  and  subsequently  sells  it  at  its  book  value, 
no  profit  or  loss  to  the  affiliated  group  results. 
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Robert  N .  Miller ,  Esq.,  Virgil  Y.  Moore ,  Esq.,  Andrew  T .  Smith, 
Esq.,  John  E.  McClure,  Esq.,  and  AT.  L.  McLaren ,  C .  P.  A.,  for  the 
petitioner. 

George  G.  Witter,  Esq.,  for  the  Commissioner. 

John  If  .  Davis,  Esq.,  and  E.  II .  Hart,  Esq.,  as  amici  curiae,  on 
behalf  of  United  States  Rubber  Co. 


Taxpayer  appeals  from  the  determination  of  a  deficiency  of 
:$53, 654.85  in  income  and  profits  taxes  for  the  fiscal  year  ended  March 
31,  1919. 

FINDINGS  OF  FACT. 


1.  The  H.  S.  Crocker  Co.,  of  San  Francisco,  Calif.,  hereinafter 
sometimes  called  “  Crocker,''  was  incorporated  in  January,  1891,  and 
was  engaged  in  the  business  of  stationers,  printers,  lithographers, 
bookbinders,  copper-plate  engravers,  publishers,  etc.,  from  date  of 
incorporation  to  March  31,  1919,  when  it  sold  all  of  its  assets  (except 
certain  real  estate,  notes.  Government  certificates,  and  accounts 
receivable),  for  the  sum  of  approximately  $1,150,000. 

2.  In  1912,  Cunningham,  Curtiss  &  Welch  Co.,  hereinafter  some¬ 
times  referred  to  as  u  Cunningham,”  had  outstanding  288  shares  of 
capital  stock  of  a  total  authorized  issue  of  300  shares.  From  1912 
to  March  31,  1919,  the  issued  and  outstanding  stock  of  Cunningham 
remained  unchanged.  It  operated  a  business  in  Los  Angeles  similar 
to  that  conducted  bv  Crocker  in  San  Francisco. 

3.  In  1912,  Crocker  purchased  for  $133,500,  256  shares  of  the 
issued  and  outstanding  stock  of  Cunningham.  The  purchase  price 
of  $133,500  was  based  on  the  then  book  value  of  the  stock  of 
Cunningham. 

4.  Crocker  continued  to  hold  its  original  purchase  of  the  stock 
of  Cunningham  until  the  close  of  its  fiscal  and  reporting  period, 
March  31,  1919.  On  that  date  it  sold,  for  the  sum  of  $234,000.96, 
the  256  shares  of  the  stock  of  Cunningham  theretofore  acquired  by  it. 
This  price  was  substantially  equivalent  to  the  then  book  value  of 
the  stock,  the  only  adjustment  made  being  that  inventories  were  taken 
at  cost  or  market,  whichever  was  lower. 

5.  Between  the  date  of  purchase  in  1912  and  March  31,  1919, 
Cunningham  earned  substantial  profits.  Part  of  these  profits  was 
allowed  to  accumulate  as  earned  surplus.  The  difference  between 
the  purchase  price  of  the  stock  of  Cunningham  in  1912  of  $133,500 
and  the  sale  price  in  1919  of  $234,000.96  is  equivalent  to  256  288ths 
of  such  accumulated  profits. 

6.  The  Commissioner  held  Crocker  and  Cunningham  to  be  affiliated 
for  the  fiscal  years  ended  March  31,  1918  and  1919,  and  computed 
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the  taxes  on  the  basis  of  a  consolidated  return.  He  included  in  the 
consolidated  income  for  1919  an  alleged  profit  of  $100,500.96,  claimed! 
by  him  to  have  been  realized  by  Crocker  from  the  sale  on  March 
31,  1919,  of  the  shares  of  stock  of  Cunningham  acquired  in  191*2. 

7.  Federal  taxes  have  been  assessed  against  and  paid  by  Cun¬ 
ningham  from  year  to  year  on  the  basis  of  its  income,  between. 
1912  and  March  31,  1919. 

OPINION. 

Phillips  :  This  case  arises  under  section  240  of  the  Revenue 
Act  of  1918,  and  the  issue  before  the  Board  is  this:  Does  the  pur¬ 
chase  by  the  parent  company  of  the  stock  of  its  subsidiary  at  the 
then  book  value  of  the  stock,  and  the  sale  of  the  stock  at  a  later 
date  at  its  then  book  value,  result  in  taxable  income  or  deductible 
loss?  It  is  admitted  that  the  companies  were  affiliated  during  the 
taxable  year  involved. 

Section  240  (b)  (1)  of  the  Revenue  Act  of  1918  says,  in  part,  that: 

For  the  purpose  of  this  section  two  or  more  domestic  corporations  shall  be 
deemed  to  be  affiliated  (1)  if  one  corporation  owns  directly  or  controls  through 
closely  affiliated  interests  or  by  a  nominee  or  nominees  substantially  all  the 
stock  of  the  other  or  others. 

Section  240  (a)  says,  in  part: 

That  corporations  which  are  affiliated  within  the  meaning  of  this  section 
shall,  under  regulations  to  be  prescribed  by  the  Commissioner  with  the  approval 
of  the  Secretary,  make  a  consolidated  return  of  net  income  and  invested 
capital  for  the  purposes  of  this  title  and  Title  III,  and  the  taxes  thereunder 
shall  be  computed  and  determined  upon  the  basis  of  such  return. 

And  further : 

In  any  case  in  which  a  tax  is  assessed  upon  the  basis  of  a  consolidated  re¬ 
turn,  the  total  tax  shall  be  computed  in  the  first  instance  as  a  unit. 

The  Commissioner  found  that  the  taxpayer  and  its  subsidiary  were 
affiliated  within  the  meaning  of  section  240  and  accordingly  com¬ 
puted  invested  capital  and  net  income  on  the  basis  of  a  consolidated 
return,  including,  however,  as  part  of  the  consolidated  income  the 
sum  of  $100,500.96,  the  difference  between  the  purchase  price  and 
the  sale  price  of  the  stock  of  the  subsidiary,  which  is  likewise  the 
pro  rata  portion  of  the  undistributed  profits  attributable  to  the 
stock  of  the  subsidiary  owned  by  the  taxpayer  during  the  period  of 
ownership.  The  Commissioner  thus  seeks  to  impose  an  income  tax 
against  the  affiliated  group  upon  an  amount  which  has  already 
been  taxed  to  one  of  the  affiliated  group,  in  part  under  the  Act  of 
1918  and  in  part  under  acts  in  effect  prior  thereto.  It  is  his  con¬ 
tention  that  the  net  income  of  each  corporation  in  the  group  is  to* 
be  computed,  intercompany  transactions  wiped  out,  and  that  the 
result,  without  any  further  adjustments,  is  the  consolidated  income. 
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It  is  our  conception  of  the  law  that,  for  purposes  of  taxation,  the 
affiliated  group  must  be  considered  as  a  single  economic  unit.  The 
requirement  with  respect  to  computing  the  taxes  of  an  affiliated 
group  upon  the  basis  of  a  consolidated  return  was  first  introduced 
into  the  law  to  prevent  avoidance  and  resulting  injustice,  either  to 
the  Government  or  to  the  taxpayer,  as  the  case  might  be,  and  not  to 
create  that  situation.  The  normal  treatment  in  the  case  of  an  af¬ 
filiated  group  as  a  single  economic  unit,  therefore,  is  to  disregard  the 
internal  structure,  to  break  down  the  separate  legal  existence  of  sub¬ 
sidiaries,  and  to  treat  them  in  all  respects,  so  far  as  taxation  is  con¬ 
cerned,  as  if  they  were  unincorporated  branches. 

In  the  Appeal  of  American  La  Dentelle ,  Inc.,  1  B.  T.  A.  575,  we 
said: 

From  July  1,  1919,  however,  Congress  has  said  that  the  generally  recognized 
principle  of  corporate  identity  was  to  be  overridden  for  the  purpose  of  the 
income  and  profits  tax  and  that  a  consolidated  return  should  be  filed  “  if  sub¬ 
stantially  all  the  stock  of  two  or  more  corporations  is  owned  or  controlled 
by  the  same  interests,”  which  is  the  situation  here.  From  July  1,  in  other 
words,  the  separate  existences  ceased  for  tax  purposes  just  as  effectually  as 
if  under  a  State  statute  the  corporations  had  been  consolidated  for  all  cor¬ 
porate  purposes.  A  new  tax  status  was  created. 

In  the  Appeal  of  Frank  G.  Shattuck  Co.,  2  B.  T.  A.  7,  we  said: 

The  law  provides  that  affiliated  corporations  shall  make  a  consolidated 
return.  To  consolidate  is  defined  as  “  to  combine ;  to  cause  to  become  united ; 
to  merge.”  The  two  corporations  are  to  be  regarded  as  one  business  unit. 

We  have  said  that  the  object  of  the  law  requiring  the  computation 
of  the  taxes  of  an  affiliated  group  on  the  basis  of  consolidated  returns 
was  to  prevent  tax  avoidance  and  resulting  injustice.  Certainly,  if 
that  was  the  object  of  the  Congress — and  there  is  no  reasonable  doubt 
that  it  was — then  the  purpose  of  the  Congress  is  defeated  by  the 
Commissioner’s  interpretation  of  the  law.  If  the  computation  is 
made  on  the  basis  of  a  single  economic  unit,  then  the  same  tax — the 
invested  capital  and  the  income  being  the  same — will  be  found  for 
a  parent  and  a  subsidiary  in  a  given  year  as  that  found  for  a  cor¬ 
poration  discharging  through  a  branch  like  functions  to  those  of  the 
subsidiary.  Under  the  Commissioner’s  theory,  however,  that  is  by 
no  means  so. 

The  taxable  group,  if  the  Commissioner’s  theory  were  followed, 
would  have  to  account  twice  for  the  same  profit  or  would  be  allowed 
a  double  deduction  of  the  same  loss.  We  do  not  believe  the  provi¬ 
sion  for  a  consolidated  return  intends  any  such  result.  We  do  not 
believe  that  through  the  medium  of  a  subsidiary  corporation  it  was 
possible,  under  the  Revenue  Act  of  1918,  for  a  corporation  to  cause 
its  subsidiary  to  have  losses  so  that  its  assets  became  depleted,  and 
then  by  selling  the  stock  of  that  subsidiary  to  have  the  deduction  a 
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second  time,  and  the  same  rule  necessarily  follows  as  to  profits. 
No  such  claim  as  is  here  made  by  the  Commissioner  could  be  made 
in  the  case  of  a  company  selling  a  corresponding  unincorporated 
branch  of  its  business.  It  was  to  avoid  just  such  inequities  in  tax¬ 
ation  between  two  business  units  differently  organized,  as  well  as 
to  prevent  tax  evasion  by  intercompany  transactions,  that  the  pro¬ 
vision  for  consolidation  was  enacted. 

The  effect  of  consolidation,  in  the  language  of  congressional  com¬ 
mittees  quoted  in  other  decisions  of  the  Board  relating  to  affiliations, 
is  to  treat  that  as  an  economic  unit  which  really  is  an  economic  unit. 
The  statute  should  be  so  interpreted  that  consolidation  can  not  be 
so  carried  out  as  to  make  evasion  possible,  or  so  carried  out  as  to 
make  accidental  differences  result  in  tax.  This  can  only  be  done 
by  disregarding  corporate  lines  in  computing  the  income  and  treat¬ 
ing  the  affiliated  group  as  one  corporation.  When  this  is  done  it 
is  clear  that  a  transaction  such  as  we  have  here  results  in  no  profit 
or  loss  to  the  affiliated  group,  being  a  change  in  form  of  a  profit 
or  loss  previously  realized  and  reflected  in  the  assets  or  liabilities 
of  one  of  the  group. 

There  is  the  further  consideration  that,  under  the  affiliation  pro¬ 
visions  of  the  statute,  the  acquisition  by  one  company  of  the  stock 
of  another,  thereby  creating  affiliation,  creates  no  additional  invest¬ 
ment  in  the  affiliated  group.  By  the  Act  which  creates  the  affiliation 
the  group  acquires  a  part  of  its  own  capital  stock.  The  affiliation 
continues  its  existence  until  the  stock  of  the  subsidiary  is  disposed 
of  by  the  parent  corporation.  Considering  the  affiliated  group  as 
an  entity,  the  sale  is  a  disposition  by  it  of  a  portion  of  its  capital 
stock.  We  have  heretofore  held  that  dealings  by  a  corporation  in 
its  own  capital  stock  give  rise  to  no  profit  or  loss.  Appeal  of  Sim¬ 
mons  dc  Hammond  Mfg.  Co .,  1  B.  T.  A.  803. 

We  are  consequently  of  the  opinion  that  no  taxable  profit  resulted 
from  the  transaction  here  in  question. 

Order  redetermining  the  amount  of  the 
deficiency  will  be  entered  on  15  days ’  notice , 
under  Rule  50. 

Arundell,  Green,  Love,  Trammell,  and  Trussell  dissent. 


Appeal  of  W.  S.  Bogle  &  Co.,  Inc.,  Essanbee  Mines  Co.,  Pine 
Ridge  Mines  Co.,  Retlaw  Mines  Co.,  and  Crescent  Coal  & 
Mining  Co. 


Docket  No.  2208.  Decided  November  16,  1926. 

1.  Certain  coal  leases  paid  in  for  stock  held  to  have  had  no 
actual  cash  value  in  excess  of  the  stipulated  royalties. 
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2.  The  reduction  of  invested  capital  on  account  of  insufficient 
depletion  taken  in  prior  years,  and  the  reduction  of  surplus  of  the 
consolidated  group  in  the  amount  of  the  deficit  of  certain  sub¬ 
sidiaries,  approved. 

3.  The  evidence  is  not  sufficient  to  show  that  the  Commissioner’s 
determination  of  reasonable  compensation  for  the  year  1917  was 
erroneous. 

M.  F.  Gallagher ,  Esq.,  and  E.  B.  Wilkinson ,  Esq.,  for  the  peti¬ 
tioners. 

Benjamin  H.  Saunders,  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  a  deficiency  in  income 
and  profits  taxes  for  the  years  1917  and  1918  in  the  amount  of 
$13,331.60. 

FINDINGS  OF  FACT. 

Petitioners  were,  during  the  years  here  involved,  affiliated  cor¬ 
porations,  all  of  the  stock,  with  the  exception  of  a  few  shares,  being 
held  by  Walter  S.  Bogle.  Their  principal  office  is  located  at  116 
N.  La  Salle  St.,  Chicago,  Ill. 

The  Essanbee  Mines  Co.  was  organized  under  the  laws  of  Indiana 
in  November,  1913,  with  authorized  capital  stock  of  $250,000  par 
value.  With  the  exception  of  four  qualifying  shares  this  stock  was 
issued  to  Walter  S.  Bogle  for  property  having  an  actual  cash  value 
of  $300,000.  This  property  consisted  of  1,390.5  acres  of  coal  land, 
39  acres  of  surface  land,  and  certain  mine  equipment  and  supplies. 
It  was  located  in  the  West  Clinton  coal  field  in  Vermillion  Countv. 
Ind.,  on  the  Chicago,  Terre  Haute  &  Southeastern  Railway,  160  miles 
from  Chicago.  It  had  the  advantage  of  being  nearer  Chicago  and 
the  steel  manufacturing  district  than  any  other  property  in  the  field. 
The  land  contained  three  seams  of  bituminous  coal,  graded  as  Nos. 
3,  4,  and  5.  Grades  3  and  5  were  steam  coal,  No.  5  being  used  to  a 
certain  extent  for  domestic  purposes.  The  coal  in  No.  4  seam  was 
of  a  better  grade,  and  was  used  for  more  varied  purposes  than  the 
coal  from  the  other  seams.  At  the  time  the  property  was  acquired 
there  was  a  completed  mine  to  the  No.  5  seam  and  a  partially  com¬ 
pleted  mine  to  No.  4.  A  switch  from  the  railroad  to  the  mouth  of 
the  mine  had  been  previously  constructed. 

Immediately  after  organization  the  Essanbee  Mines  Co.  leased 
this  property  to  Walter  S.  Bogle  for  a  period  of  twenty  years.  The 
lease  provided  for  the  payment  of  a  royalty  of  5  cents  for  each  ton 
of  coal  mined  and  a  minimum  royalty  of  $1,666.67  per  month.  The 
lessor  was  required  to  complete  the  mine  to  the  No.  4  seam  of  coal. 
There  was  also  a  provision  that  if  the  lessor  should  at  any  time 
during  the  period  of  the  lease  desire  to  sell  the  premises,  it  should 
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have  the  right  to  cancel  the  lease  upon  payment  to  the  lessee  of  a 
sum  not  exceeding  $50,000. 

On  or  about  February  5,  1914,  W.  S.  Bogle  &  Co.  Inc.,  was  or¬ 
ganized  for  the  purpose  of  taking  over  the  lease  above  mentioned 
and  operating  the  mines  thereunder.  This  corporation  was  organ¬ 
ized  under  the  laws  of  Indiana  and  its  authorized  capital  stock  had 
a  par  value  of  $100,000.  Stock  was  issued  to  Walter  S.  Bogle  for  the 
lease,  which  was  entered  on  the  books  of  the  corporation  at  a  value 
of  $42,400.  At  the  time  this  corporation  was  organized  the  coal 
business  was,  and  for  some  time  previous  thereto  had  been,  gen¬ 
erally  dull. 

In  1917,  after  the  Fuel  Administration  had  issued  regulations 
permitting  a  profit  of  15  cents  per  ton  to  companies  engaged  solely 
in  the  business  of  selling  coal,  it  was  mutually  agreed  between  the 
parties  that  the  lease  mentioned  should  be  canceled  and  that  the 
Essanbee  Mines  Co.  should  operate  the  mines  and  W.  S.  Bogle  &  Co., 
Inc.,  should  sell  the  output,  thereby  enabling  the  former  to  make  a 
profit  from  operation  and  the  latter  the  profit  allowed  to  selling  com¬ 
panies.  The  Essanbee  Mines  Co.  purchased  the  mine  equipment  and 
supplies  from  W.  S.  Bogle  &  Co.,  Inc.,  at  cost,  but  no  payment  was 
exacted  for  the  cancellation  of  the  lease. 

The  Pine  Ridge  Mines  Co.,  also  an  Indiana  corporation,  was  organ¬ 
ized  July  25,  1917,  with  authorized  capital  stock  of  $50,000  par 
value.  This  stock  was  issued  to  Walter  S.  Bogle  for  an  option  to 
lease  800  acres  of  coal  land  and  to  purchase  a  mine  and  equipment 
located  thereon,  the  lease  to  require  payment  of  a  royalty  of  5  cents 
on  each  ton  of  coal  mined  and  the  purchase  price  of  the  mine  and 
equipment  to  be  $138,000.  Bogle  had  procured  this  option  from 
W.  S.  Bogle  &  Co.,  Inc.,  for  a  payment  of  $10.  W.  S.  Bogle  &  Co.. 
Inc.,  had  previously  leased  400  acres  of  the  property  at  a  royalty  of 
3  cents  per  ton  from  the  Higgins  Martin  Coal  Co.  and  had  purchased 
the  mine  and  equipment  from  the  same  company  for  $131,500.  W. 
S.  Bogle  &  Co.,  Inc.,  originally  agreed  to  pay  $175,000  for  the  mine 
and  equipment,  but  because  of  certain  contracts  of  the  Higgins 
Martin  Coal  Co.,  which  it  was  required  to  assume,  the  price  was 
reduced.  The  remaining  400  acres  had  been  obtained  from  J.  J. 
Higgins  under  a  lease  likewise  providing  a  royalty  of  3  cents  per 
ton.  This  tract  was  located  adjacent  to  that  procured  from  the 
Higgins  Martin  Coal  Co.  and  could  be  reached  through  the  mine 
located  on  that  tract.  The  Pine  Ridge  Mines  Co.  exercised  the 
option,  thereby  acquiring  the  lease  and  purchasing  the  mine  and 
equipment  for  a  payment  of  $138,000. 

The  Pine  Ridge  property  was  located  in  Vigo  County,  Ind.,  about 
eight  miles  south  of  the  holdings  of  the  Essanbee  Mines  Co.  The 
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lease  under  which  it  was  held  provided  that  the  mine  could  be  used 
in  developing  adjoining  acreage  if  the  lessee  so  desired.  At  the  time 
this  property  was  acquired  the  coal  market  was  very  active. 

The  Retlaw  Mines  Co.  was  incorporated  under  the  laws  of  Indiana 
in  February,  1910.  Its  capital  stock  was  issued  to  Walter  S.  Bogle 
for  a  coal  mine,  300  acres  of  surface  and  800  acres  of  coal  land  located 
in  Yigo  County,  Ind.  The  company  assumed  certain  liabilities  that 
were  outstanding  against  the  property  at  that  time.  The  mine  was 
operated  for  only  a  year  or  two  before  it  was  abandoned.  Soon 
afterwards,  in  1913,  the  ground  works  of  the  mine  were  partially 
destroyed  by  fire.  They  were  not  replaced  and  the  mine  has  not 
been  operated  at  any  time  since.  On  January  1,  1917,  the  company 
had  capital  stock  outstanding  in  the  amount  of  $30,000  and  a 
deficit  in  the  amount  of  $78,498.88.  In  1919  the  surface  land  and  the 
buildings  thereon  were  sold  for  $11,700.  During  the  years  1914  to 
1918,  inclusive,  interest  on  the  bond  issue  of  the  Retlaw  Mines  Co. 
was  paid  by  Walter  S.  Bogle. 

The  Crescent  Coal  &  Mining  Co.  was  organized  under  the  laws 
of  Illinois.  Its  business  was  that  of  selling  agent  and  jobber  in 
bituminous  coal.  Active  conduct  of  business  was  discontinued  about 
1912.  On  January  1,  1917,  the  company  had  capital  stock  out¬ 
standing  in  the  amount  of  $38,300  and  an  accrued  deficit  of  $15,- 
389.43.  In  1917  the  assets  of  the  company  as  showm  on  the  books 
were :  Cash,  $519.84 ;  accounts  receivable,  $4,068.41 ;  notes  receivable, 
$15,202.47,  and  real  estate,  carried  under  the  name  of  Walter  S. 
Bogle,  trustee,  $6,592.17. 

In  1916  the  Retlaw  Mines  Co.  was  indebted  to  the  Crescent  Coal 
&  Mining  Co.  in  the  sum  of  $45,902.48,  for  cash  advanced  in  previous 
years.  In  that  year  Walter  S.  Bogle  assumed  this  indebtedness  and 
surrendered  to  the  Crescent  Coal  &  Mining  Co.  capital  stock  of 
that  company  in  the  amount  of  the  debt.  The  amount  of  this  in¬ 
debtedness  constituted  a  part  of  the  deficit  shown  on  the  books  of 
the  Retlaw  Mines  Co.  as  of  January  1,  1917. 

During  the  years  1915  and  1916  the  Essanbee  Mines  Co.  paid  to 
Walter  S.  Bogle,  its  president,  a  salary  of  $3,500  a  year.  In  1917  a 
resolution  was  adopted  by  the  board  of  directors  increasing  his 
salary  to  $10,000  a  year  and  authorizing  the  payment  of  $7,000  as 
additional  compensation  for  services  rendered  in  1915  and  1916.  The 
full  amount,  $17,000,  was  paid  in  1917  and  deducted  as  an  expense  on 
the  return  of  the  corporation  for  that  year. 

For  the  years  1917,  1918,  1919  and  prior  years,  the  Essanbee 
Mines  Co.  charged  off  depletion  at  the  rate  of  1.39  cents  per  ton. 
Its  returns  were  filed  on  that  basis.  The  parties  agree  that  the  cor¬ 
rect  rate  of  depletion  on  the  Essanbee  Mines  Co.  properties  is  1.765 
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cents  per  ton.  The  Commissioner  has  used  this  rate  in  determining 
the  deduction  allowable  for  the  taxable  years  on  account  of  depletion 
and  has  adjusted  invested  capital  by  apptying  the  same  rate  for  prior 
ye^rs. 

W.  S.  Bogle  &  Co.,  Inc.,  has  exhausted  the  lease  to  the  Essanbee 
Mines  Co.  property  at  the  rate  of  10  per  cent,  on  the  ground  that  the 
coal  would  be  exhausted  at  the  end  of  ten  years.  In  1917,  when 
the  lease  was  canceled,  it  sought  to  charge  off  the  remaining  value 
shown  on  its  books  as  a  loss.  This  was  refused  by  the  Commissioner 
and  the  company  has  continued  to  take  exhaustion  at  the  rate  of  10 
per  cent  per  annum. 

It  is  admitted  on  behalf  of  the  Commissioner  that,  through  clerical 
error,  the  invested  capital  of  W.  S.  Bogle  &  Co.,  Inc.,  for  1917  was 
erroneously  reduced  in  the  amount  of  $7,600 ;  that  the  correct  amount 
of  depreciation  allowable  to  W.  S.  Bogle  &  Co.,  Inc.,  for  1917,  on 
its  physical  assets,  is  $4,885.52;  and  that  the  proper  allowance  for  the 
depletion  for  1918  of  certain  coal  lands  owned  in  fee  by  W.  S.  Bogle 
&  Co.,  Inc.,  and  leased  to  the  Pine  Ridge  Co.,  is  $143.43. 

The  return  filed  by  W.  S.  Bogle  &  Co.,  Inc.,  for  the  year  1919 
disclosed  a  net  loss  of  $12,753.68.  The  Commissioner  has  reduced 
this  loss  to  $4,708.45,  the  amounts  disallowed  consisting  of  $4,240 
representing  deduction  on  account  of  exhaustion  of  the  lease  to  the 
property  of  the  Essanbee  Mines  Co.,  $3,537.23  paid  as  minimum 
royalties,  and  $268  representing  cost  of  preparing  abstracts  on 
property  owned  by  the  company.  The  Pine  Ridge  Mines  Co. 
reported  a  net  loss  for  the  same  year  of  $2,491.51,  of  which  amount 
$1,274.42  represented  exhaustion  claimed  of  its  leasehold  and 
$1,277.09  represented  development  charge.  The  petitioner  has 
acquiesced  in  the  disallowance  of  the  latter  amount.  The  Essanbee 
Mines  Co.  also  reported  a  net  loss  for  1919,  of  which  the  Commis¬ 
sioner  has  disallowed  $3,225  deducted  on  account  of  minimum 
royalties  paid  under  leases  to  certain  property  being  operated  by  the 
corporation. 

OPINION. 

Littleton:  The  issue  presented  for  determination  by  this  appeal 
grew  out  of  alleged  errors  of  the  Commissioner — (1)  in  determining 
the  value  for  invested  capital  and  depreciation  purposes  of  the  lease 
acquired  by  W.  S.  Bogle  &  Co.,  Inc.,  in  exchange  for  its  capital 
stock;  (2)  in  determining  the  value  for  invested  capital  purposes 
of  an  option  to  lease  the  Pine  Ridge  Coal  properties  and  to  purchase 
the  mine  and  equipment  thereon,  procured  by  the  Pine  Ridge 
Mines  Co.  in  exchange  for  its  capital  stock;  also  the  cost  of  the 
lease  acquired  by  the  exercise  of  the  option  for  the  purpose  of 
computing  the  deduction  for  the  exhaustion  thereof;  (3)  in  exclud- 
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ing  from  consolidated  invested  capital  amounts  representing  the 
outstanding  capital  stock  of  the  Crescent  Coal  &  Mining  Co.  and 
of  the  Retlaw  Mines  Co. ;  (4)  in  reducing  consolidated  invested 
capital  by  applying  the  deficits  of  the  Crescent  Coal  &  Mining  Co. 
and  the  Retlaw  Mines  Co.  against  the  surplus  of  the  consolidated 
group;  also  in  determining  the  amount  of  the  deficit  of  the  Retlaw 
Mines  Co.;  (5)  in  reducing  invested  capital  by  adjustment  of 
depletion  of  the  Essanbee  Mines  Co.  for  prior  years;  (6)  in  disallow¬ 
ing  the  deduction  for  1917  for  salary  paid  in  that  year  by  the 
Essanbee  Mines  Co.  on  account  of  services  rendered  in  1915  and  1916, 
and  in  excluding  that  amount  from  invested  capital  for  1917;  (7) 
in  excluding  from  invested  capital  as  of  January  1.  1918,  the  amount 
of  income  and  excess-profits  taxes  for  the  year  1917  assessed  and 
collected  subsequent  to  1918;  (8)  in  reducing  the  net  loss  for  1919 
by  disallowing  deductions  made  by  W.  S.  Bogle  &  Co.,  Inc.,  and 
Essanbee  Mines  Co.  for  minimum  royalties  paid  during  that  year, 
deductions  made  on  account  of  the  exhaustion  of  the  W.  S.  Bogle 
&  Co.  lease,  and  the  lease  of  the  Pine  Ridge  Mines  Co.;  also  deduc¬ 
tions  made  representing  the  cost  of  preparing  abstracts  on  land 
owned  by  W.  S.  Bogle  &  Co.,  Inc. 

There  are  other  items  which,  on  agreement  of  counsel  at  the  hear¬ 
ing,  are  not  now  in  dispute  or  which  have  been  determined  as  facts 

and  need  only  to  be  mentioned  here.  It  has  been  admitted  on  behalf 
«/ 

of  the  Commissioner  that  through  clerical  error  the  invested  capital 
of  W.  S.  Bogle  &  Co.,  Inc.,  was  erronously  reduced  in  the  amount 
of  $7,600.  It  is  agreed  that,  with  the  exception  of  the  leasehold, 
the  proper  allowance  for  depreciation  of  assets  to  that  corporation 
for  1917  is  $4,885.52.  It  is  also  entitled  to  a  deduction  in  the  amount 
of  $143.43  for  depletion  of  certain  coal  lands  owned  by  it  in  fee  and 
leased  to  the  Pine  Ridge  Mines  Co.  It  is  also  agreed  between  counsel 
that  the  proper  rate  of  depletion  allowable  to  the  Essanbee  Mines  Co. 
on  its  coal  mining  property  is  1.765  cents  per  ton,  instead  of  1.39 
cents  per  ton  as  used  by  the  petitioner  in  computing  the  deduction 
therefor  on  its  1917,  1918  and  1919  returns.  The  deductions  for  those 
years  should  be  increased  accordingly. 

With  reference  to  the  first  of  the  issues  enumerated  above,  we  are 
of  the  opinion  that  the  Commissioner  properly  excluded  from  in¬ 
vested  capital  the  amount  purporting  to  be  the  value  of  the  lease 
acquired  by  W.  S.  Bogle  &  Co.,  Inc.,  from  Walter  S.  Bogle,  in  ex¬ 
change  for  its  capital  stock.  The  petitioners  contend  that  the  lease 
had  a  value  of  at  least  $50,000  and  that  the  Commissioner  erred  in 
eliminating  from  invested  capital  $42,400,  the  amount  at  which  the 
lease  was  carried  on  the  books  of  the  corporation.  This  lease  was 
acquired  by  Walter  S.  Bogle  from  the  Essanbee  Mines  Co.  without 
cost  and  was  assigned  without  change  to  W.  S.  Bogle  &  Co.,  Inc.,  for 
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stock.  In  support  of  their  contention  as  to  the  value  of  the  leasehold, 
the  petitioners  presented  three  witnesses  who  expressed  as  their 
opinion  that  the  lease  was  worth  $50,000  or  more.  Two  of  the 
witnesses  had  been  employed  in  connection  with  the  development  of 
the  properties,  one  having  been  engaged  in  gathering  together  the 
acreage  prior  to  the  time  it  was  acquired  by  the  Essanbee  Mines  Co. 
The  third  witness  owned  coal  lands  a  few  miles  south  of  the  property 
in  question  and  for  a  number  of  years  operated  these  properties. 
Testimony  was  given  to  the  effect  that  the  property  was  conveniently 
located  with  reference  to  market,  that  the  coal  was  excellent  both 
as  to  the  quality  and  quantity,  that  a  mine  to  one  coal  seam  had 
been  completed  and  another  had  been  partially  completed,  and 
finally  that  the  equipment  was  of  high  grade  and  new. 

There  is  no  question  that  such  features  as  those  enumerated  tend 
to  make  the  lease  attractive,  but  there  is  nothing  to  show  that  all  of 
these  features  were  not  fully  considered  and  covered  when  the  lease 
was  negotiated,  and  that  the  royalty  of  5  cents  per  ton  and  the 
minimum  royalty  did  not  fully  cover  all  of  these  items.  There  is 
nothing  in  the  record  which  indicates  that  Walter  S.  Bogle  procured, 
by  way  of  the  lease,  more  than  he  was  obligated  to  pay  as  royalties, 
or  that  his  prospects  for  profits  could  be  based  on  anything  other 
than  operation  of  the  mines.  Furthermore,  granting  that  the  lease, 
under  ordinary  circumstances,  was  very  attractive,  all  conditions 
existing  at  the  time  must  be  considered  in  determining  the  value, 
and  it  appears  that  the  coal  business  was  and  for  some  time  had  been 
very  dull.  On  the  evidence  before  us,  we  are  not  justified  in  saying 
that  the  lease  in  question  had  the  value  claimed  by  the  petitioners 
or  that  it  in  fact  had  any  value  over  and  above  the  amounts  paid 
annually  b}^  way  of  royalties. 

Our  conclusions  in  respect  of  the  value,  for  invested  capital  pur¬ 
poses,  of  the  lease  mentioned  will  also  dispose  of  the  question  as  to 
whether  or  not  the  deductions  claimed  on  account  of  the  exhaustion  of 
the  lease  should  be  allowed.  Since  nothing  of  value  was  given  for 
the  stock,  the  corporation  had  nothing  on  account  of  which  exhaus¬ 
tion  could  be  claimed.  The  same  reasoning  also  disposes  of  the 
petitioner’s  claim  for  deduction  as  a  loss  of  the  remaining  value  of 
the  lease  as  shown  by  the  books  of  the  corporation  at  the  time  it  was 
canceled.  With  reference  to  the  last  item,  however,  there  is  some 
question  as  to  whether  or  not  such  a  deduction  would  be  allowable, 
even  though  it  be  conceded  that  the  lease,  at  the  time  it  was  paid  in 
for  stock,  had  the  value  contended  for  by  the  petitioner.  It  is  stated 
that  it  was  mutually  advantageous  to  both  parties  to  cancel  the  lease. 
It  is  also  well  to  note  that  under  its  provisions  the  lease  could  be  can¬ 
celed  only  in  case  the  lessor  desired  to  sell,  and  then  only  upon  pay- 
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ment  of  $50,000  to  the  lessee.  This  payment  was  not  executed. 
Taking  all  these  facts  into  consideration,  it  would  be  very  strange 
reasoning  which  would  permit  a  deduction  on  account  of  loss  when  it 
is  admitted  by  the  parties  themselves  that  it  was  mutually  advan¬ 
tageous  to  cancel  the  lease.  Furthermore,  if  there  was  a  loss  on  the 
part  of  the  lessee,  it  had  only  to  enforce  the  provisions  of  its  contract 
in  order  to  be  fully  indemnified  against  such  loss. 

In  the  case  of  the  Pine  Ridge  Mines  Co.,  the  value  of  the  option 
received  for  stock,  or  of  the  lease  procured  by  exercise  of  the  option, 
is  immaterial  so  far  as  the  determination  of  invested  capital  is  con¬ 
cerned.  This  transaction  falls  within  the  provisions  of  section  208 
of  the  Revenue  Act  of  1917  and  section  331  of  the  Revenue  Act  of 
1918,  which  provide  that  if  property  is  paid  in  for  stock  after  March 
3,  1917,  such  property  shall  have,  for  invested  capital  purposes,  no 
greater  value  than  would  have  been  allowed  in  computing  the  in¬ 
vested  capital  of  the  grantor,  provided  the  same  party  or  interests 
controlled  50  per  cent  or  more  of  the  stock  of  the  corporation.  In 
this  case  the  option  was  paid  in  for  all  of  the  capital  stock  of  the 
corporation  in  July,  1917,  and  inasmuch  as  the  option  was  originally 
obtained  by  Walter  S.  Bogle  for  a  payment  of  $10,  it  can  have  no 
greater  value  for  invested  capital  purposes  in  the  case  of  the  Pine 
Ridge  Mines  Co.  than  it  would  have  had  if  Walter  S.  Bogle  had 
retained  it. 

The  option  acquired  by  the  Pine  Ridge  Mines  Co.  in  exchange 
for  its  capital  stock  was  entered  on  the  books  of  the  corporation  at 
a  value  of  $50,000,  which  value  was  also  attributed  to  the  lease 
acquired  by  exercise  of  the  option.  The  petitioner  contends  that 
this  amount  is  the  cost  of  the  lease  to  the  company,  in  that  it  repre¬ 
sents  the  true  value  of  the  option  received  for  stock  and  also  repre¬ 
sents  the  value  of  the  lease  at  the  time  it  was  acquired.  On  that 
basis  the  petitioner  claims  that  it  should  be  allowed  a  proper  deduc¬ 
tion  from  income  for  the  exhaustion  of  the  said  lease.  W.  S.  Bogle 
&  Co.,  Inc.,  from  which  Walter  S.  Bogle  procured  the  option,  and 
the  Pine  Ridge  Mines  Co.  later  acquired  the  lease,  obtained  the 
property  by  way  of  lease  at  a  royalty  of  3  cents  per  ton,  and  paid 
$131,500  for  the  mine  and  equipment.  The  lease  to  the  Pine  Ridge 
Mines  Co.  called  for  a  payment  of  5  cents  per  ton  royalty  and 
$138,000  for  the  mine  and  equipment.  Three  hundred  of  the  800 
acres  of  coal  had  been  removed.  There  was,  however,  this  feature — 
that  other  property  could  be  reached  through  the  mine  on  the 
property  covered  by  the  lease  and  a  provision  permitting  such 
operation  was  inserted  in  the  lease.  Testimony  was  also  offered  to 
the  effect  that,  within  a  very  short  time  after  the  lease  was  acquired, 
the  Pine  Ridge  Mines  Co.  received  an  offer  of  $250,000  for  the 
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lease,  mine  and  equipment.  The  witness  testifying  with  reference 
to  this  offer  stated  that  he  understood  it  to  be  a  cash  offer.  Another 
fact  which  might  tend  to  support  the  position  of  the  petitioner  is 
that,  at  the  time  the  lease  was  acquired,  the  coal  business  was  in  a  very 
prosperous  condition.  None  of  the  witnesses  could  recall  a  case  in 
which  a  lease  in  that  territory  had  ever  been  sold  for  cash.  Before 
giving  too  much  consideration  and  weight  to  the  offer  mentioned 
above,  it  is  well  to  note  that  the  offer  did  not  cover  the  lease  alone 
but  also  included  the  mine  and  its  equipment.  There  is  nothing  to 
show  how  much,  if  any,  of  the  price  offered  was  or  was  intended 
to  be  allocated  to  the  lease  itself;  neither  is  there  anything  in  the 
record  to  indicate  whether  or  not  the  contracts  of  the  Higgins-Mar- 
tin  Coal  Co.  were  to  be  assumed  by  the  purchaser.  Under  these 
circumstances,  we  do  not  feel  that  this  offer  alone  is  a  sufficient 
basis  for  determining  the  value  of  the  lease  for  exhaustion  purposes, 
even  though  it  be  conceded  that  the  offer  was  bona  fide  for  cash  and 
an  indication  of  the  value  of  the  whole  property. 

The  alleged  error  enumerated  above  is  that  the  Commissioner 
erroneously  excluded  from  invested  capital  amounts  representing 
the  outstanding  capital  stock  of  the  Crescent  Coal  &  Mining  Co. 
and  of  the  Retlaw  Mines  Co.  The  Retlaw  Mines  Co.  was  organized 
in  1910,  its  capital  stock  being  issued  to  Walter  S.  Bogle  for  a  coal 
mine,  300  acres  of  surface,  and  800  acres  of  coal  land.  The  opera¬ 
tion  of  the  mine  apparently  was  not  profitable,  for  it  was  abandoned 
within  two  or  three  years.  Soon  afterwards  the  top  works  of  the 
mine  were  burned.  In  1919  the  surface  land  and  remaining  buildings 
were  sold  for  $11,700.  On  January  1,  1917,  this  company  had  out¬ 
standing  $30,000  capital  stock,  and  at  the  same  time  its  books  dis¬ 
closed  a  deficit  of  $78,498.88.  The  facts  concerning  the  Crescent 
Coal  &  Mining  Co.  are  practically  the  same,  except  that  the  record 
fails  to  disclose  the  exact  date  of  incorporation  or  the  nature  of  the 
property  received  for  its  capital  stock.  It  does  appear  that  the 
capital  stock  outstanding  on  January  1,  1917,  was  $38,300  par  value 
and  that  the  total  assets  amounted  to  $26,382.89.  The  accrued  deficit 
on  the  same  date  was  $15,389.43. 

On  these  facts  the  action  of  the  Commissioner  in  excluding  from 
invested  capital  amounts  representing  the  capital  stock  of  the  Cres¬ 
cent  Coal  &  Mining  Co.  and  the  Retlaw  Mines  Co.  must  be  approved. 
Section  207  of  the  Revenue  Act  of  1917  and  section  326  of  the  Reve¬ 
nue  Act  of  1918  specifically  state  the  items  that  may  be  included  in 
invested  capital.  They  include  actual  value  of  property,  with  cer¬ 
tain  limitations,  paid  in  for  stock,  paid-in  surplus,  and  earned  sur¬ 
plus  and  undivided  profits.  The  amounts  in  question  can  not  be 
included  as  earned  surplus  and  undivided  profits  because  the  facts 
show  that  there  were  accrued  deficits  in  the  case  of  both  corporations. 
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There  is  no  evidence  to  show  that  the  amounts  claimed  represent 
amounts  paid  in  for  stock,  paid-in  surplus,  or  the  value  of  property 
paid  in  for  stock.  The  record  does  show  that  the  stock  of  the 
Ketlaw  Mines  Co.  was  issued  for  certain  property,  but  there  is  no 
evidence  which  discloses  the  value,  if  any,  of  such  property  at  the 
time  it  was  paid  in.  It  appears  that  the  surface  land  and  the  build¬ 
ings  thereon  were  sold  in  1919  for  $11,700,  but  this  sale  can  not  be 
used  as  a  basis  for  determining  the  value  of  the  property  in  1910. 
the  year  in  which  it  was  paid  in  for  stock.  With  reference  to  the 
Crescent  Coal  &  Mining  Co.,  we  are  unable  to  say  from  the  record 
before  us  that  anything  of  value  was  paid  in  for  stock  of  that 
corporation. 

The  petitioners  also  contend  that  the  Commissioner  erred  in  his 
determination  of  the  amount  of  the  deficit  of  the  Retlaw  Mines  Co. 
From  the  facts  it  appears  that  the  Retlaw  Mines  Co.  was  indebted 
in  1916  to  the  Crescent  Coal  &  Mining  Co.  in  the  amount  of  $45,902.48 
for  cash  previously  advanced.  Walter  S.  Bogle  assumed  the  indebt¬ 
edness  and  surrendered  to  the  Crescent  Coal  &  Mining  Co.  stock  of 
that  corporation  in  an  amount  sufficient  to  cancel  the  indebtedness. 
One  of  the  witnesses  testified  that  it  was  intended  that  the  Retlaw 
Mines  Co.  should  be  relieved  of  the  debt  and  that  the  payment 
thereof  by  Walter  S.  Bogle  should  operate  as  a  gift  made  in  behalf 
of  the  debtor  company.  No  entry  was  made  on  the  books  of  the 
corporation  to  that  effect  and,  so  far  as  its  records  are  concerned, 
that  amount  is  still  carried  as  an  obligation  of  the  company.  If 
Walter  S.  Bogle  had  any  intention  of  relieving  the  company  of  that 
amount  of  indebtedness,  it  would  have  been  a  very  simple  matter  to 
have  made  an  entry  to  that  effect  on  the  books.  In  view  of  these 
facts,  we  are  of  the  opinion  that  little  weight  should  be  given  to  the 
assertion  of  third  parties,  made  at  the  present  time,  to  the  effect  that 
a  gift  to  the  Retlaw  Mines  Co.  was  intended. 

In  determining  consolidated  invested  capital,  the  Commissioner 
has  applied  the  deficits  of  the  companies  last  mentioned  against  the 
surplus  of  the  remaining  corporations  of  the  consolidated  group, 
thereby  reducing  invested  capital.  The  petitioners  contend  that  such 
procedure  is  improper  in  that  it  ignores  corporate  entities  and  that 
the  invested  capital  of  the  respective  corporations  should  be  deter¬ 
mined  separately  and  then  combined  for  purposes  of  computing  the 
tax.  The  petitioners  also  attempt  to  distinguish  between  affiliations 
where  the  stock  of  one  corporation  is  held  by  another  corporation 
and  affiliations  where  the  stock  of  the  several  corporations  is  held 
by  common  interests. 

The  action  of  the  Commissioner  in  reducing  the  surplus  of  the  con¬ 
sol  idated  group  in  the  amount  of  the  deficits  of  the  Retlaw  Mines 
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Co.  and  the  Crescent  Coal  &  Mining  Co.  (subsidiary  corporations) 
is  approved.  Appeals  of  Gould  Coupler  Co .,  5  B.  T.  A.  499; 
Farmers  Deposit  National  Bank ,  5  B.  T.  A.  520;  lnterurban  Con¬ 
struction  Co.,  5  B.  T.  A.  529;  Risdon  Tool  <T  Machine  Co.,  5  B.  T. 
A.  530;  Ruckman  Coed  Co.,  5  B.  T.  A.  534;  II.  S.  Crocker  Co., 
5  B.  T.  A.  537.  See  also  Appeal  of  Ycddosta  Grocery  Co.,  2  B. 
T.  A.  727. 

With  reference  to  the  argument  of  the  petitioners  that  a  distinc¬ 
tion  should  be  made  between  consolidations  where  the  stock  of  one 
corporation  is  held  by  another  and  where  the  stock  of  two  or  more 
corporations  is  held  by  common  interests,  it  is  well  to  note  that  there  is 
nothing  in  section  240  of  the  Kevenue  Act  of  1918  on  which  such 
argument  could  be  based.  The  two  classes  of  affiliations  are  set 
forth  in  that  section,  but  there  is  no  language  which  in  any  way 
intimates  that  Congress  intended  that  a  distinction  was  to  be  made 
between  these  two  groups  for  the  purpose  of  computing  the  tax  or 
determining  the  invested  capital. 

The  Commissioner  made  a  further  reduction  of  invested  capital 
because  the  Essanbee  Mines  Co.  failed  to  take  sufficient  depletion 
for  the  years  prior  to  1917.  The  petitioners  contend  that  such  an 
adjustment  for  prior  years  is  improper  because  of  the  fact  that  no 
deduction  was  taken  by  that  corporation  and  that  it  has  at  no  time 
received  the  benefit  of  such  an  adjustment.  The  petitioners  have 
admitted,  however,  that  depletion  was  charged  off  during  those 
years  at  the  rate  of  1.39  cents  per  ton,  whereas  the  proper  rate 
is  1.765  cents  per  ton.  In  the  Appeal  of  Cleveland  Horne  Brewing 
Co.,  1  B.  T.  A.  87,  we  held  that  depreciation  of  tangible  property 
charged  off  the  books  of  the  corporation  for  prior  years  would  not 
be  disturbed  for  invested  capital  purposes  without  positive  evidence 
that  depreciation  actually  sustained  was  not  written  off  by  the  tax¬ 
payer.  The  decisions  in  the  Appeeds  of  Russell  Milling  Co.,  1  B.  T. 
A.  194,  and  Rub-No-More  Co.,  1  B.  T.  A.  228,  were  to  the  same 
effect.  In  this  case,  however,  the  facts  are  quite  different,  inasmuch 
as  the  petitioners  have  admitted  that  the  depletion  actually  sustained 
was  not  written  off  on  the  books.  Under  these  circumstances,  there 
can  be  no  question  that  the  surplus  of  the  petitioners  should  be 
reduced  on  account  of  inadequate  depletion  for  the  years  prior  to 
the  taxable  years. 

The  action  of  the  Commissioner  in  disallowing  the  deduction  for 
1917,  for  salary  paid  by  Essanbee  Mines  Co.  to  Walter  S.  Bogle  in 
that  year,  on  account  of  services  rendered  in  1915  and  1916,  is  ap¬ 
proved.  This  case  is  slightly  different  from  most  of  the  cases  that 
have  been  before  us  with  reference  to  the  payment  of  salaries  on  ac¬ 
count  of  service  rendered  in  prior  years.  We  have  repeatedly  held 
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that  salaries  voted  and  paid  in  a  subsequent  year  are  not  deductible 
for  the  years  in  which  the  services  were  rendered.  Sharpsville  Boiler 
Works  Co.,  3  B.  T.  A.  568;  W.  F.  Severn  Co.,  3  B.  T.  A.  664;  Green 
Oil  Soap  Co.,  3  B.  T.  A.  467.  Since  the  petitioner  claims  the  deduc¬ 
tion  in  this  case  for  the  year  in  which  the  additional  salary  was  voted 
and  paid,  it  must  come  within  the  ordinary  provisions  governing  such 
deductions  if  it  is  to  be  allowed.  The  petitioner  has  not  shown  that 
the  services  actually  rendered  during  the  year  1917  were  such  as  to 
make  the  payment  of  the  full  amount,  including  the  amount  paid  on 
account  of  services  rendered  for  prior  years,  reasonable  compensation 
for  the  year  in  which  the  salary  was  paid. 

It  is  equally  clear  that  the  action  of  the  Commissioner  in  reducing 
the  invested  capital  of  the  Essanbee  Mines  Co.  as  of  January  1, 

1917,  on  account  of  the  amount  paid  during  1917  for  services  ren¬ 
dered  in  prior  years,  is  erroneous.  There  was  no  obligation  on  the 
part  of  the  company  to  pay  such  an  amount  and  no  liability  in  regard 
thereto  had  been  incurred. 

The  question  as  to  whether  or  not  income  and  excess-profits  taxes 
payable  for  the  year  1917,  but  assessed  and  collected  subsequent  to 

1918,  should  be  excluded  from  invested  capital  as  of  January  1,  1918, 
is  governed  by  our  opinion  in  the  Appeal  of  Russel  Wheel  A 
Foundry  Co.,  3  B.  T.  A.  1168,  wherein  we  held  that,  under  section 
1207  of  the  Revenue  Act  of  1926,  the  action  of  the  Commissioner  in 
adjusting  invested  capital  as  of  the  beginning  of  the  taxable  year, 
on  account  of  amounts  payable  for  the  preceding  taxable  year, 
should  be  approved.  The  same  reasoning  applies  in  this  case. 

The  only  question  remaining  for  consideration  is  the  determination 
of  the  net  loss  of  the  petitioners  for  the  year  1919.  This  determina¬ 
tion  involves  a  consideration  of  three  points;  first,  the  disallowance 
of  deductions  claimed  for  the  exhaustion  of  the  leaseholds  held  by 
W.  S.  Bogle  &  Co.,  Inc.,  and  the  Pine  Ridge  Mines  Co.;  second, 
whether  or  not  minimum  royalties  paid  by  the  Essanbee  Mines  Co. 
and  W.  S.  Bogle  &  Co.,  Inc.,  are  deductible  as  expenses  or  should 
be  carried  in  the  capital  expense  account;  and  third,  whether  or  not 
the  cost  of  preparing  abstracts  on  property  owned  by  W.  S.  Bogle  & 
Co.,  Inc.,  constituted  capital  expenditures.  With  reference  to  the 
first  of  these  items,  the  action  of  the  Commissioner  in  disallowing  the 
deductions  on  account  of  exhaustion  of  the  leaseholds  is  approved 
on  the  same  basis  on  which  the  deductions  claimed  for  the  years 
1917  and  1918  were  disallowed.  With  reference  to  the  minimum 
royalties,  we  are  of  the  opinion  that  they  constitute  rent  and  are 
allowable  deductions.  It  is  well  settled  that  royalties  paid  under 
the  provisions  of  mining  leases  constitute  rents.  Appeal  of  Estate 
of  Mary  E.  McCahill,  2  B.  T.  A.  875;  Lynch  v.  Alworth- Stephens  Co. 
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267  U.  S.  364;  Von  Baumbach  v.  Sargent  Land  Co .,  242  U.  S.  503; 
and  United  States  v.  Biwabih  Mining  Co.,  247  U.  S.  116.  The  mere 
fact  that  the  basis  of  computing  such  rents  is  at  a  rate  of  so  'much 
per  ton,  provided  a  certain  quantity  of  ore  or  coal  is  removed,  or  is 
fixed  at  a  certain,  specified  amount  if  the  required  quantity  is  not 
mined,  does  not  in  any  way  affect  the  nature  of  the  payment.  The 
cost  of  preparing  abstracts  constitutes  a  part  of  the  cost  of  the 
property  for  which  the  abstracts  were  prepared  and  are  not  allow¬ 
able  deductions. 

Order  of  redet emanation  in  accordance  with 
the  foregoing  findings  of  fact  and  opinion  will 
be  entered  on  15  days ’  notice ,  under  Rule  50. 


Appeal  of  Burke  Electric  Co. 

Docket  No.  1697.  Decided  November  16,  1926. 

1.  Patents  and  good  will. — The  value  of  patents  and  good  will 
acquired  for  stock  at  the  time  of  organization  determined  on  the 
basis  of  stipulation  between  parties. 

2.  Paid-in  surplus.— A  paid-in  surplus,  resulting  from  the  ac¬ 
quirement  from  its  stockholders  of  the  stock  of  another  corpora¬ 
tion,  and  this  resulting  in  an  affiliation  of  the  two  companies,  can¬ 
not  affect  invested  capital  of  the  affiliated  group. 

3.  Taxes  of  1916. — Income  taxes  paid  for  a  period  ended  in 
1916  may  properly  reduce  invested  capital  for  1917  in  accordance 
with  Bureau  regulations  and  section  1207  of  the  Revenue  Act  of 
1926. 

4.  Capital  value  of  patents,  March  1,  1913. — The  capital  value 
of  patents  and  inventions  owned  by  the  petitioner  on  March  1, 

1913,  determined  from  a  consideration  of  profits  produced  prior  to 
that  time,  opinion  evidence  and  a  comparison  with  profits  produced 
subsequent  thereto. 

5.  Exhaustion  of  patents,  deduction. — In  a  proceeding  before 
this  Board  a  petitioner  may  claim  and  be  allowed  a  deduction  for 
the  exhaustion  of  capital  value  of  patents  although  the  same  was 
not  made  in  its  original  return  for  the  taxable  year  under  con¬ 
sideration.  Following  Union  Metal  Mfg.  Co.,  1  B.  T.  A.  395. 

Edward  B.  Burling ,  Esq.,  for  the  petitioner. 

J.  Harry  Byrne,  Esq.,  for  the  Commissioner. 

Under  date  of  November  28,  1924,  the  Commissioner  served  upon 
the  Burke  Electric  Co.,  of  Erie,  Pa.,  notice  of  a  deficiency  in  in¬ 
come  and  profits  taxes  for  the  fiscal  year  ended  April  30,  1917,  in  the 
amount  of  $5,755.05.  From  this  notice  the  petitioner  appealed,  and 
the  issues  presented  for  determination  are : 

1.  Value  of  patents  acquired  for  stock  on  May  1,  1906. 

2.  Value  of  good  will  acquired  for  stock  on  May  1,  1906. 
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3.  Whether  in  1916  upon  the  acquirement  of  stock  of  the  Duntley 
Products  Co.  the  petitioner  acquired  a  paid-in  surplus. 

4.  Whether  the  amount  of  income  taxes  paid  for  the  fiscal  year 
ended  April  30,  1916,  are  properly  deducted  from  invested  capital 
for  the  period  ended  April  30,  1917. 

5.  Value  of  patents  owned  by  the  petitioner  on  March  1,  1913. 

6.  Whether  the  petitioner  may  now  claim  a  deduction  based  upon 
the  exhaustion  of  patent  values  which  was  not  claimed  in  its  original 
income-tax  return. 

FINDINGS  OF  FACT. 

Petitioner  is  a  Pennsylvania  corporation  with  its  principal  office 
at  Erie.  It  was  organized  on  or  about  May  1,  1906,  with  an  author¬ 
ized  capital  stock  of  $1,250,000  par  value — consisting  of  2,500  shares 
of  preferred  and  10,000  shares  of  common,  shares  of  both  classes 
having  a  par  value  of  $100  each — for  the  purpose  of  engaging- 
in  the  business  of  manufacturing  and  selling  electrical  devices, 
machinery  and  equipment. 

The  original  Burke  Electric  Co.  Avas  organized  early  in  1904, 
under  the  laAvs  of  the  State  of  NeAv  Jersey,  for  the  purpose  of  taking 
over  and  exploiting  certain  patents  then  owned  by  James  Burke. 
In  the  middle  of  1904  this  company  leased  the  plant  of  the  Keystone 
Electric  Co.  and  operated  said  plant  until  on  or  about  May  1,  1906. 
During  the  period  of  operation  of  this  leased  plant  the  company’s 
earnings  were  not  sufficient  to  provide  a  return  of  8  per  cent  on 
the  tangible  assets. 

The  Keystone  Electric  Co.  had  been  organized  some  time  prior 
to  the  original  Burke  Electric  Co.  and  was  engaged  in  manufac¬ 
turing  and  selling  electrical  devices,  machinery  and  equipment  at 
its  plant  in  Erie,  Pa.,  until  at  or  about  the  middle  of  1904,  Avhen 
it  leased  its  plant  to  the  original  Burke  Electric  Co.  The  business 
was  not  a  success.  The  company’s  earnings  were  not  sufficient  to 
proATide  a  return  of  8  per  cent  on  the  tangible  assets,  and  at  the  time 
of  leasing  its  plant  it  was  experiencing  serious  financial  difficulties. 

On  May  1,  1906,  the  petitioner  acquired  all  the  assets  and  business 
of  the  Burke  Electric  Co.  of  NeAv  Jersey,  hereinafter  referred  to 
as  the  New  Jersey  Company,  for  $642,000  par  value  of  its  own 
common  capital  stock.  Among  the  assets  thus  acquired  Avere  tan¬ 
gible  assets  of  a  cash  A^alue  of  $30,000,  good  will,  patents,  and  patent 
applications.  The  serial  numbers  of  the  patents,  the  dates  the  pat¬ 
ents  were  issued,  and  the  remaining  life  of  the  patents  from  the 
date  acquired  by  the  petitioner  are  set  out  as  folloAvs : 
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PATENTS. 


/ 

Patent  No. 

Date  issued. 

Remaining 

life. 

1 

653945  _ _ _ _ _ _ 

July  17,1900 
Oct.  8, 1901 
Aug.  5,  1902 

Years. 

11.  2137 

684188  _ _ _ _ _ _ _ 

12.  4411 

706017  _ _ _ 

13.  2630 

712257  . . . . . . . 

Oct.  28,1902 
Aug.  30,  1904 
Mar.  7,1905 
Mar.  7, 1905 

13.  4932 

768843  _ _ _ _ _  _ _ - 

15.3315 

784032  _ _ _ _ 

15.  8493 

784102  _ _ _ _ _ 

15.  8493 

784103  _ _ _ _ 

Mar.  7,1905 

15.  8493 

The  average  remaining  life  of  the  above  patents  at  the  date  ac¬ 
quired  by  the  petitioner  was  14.1613  years. 

Prior  to  the  beginning  of  the  taxable  year  under  consideration, 
three  of  the  eight  patents  acquired  from  the  NeAV  Jersey  Company, 
to  wit,  Xos.  706,017,  712,257,  and  768,843,  had  been  disposed  of  in 
some  manner  by  the  petitioner. 

The  patent  applications  acquired  from  the  New  Jersey  Company, 
the  serial  numbers  of  the  patents  issued,  the  dates  applied  for,  and 
the  dates  the  patents  wer  e  issued,  are  set  out  below : 


PATENT  APPLICATIONS. 


Patent  No. 

Date  applied 
for. 

Date  issued. 

909,057 _ _ _ _ _ _ _ 

Jan.  20, 1905 
May  17,1905 
Nov.  2,  1905 

Jan.  5,1909 
Mar.  2, 1909 
Nov.  15, 1910 
May  21, 1912 

913,691 _  _ _ 

976'll5 . . . . . . . . 

1,026,904  _ _ _ _ _ _ _ 

Mar.  14,1906 

Likewise,  on  May  1,  1906,  the  petitioner  acquired  all  the  assets  and 
business  of  the  Keystone  Electric  Co.  hereinafter  referred  to  as  the 
Keystone  Company,  for  $358,000  par  value  of  its  own  common  capital 
stock.  Among  the  assets  thus  acquired  were  tangible  assets  of  a 
cash  value  of  $139,856.53,  good  will,  and  patents.  The  serial  num¬ 
bers  of  the  patents,  the  dates  the  patents  were  issued,  and  the  remain¬ 
ing  life  of  the  patents  from  the  date  acquired  by  the  petitioner,  are 
set  out  below : 


PATENTS. 


Patent  No. 

Date  issued. 

Remaining 

life. 

415487 . . . .  .  _ 

Nov.  19,1889 
Mar.  1, 1892 
Dec.  12,1893 
Jan.  30, 1894 
June  16, 1896 
Aug.  9, 1896 
May  26,  1903 
May  26,1903 
Aug.  18,1903 

Years. 

0.  5534 
2.  8329 
4.  6164 
4.  7507 
7. 1260 
7.  2740 
14.  0685 
14.  0685 
14.  2986 

470158- . . .  . . 

510596 _ _ _ _ _ _ _ 

513626 _ _ _ _ _ 

562179 _ _ _ 

608711 . . . . 

728975-. _ _ _ _ _ _ _ _ 

728976 . . . . . . . 

736667 _ _ 
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The  average  remaining  life  of  the  above  patents  at  the  date  ac¬ 
quired  by  the  petitioner  was  7.7321  years. 

Prior  to  the  beginning  of  the  taxable  year  under  consideration, 
six  of  the  nine  patents  acquired  from  the  Keystone  Company,  to 
wit,  Nos.  415,487,  470,158,  510,596,  513,626,  562,179,  and  608,711,  had 
expired,  and  the  other  three  patents  had  been  disposed  of  in  some 
manner  by  the  petitioner. 

Upon  acquisition  of  the  above-enumerated  properties  from  the  New 
Jersey  Company  and  the  Keystone  Company,  they  were  recorded  on 
the  books  of  the  petitioner  in  the  following  amounts : 


Tangible  assets - 1 _  $169,  856.  53 

Patents  and  good  will -  830, 143. 47 

Total  assets  acquired _  1,  000,  000.  00 


The  corresponding  credit  entry  was  made  to  common  capital 
stock. 

All  of  the  petitioner’s  preferred  capital  stock,  consisting  of  2,500 
shares  of  the  par  value  of  $100  each,  was  sold  on  or  about  the  date 
of  organization  for  cash  at  par. 

In  or  about  the  month  of  November,  1906,  a  date  approximately 
six  months  after  the  organization  of  the  petitioner,  James  Burke, 
president  of  petitioner,  entered  into  negotiations  with  George  West- 
inghouse,  president  of  the  Westinghouse  Electric  &  Manufacturing 
Co.,  with  a  view  to  the  purchase  by  the  latter  individual  and  the 
Westinghouse  Company  of  the  petitioner’s  entire  outstanding  com¬ 
mon  and  preferred  capital  stock.  It  appears  that  at  the  outset  of  the 
negotiations  both  parties  met  on  the  proposition  that  the  preferred 
stock  was  to  be  paid  for  at  par.  Burke  offered  to  sell  the  common 
stock  at  $75  per  share,  but  Westinghouse  offered  $60  per  share.  In 
the  final  conference  a  compromise  figure  of  $65  per  share  for  the 
common  was  fixed. 

Under  the  arrangement  for  the  sale  and  purchase  of  this  stock, 
the  Westinghouse  Company  was  to  pay  the  purchase  price  in  cash 
on  or  before  the  expiration  of  10  years  from  the  date  of  the  con¬ 
tract,  and  in  the  interim  was  to  pay  dividends  of  6  per  cent  and  4 
per  cent,  respectively,  on  the  preferred  and  common  stock. 

For  some  reason  not  entirely  clear  from  the  record,  Burke  re¬ 
jected  the  final  offer  of  Westinghouse,  which  was  as  stated  above, 
and  refused  to  carry  on  negotiations  any  further. 

At  the  time  of  the  negotiations  above  referred  to,  the  tangible 
assets  of  the  petitioner  were  approximately  of  the  value  of 
$433,937.28,  comprising  the  original  assets  acquired  from  the  New 
Jersey  and  Keystone  companies  of  a  value  of  $169,856.53,  cash  paid 
in  for  preferred  stock  in  the  amount  of  $250,000,  and  earnings  of 
approximately  $14,080.75. 
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The  petitioner’s  net  earnings,  before  any  deduction  for  exhaus¬ 
tion  of  patents,  and  tangible  assets  for  each  year  from  the  date  of 
organization  to  and  including  the  year  1920,  were  as  follows: 


'  Year. 

N  et  earnings. 

Tangibles. 

1907  . . 

$33, 793. 80 
2, 045. 80 
10, 833.  26 
123,051.54 
176, 127.  43 
59,  732.  44 
83, 156.  17 

$163,  534.  86 
431, 270. 91 
416, 701.  91 
411, 859.  47 
508, 013.  86 
616,  377.  89 
627, 472. 17 

1908.. . . . 

1909  _ _ 

1910 . . 

1911 . . . . 

1912.. . . 

1913 . . 

Year. 

N  et  earnings. 

Tangibles. 

1914. . . . 

$78, 057.  71 

$713, 148. 04 

1915. . . 

46, 924. 06 

747,  839. 07 

1916. . 

124,038.  39 

750,  224.48 

1917. . . . 

213, 832.  63 

828,  625.  67 

1918. . . . . 

143, 110.  74 

1,088,417.  27 

1919. . . 

238,  814.  43 

1,317,  425.  68 

1920.  _ _ _ 

284,  979.  50 

1,  523,  330.  29 

The  Commissioner  held  that  the  good  will  acquired  from  the 
New  Jersey  and  Keystone  companies  had  an  aggregate  cash  value  at 
the  date  of  acquisition  of  $332,322,  and  that  the  patents  and  patent 
applications  acquired  from  the  same  companies  had  an  aggregate 
cash  value  at  the  date  of  acquisition  of  $80,654.26.  In  the  computa¬ 
tion  of  petitioner’s  invested  capital  for  the  taxable  year  under  con¬ 
sideration,  the  Commissioner  included  good  will,  acquired  at  organi¬ 
zation,  in  the  amount  of  $249,600,  said  amount  being  the  20  per  cent 
limitation  applicable  to  intangibles  under  the  provisions  of  section 
207  (b)  of  the  Revenue  Act  of  1917,  and  patents  and  patent  applica¬ 
tions,  acquired  at  organization,  at  a  value  of  $80,654.26. 

The  petitioner  contends  that  the  aggregate  actual  cash  value  of 
the  good  will,  patents,  and  patent  applications,  acquired  from  the 
New  Jersey  and  Keystone  companies,  was  $480,143.47  at  the  date  of 
acquisition,  of  which  amount  not  more  than  10  per  cent  represented 
the  value  of  the  good  will.  The  petitioner  further  contends  that, 
since  the  actual  cash  value,  at  the  date  of  acquisition,  of  the  good 
will  thus  acquired  is  less  than  the  20  per  cent  limitation  imposed 
by  section  207  (b)  of  the  Revenue  Act  of  1917,  it  is  entitled  to  include 
the  good  will,  patents,  and  patent  applications  acquired  from  the 
New  Jersey  and  Keystone  companies  in  the  invested  capital  of  the 
taxable  year  at  an  aggregate  value  of  $480,143.47  in  lieu  of  the  total 
value  of  $330,254.26  which  the  Commissioner  allowed  for  invested 
capital  purposes. 

The  aggregate  cash  value,  at  the  date  of  acquisition,  of  the  good 
will,  patents,  and  patent  applications  acquired  from  the  New  Jersey 
and  Keystone  companies  was  $412,976.26,  of  which  amount  $41,297.63 
represents  the  value  of  the  good  will  and  $371,678.63  represents  the 
value  of  the  patents  and  patent  applications. 

On  March  1,  1913,  the  petitioner  was  the  owner  of  patent  No. 
1,053,940,  issued  February  18,  1913,  and  which  had  on  March  1, 
1913,  a  remaining  life  of  16-96/100  years.  It  was  also  the  owner  of 
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17  other  patents,  bearing  numbers  and  dates  of  issue,  and  having 
a  remaining  life,  as  set  forth  below : 


Patent  No. 

Date  issued. 

Period  of  time  to  run  after 
Mar.  1,  1913. 

Years. 

Months. 

Days. 

653945 . _ . _ . . . . 

July  17,1900 

4 

4 

16 

684188 _ _ _ _ _ 

Oct.  8, 1901 

5 

7 

7 

784032 _ _ _ _ _ 

Mar.  7, 1905 

9 

0 

6 

784102 _ _ _ _ 

Mar.  7, 1905 

9 

0 

6 

784103 _ _ _ _ _ _ 

Mar.  7, 1905 

9 

0 

6 

909057 _ _ 

Jan.  5, 1909 

12 

10 

4 

913691 _ _ _ 

Mar.  2,1909 

13 

0 

1 

976115 _ _ _ _ _ _ _ 

Nov.  15,1910 

14 

8 

14 

102G904 _ _ _ _ 

May  21, 1912 

16 

2 

20 

1014001 _ _ _ _ _ 

Jan.  9, 1912 

15 

10 

8 

979375... _ _ _ _ 

Dec.  20, 1910 

14 

9 

19 

1033379 _ _ _ 

July  23,1912 

16 

4 

22 

893979 . . . . . . . 

July  21,1908 

12 

4 

20 

987044 _ 

Mar.  14,1911 

15 

0 

13 

979143 _ _ _ _ _ 

Dec.  20,1910 

14 

9 

19 

1017132 _ _ _ _ _ _ _ 

Feb.  13,1912 

15 

11 

12 

92038  (Canada) . . . . . . . . . 

Mar.  7, 1905 

9 

0 

G 

Total _ _  _ _ _ 

201 

78 

199 

A  veraging  remaining  life . . . . . . 

12 

2 

25.  82 

The  nine  patents  issued  subsequent  to  March  1,  1913,  under  appli¬ 
cations  pending  on  that  date,  are  as  follows : 


Number. 

Date  applied 
for. 

Date  issued. 

1061251  _ 

Dec.  21,1906 
June  13, 1907 
Oct.  9, 1907 
Sept.  20, 1907 
Dec.  10,  1910 
Sept.  18,  1907 
Dec.  10,1910 
Oct.  9, 1907 
Sept.  14,  1907 

May  6, 1913 
May  27, 1913 
Sept.  9, 1913 
Sept.  23, 1913 
Dec.  23,  1913 
Dec.  8, 1914 
July  6, 1915 
May  30, 1916 
Nov.  17,1914 

1062883 _ 

1072422 _ _ _ _ _ 

1073662 _ 

1082459 _ _ _ 

1119815 _ 

1145551 _ 

1185366 _ 

117775  (Canada) _ _ _ _  _  _  .  .  _ _ 

The  one  patent  applied  for  and  issued  »uDsequent  to  March  1, 
1913,  is  the  Cuban  patent  No.  2725,  issued  April  19,  1917. 

During  the  period  from  1906  to  April  30,  1913,  the  petitioner  em¬ 
ployed  in  its  manufacturing  business  average  tangible  assets  and 
produced  earnings  as  follows : 


Year  ended  April  30— 

Earnings. 

Average 
tangible  in¬ 
vestment. 

J907 . . _ . . . . . 

$33, 793.  80 
2, 045.  80 
10,  833.  26 
123, 051.  54 
136, 127. 43 
59,  732.  44 
83, 166.  17 

$297, 402.  88 
423, 986.  41 
414,  280.  70 
459, 945. 16 
562,  204.  37 
631, 925.  03 
680,  310.  10 

1908. . . . . . . . 

1909. . - . 

1910-- . . . . . 

1911 . . . . . . . . . . 

1912. . . . . . . . . . . . 

1913 . . . . . . 

Total  . . . . 

448,  750. 44 
64, 107.  21 

3, 470, 054.  65 
495, 722.  09 

Average . . . . 
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During  the  years  1914  to  1921,  inclusive,  it  employed  in  its  busi¬ 
ness  average  tangible  assets  and  produced  earnings  as  follows : 


'  Year  ended  April  30 — 

Earnings. 

Average 
tangible  in¬ 
vestment. 

1914 . . . . . 

$78, 057.71 
46, 924.  06 
124,  038.  39 
213,  832.  63 
143,110.  74 
238,814.  43 
284, 979.  50 
289,  251. 38 

$730, 493.  55 
<49, 031.  77 
789, 425.  07 
958,521.47 
1,202,921.48 
1,420.  378.  04 
1,  627,  531.  17 
1, 835, 990.  77 

1915 . . . - . - 

1916 . . . . . 

19l7 . . . . . 

1918 . . . . . 

1919 . . . . . - . - 

1920 . . . 

192i . . . 

Total _ _ _ _ _ _ _ 

1,419,  008.84 
177, 376. 10 

9,314,293.  32 
1, 164,  286.  60 

Average _ _ _ _ _ 

In  the  computation  of  its  net  income  in  the  original  return  which 
it  filed  for  the  fiscal  year  under  consideration,  petitioner  did  not  claim 
a  deduction  for  exhaustion  of  patents.  Subsequently,  it  filed  an 
amended  return  for  that  year  in  which  it  claimed  such  a  deduction 
in  the  amount  of  $76,770.91,  based  upon  a  March  1,  1913,  value  for 
its  patents  of  $1,172,495.92.  The  Commissioner  refused  to  allow  the 
deduction  claimed  in  the  amended  return  on  the  ground  that  the 
petitioner,  in  failing  to  claim  a  deduction  for  exhaustion  of  patents  in 
its  original  return,  exercised  an  option  not  to  claim  such  a  deduction, 
which  was  thereafter  binding  upon  it  with  respect  to  this  particular 
year. 

The  Commissioner  has  reduced  the  petitioner’s  invested  capital  for 
the  year  under  consideration  by  the  amount  of  $1,435.57,  representing 
the  income  tax  for  the  preceding  taxable  year,  prorated  from  the 
date  such  tax  became  due  and  payable. 

Prior  to  1912  the  petitioner  had  been  furnishing  motors  for  electric 
vacuum  cleaners  to  the  Duntley  Manufacturing  Co.,  a  corporation 
domiciled  in  Chicago.  Ity  1912  conditions  had  developed  with  re¬ 
spect  to  the  financial  resources  of  the  Duntley  Manufacturing  Co. 
which  made  it  extremely  doubtful  whether  that  company  could 
continue  to  operate  and  liquidate  its  indebtedness  to  the  petitioner. 
For  the  purpose  of  alleviating  this  situation  and  working  out  a 
plan  to  save  the  Duntley  Manufacturing  Co.  from  the  necessity  of 
passing  through  a  receivership,  James  Burke,  president  of  the 
petitioner,  and  Van  Cleave,  one  of  petitioner’s  directors,  undertook  a 
thorough  study  of  the  situation,  and  finally  offered  a  plan  which 
provided  for  the  organization  of  a  new  manufacturing  company, 
known  as  the  Duntley  Products  Co.,  leaving  the  Duntley  Manufac¬ 
turing  Co.  to  continue  as  a  selling  company  only.  Burke  and  Van 
Cleave  contracted  to  furnish  to  the  Duntley  Manufacturing  Co.  such 
funds  as  were  necessary  to  correct  its  financial  difficulties,  that  corn- 
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pany  in  turn  to  assign  to  Burke  and  Van  Cleave  its  right  under  a 
license  agreement  to  manufacture  electric  vacuum  cleaners,  under 
the  so-called  Kinney  patent  which  gave  to  its  owners  a  virtual 
monopoly  in  the  manufacture  of  vacuum  cleaners.  The  whole  plan 
was  adopted  precisely  as  outlined. 

Upon  organization  of  the  Duntley  Products  Co.,  Burke  and  Van 
Cleave  assigned  to  it  their  contract  with  the  Duntley  Manufacturing 
Co.,  receiving  in  exchange  therefor  the  entire  authorized  common 
capital  stock  of  a  par  value  of  $50,000.  The  entire  authorized  pre¬ 
ferred  stock  of  $25,000  par  value  was  sold  for  cash.  The  preferred 
stock  certificates  contained  a  provision  for  their  redemption  on  the 
basis  of  $105  per  share. 

During  the  period  from  organization  to  the  time  of  the  sale  of 
its  capital  stock  to  the  petitioner  the  average  earnings  of  the  Dunt¬ 
ley  Products  Co.  were  approximately  $5,400  per  year,  an  amount 
equivalent  to  a  return  of  approximately  7.2  per  cent  on  its  entire 
outstanding  capital  stock. 

In  1916  the  entire  capital  stock,  common  and  preferred,  of  the 
Duntley  Products  Co.  was  sold  to  the  petitioner  for  a  price  of 
$26,250  cash,  which  was  equivalent  to  the  redemption  price  of  the 
preferred  stock.  At  the  time  of  the  sale  Burke  and  Van  Cleave, 
both  of  whom  are  large  stockholders  of  the  petitioner,  owned  all 
of  the  common  stock  of  the  Duntley  Products  Co. 

The  Duntley  Products  Co.  operated  until  some  time  in  the  year 
1919.  However,  during  the  period  subsequent  to  the  stock  transac¬ 
tion  in  1916,  its  business  was  seriously  hampered  and  restricted  by 
governmental  regulations  incidental  to  the  World  War,  the  busi¬ 
ness  having  been  classified  as  a  non-essential.  Such  vacuum  cleaners 
as  were  sold  during  the  period  of  the  war  were  assembled  almost 
entirely  from  parts  manufactured  prior  to  the  war.  Because  of 
these  regulatory  restrictions  the  business  was  unable  to  progress  in 
a  normal  manner  during  the  period  of  the  war.  and  the  year  1919 
found  the  business  in  much  the  same  situation  as  existed  late  in  1916 
and  early  in  1917. 

Notwithstanding  the  difficulties  under  which  it  had  been  laboring 
and  its  retarded  progress  because  of  governmental  regulations,  the 
business  and  assets  of  the  Duntley  Products  Co.  Avere  sold  in  1919 
at  a  price  of  approximately  $66,250,  which  was  sufficient  to  liquidate 
its  preferred  stock  at  $105  per  share,  and  left  approximately  $40,000 
wherewith  to  liquidate  its  common  stock  of  a  par  value  of  $50,000. 

The  petitioner  appraised  the  capital  stock  of  the  Duntley  Prod¬ 
ucts  Co.  which  it  had  acquired  for  $26,250  cash  at  a  value  of  $70,- 
603.45,  and  in  its  computation  of  invested  capital  in  the  return  for 
the  year  under  consideration  included  therein  a  paid-in  surplus 
equal  to  the  excess  of  the  appraised  value  over  and  above  the  cost 
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of  the  stock,  to  wit,  $44,353.45.  The  paid-in  surplus  claimed  was 
disallowed  by  the  Commissioner. 

The  Commissioner  has  held  that  the  petitioner  and  the  Duntlev 
Products  Co.  were  affiliated  during  the  taxable  year  1917  and  has 
computed  the  excess-profits  tax  upon  the  basis  of  such  a  consolidation. 

OPINION. 

Trussell:  1.  and  2.  The  first  issue  presented  by  this  appeal  in¬ 
volves  a  determination  of  the  actual  cash  value,  at  the  date  of  acqui¬ 
sition,  of  the  patents,  patent  applications,  and  good  will,  acquired 
from  the  Burke  Electric  Co.  (New  Jersey)  and  the  Keystone  Electric 
Co.,  and  the  extent  to  which  such  assets  may  be  included  in  the  in¬ 
vested  capital  for  the  taxable  year  under  consideration. 

The  Commissioner  has  fixed  the  value  of  the  combined  good  will 
of  the  two  predecessor  companies  at  $332,322,  and  has  included  the 
same  in  the  invested  capital  to  the  extent  of  $249,600,  the  latter 
amount  being  the  20  per  cent  limitation  applicable  to  intangibles 
imposed  by  section  207  (b)  of  the  Revenue  Act  of  1917.  The  Com¬ 
missioner  also  has  fixed  the  value  of  the  combined  patents  and  patent 
applications  acquired  from  the  same  companies  at  $80,654.26,  and 
has  included  the  full  amount  thereof  in  invested  capital.  Thus  the 
full  amount  which  the  Commissioner  has  included  in  invested  capi¬ 
tal  on  account  of  the  intangible  properties  acquired  from  the  prede¬ 
cessor  companies  is  $330,254.26.  Eor  these  properties  the  petitioner 
had  issued  capital  stock  in  the  sum  of  $830,143.47. 

On  the  other  hand,  the  petitioner  contends  that  the  actual  cash 
value  of  these  properties  was  $480,143.47,  and  that  not  more  than  10 
per  cent  of  this  value  was  attributable  to  the  good  will  of  the  pre¬ 
decessor  companies.  So,  if  the  petitioner’s  contentions  in  this  re¬ 
spect  are  sustained,  the  result  will  be  an  increase  in  invested  capital, 
over  that  allowed  by  the  Commissioner,  of  $149,889.21. 

The  value  of  $480,143.47  for  the  intangible  properties  acquired 
from  its  predecessors,  for  which  the  petitioner  is  contending,  is  pred¬ 
icated  upon  a  total  value  of  $900,000  for  the  capital  stock  which  it 
issued  for  all  the  assets  of  its  predecessors,  and  this  capital  stock 
value  is  in  turn  predicated  upon  the  compromise  offer  of  George 
Westinghouse  for  the  purchase  of  petitioner’s  entire  outstanding 
capital  stock  during  his  unsuccessful  negotiations  with  James  Burke 
in  November,  1906,  approximately  six  months  after  the  petitioner 
was  organized.  Counsel  for  both  parties  entered  into  a  stipulation 
that  the  combined  value  of  the  net  tangible  assets  acquired  from  the 
two  predecessor  companies  is  $169,856.53.  By  adding  to  this  amount 
the  proceeds  of  $250,000  realized  from  the  sale  of  preferred  stock 
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and  deducting  the  result  of  $419,856.53  from  Westinghouse’s  otfer 
of  $900,000,  the  petitioner  arrives  at  a  value  of  $480,143.47  for  the 
capital  stock  issued  for  the  intangible  properties.  Hence,  so  far 
as  the  combined  value  of  the  intangible  properties  is  concerned, 
there  is  a  difference  of  but  $67,167.21  between  the  petitioner  and  the 
Commissioner. 

Counsel  for  both  parties  entered  into  a  stipulation  that  the  com¬ 
bined  value  of  the  intangible  properties  acquired  from  the  two 
predecessor  companies,  at  the  date  of  acquisition,  was  at  least 
$412,976.26;  and  when  we  consider  the  financial  history  of  these 
two  companies,  as  well  as  that  of  the  petitioner  subsequent  to  organ¬ 
ization,  we  feel  that  this  amount  represents  the  maximum  value  of 
the  intangibles  at  the  date  of  acquisition.  The  difference  between 
this  value  for  the  intangibles  and  that  predicated  upon  the  offer  of 
Westinghouse,  we  feel,  may  fairly  be  attributed  to  development 
subsequent  to  the  acquisition  of  these  properties.  It  was  then,  for 
the  first  time,  that  their  earning  power  was  demonstrated.  Prior 
to  that  time  there  had  been  no  such  demonstration.  The  operations 
of  the  Keystone  Company  had  proved  a  failure,  while  the  New 
Jersey  Company  had  not  as  yet  undertaken  to  venture  into  the 
field  of  commerce  and  trade.  The  earnings  of  the  petitioner  for 
the  first  year  after  organization  were  in  excess  of  $30,000,  a  nominal 
return  on  its  outstanding  capital  stock,  it  is  true,  but  a  vast  improve¬ 
ment  over  the  results  obtained  by  its  two  predecessors. 

Having  reached  a  combined  value  of  $412,976.26  for  the  patents, 
patent  applications  and  good  will  acquired  from  the  two  predeces¬ 
sors,  the  next  problem  confronting  us  is  the  segregation  of  such  value 
between  good  will  and  patents.  Such  a  segregation  is  necessary 
under  section  207  of  the  Revenue  Act  of  1917,  since  the  good  will 
value  is  subject  to  the  20  per  cent  limitation  imposed  by  the  proviso 
to  subdivision  (a)  of  that  section  and  patents  are  not.  Of  the  total 
combined  value  the  Commissioner  assigns  $332,322  to  good  will  and 
$80,654.26  to  the  patents  and  patent  applications.  A  consideration 
of  all  the  facts  outlined  in  our  findings  of  fact  which  have  a  bearing 
upon  the  intangible  values,  and  the  facts  which  we  have  commented 
upon  in  the  preceding  paragraph,  convinces  us  that  the  reverse  of  the 
Commissioner’s  assignment  of  values  would  more  accurately  reflect 
the  real  situation.  Out  of  a  combined  value  of  $412,976.26,  the 
assignment  of  a  value  of  $332,322  to  good  will  is  not  justified  by  the 
facts  in  this  case.  Indeed,  when  we  consider  the  fact  that  the  opera¬ 
tions  of  the  Keystone  Company  resulted  in  such  a  total  failure  that 
the  petitioner  contemplated  the  abandonment  of  most  of  its  line  of 
products  and  undertook  to  rid  itself  entirely  of  the  name  of,  and  of 
any  other  resemblance  to,  the  Keystone  Company,  and  that  the  New 
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Jersey  Company  had  not  at  the  time  established  a  market  for  its 
products,  the  utter  fallacy  of  the  Commissioner’s  segregation  of  in¬ 
tangible  values  is  readily  apparent. 

James  Burke,  president  of  the  petitioner,  expressed  an  opinion 
on  the  witness  stand  that  the  value  of  the  good  will  acquired  from 
the  two  predecessor  companies  did  not  exceed  10  per  cent  of  the  total 
value  of  the  intangibles.  On  the  facts  developed  in  this  case,  we  are 
convinced  that  such  was  the  situation,  and  we  subscribe  to  that 
opinion  as  fully  confirmed  by  the  evidence. 

In  view  of  the  foregoing,  we  conclude  that  a  fair  segregation  of 
the  total  value  of  $412,976.26  for  the  assets  hereinbefore  mentioned 
results  from  the  assignment  of  a  value  of  $371,678.63  to  the  patents 
and  patent  applications  and  of  $41,297.63  to  the  good  will,  and  that 
the  values  so  assigned  represent  the  actual  cash  values  of  the  re¬ 
spective  properties  at  the  date  of  their  acquisition. 

3.  The  third  issue  raised  by  the  pleadings  in  this  appeal  relates 
to  a  question  of  the  fair  market  value,  at  the  date  of  acquisition,  of 
the  entire  outstanding  capital  stock  of  the  Duntley  Products  Co. 
acquired  by  this  petitioner  for  cash  and  by  gift  from  its  stockholders, 
and  the  extent  to  which  such  value  may  be  included  in  invested 
capital. 

It  is  apparent  to  us  from  the  facts  in  this  case  that  the  capital 
stock  of  the  Duntley  Products  Co.  had  a  value  at  the  date  acquired 
by  this  petitioner  in  excess  of  the  amount  paid  therefor  and  that 
such  value  was  $66,250,  or  $40,000  in  excess  of  the  consideration  paid 
by  the  petitioner.  It  appears,  however,  that  upon  this  petitioner’s 
acquiring  the  stock  of  the  Duntley  Products  Co.  that  company  be¬ 
came  affiliated  with  the  petitioner  and  so  continued  until  the  year 
1919;  that  the  Commissioner  has  allowed  the  petitioner  and  the 
Duntley  Products  Co.  to  make  a  consolidated  return  for  the  year 
here  in  question,  and,  therefore,  for  invested  capital  purposes,  it 
matters  not  at  what  figure  the  Duntley  Products  Co.’s  stock  is 
carried  on  the  books  of  the  petitioner,  and  any  change  in  the  book 
value  of  such  stock  can  have  no  effect  upon  the  invested  capital  of 
the  consolidated  group  for  the  year  in  question. 

4.  The  elimination  of  $1,435.57,  on  account  of  income  taxes  paid 
for  the  period  ending  April  30,  1916,  from  invested  capital  for  the 
fiscal  year  ended  April  30,  1917,  appears  to  have  been  made  by  the 
Commissioner  in  accordance  with  the  regulations  of  the  Treasury 
Department,  and  in  view  of  section  1207  of  the  Revenue  Act  of 
1926  and  our  decision  in  the  Appeal  of  Russel  Wheel  &  Foundry  Co., 
3  B.  T.  A.  1168,  the  Commissioner’s  action  can  not  now  be  modified. 

5.  On  March  1,  1913,  this  petitioner  was  the  owner  of  eighteen 
patents  relating  to  machinery  and  devices  connected  with  the  use 
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of  electricity  as  motive  power.  It  also  owned  at  the  same  time  nine 
specific  inventions  of  other  like  machines  and  devices  which  were  on 
that  date  protected  by  applications  for  patent,  upon  which  appli¬ 
cations  patents  were  thereafter  issued.  It  is  the  contention  of  the 
petitioner  that  all  of  these  patents  and  inventions  had  on  March  1, 
1913,  a  capital  value  subject  to  the  allowance  of  a  deduction  for 
exhaustion  in  accordance  with  the  provisions  of  the  several  revenue 
acts. 

For  the  purpose  of  considering  this  matter,  it  appears  that  the 
petitioner’s  patents  may  be  taken  as  falling  into  two  groups,  and 
that  in  the  first  group  there  should  be  included  seventeen  of  the 
patents,  the  individual  character  of  which  is  not  here  important, 
and  in  the  second  group  the  one  patent,  No.  1,053,940,  covering  a 
device  known  as  the  “  Universal  Motor.”  This  last  patent  was 
issued  on  February  18,  1913,  and  therefore  on  March  1,  1913,  was 
only  11  days  old.  The  group  of  seventeen  patents  had  on  March  1, 
1913,  an  average  remaining  life  of  12  years,  2  months,  and  25  days. 
These  patents,  together  with  the  nine  inventions  still  pending  under 
applications  for  patents,  had  been  the  basis  of  the  petitioner’s  busi¬ 
ness  from  the  time  of  its  organization  in  1906.  The  petitioner’s 
manufacturing  business  during  those  years  had  been  devoted  exclu¬ 
sively  to  the  manufacture  of  machines  and  devices  covered  by  these 
patents  and  inventions,  and  whatever  income  and  profits  the  peti¬ 
tioner’s  business  had  produced  was  in  a  large  measure  the  product 
of  the  exploitation  of  these  patents  and  inventions. 

In  view  of  the  history  of  these  patents  and  inventions,  the  earn¬ 
ings  and  profits  produced  by  their  use  in  business,  and  in  the  light 
of  subsequent  profits  from  1914  to  1921,  inclusive,  we  are  of  the 
opinion  that  the  above-mentioned  group  of  seventeen  patents, 
together  with  the  nine  inventions  covered  by  applications  for  patents, 
had  on  March  1,  1913,  a  capital  value  of  $220,000. 

The  one  patent  covering  the  device  known  as  the  “  Universal 
Motor  ”  is,  we  believe,  of  such  a  character  as  to  require  specific 
consideration.  The  testimony  of  the  inventor  and  other  patent 
experts  convinces  us  that  this  device  is  so  thoroughly  basic  in  char¬ 
acter  as  to  be  almost  revolutionary  in  the  business  of  producing 
electric  motors,  and  that  it  therefore  has  a  value  all  its  own.  On 
March  1,  1913,  the  invention  was  complete,  the  patent  had  been 
issued,  and  the  petitioner  was  ready  to  apply  it  to  its  manufacturing 
business.  Its  true  capital  value  was  then  a  fact,  although  men  might 
differ  as  to  the  amount  of  that  value.  The  testimony  of  the  inventor 
shows  that  he  then  believed  this  patent  had  a  value  of  more  than 
$600,000,  while  other  witnesses  thoroughly  familiar  not  only  with 
this  patent  but  with  others  testified  that  in  their  opinion  this  patent 
had  a  value  of  more  than  $1,000,000.  The  record  of  this  appeal 
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shows  the  history  of  this  patent  from  the  date  of  issue  to  April  30, 
1921.  This  petitioner  began  at  once  to  produce  electric  motors 
covered  by  this  patent  and  at  the  same  time  many  of  its  competitors 
immediately  began  to  produce  similar  articles;  this  action  produced 
a  period  of  litigation  involving  the  validity  of  the  patents  and  such 
litigation  continued  over  the  first  three  years  of  the  life  of  the  patent. 
When  the  suits  growing  out  of  the  infringement  of  this  patent  had 
finally  been  determined  in  favor  of  this  petitioner,  it  first  entered 
upon  the  successful  exploitation  of  this  patent,  and  the  results 
obtained  during  the  years  1917  to  1921,  inclusive,  have  been  placed 
in  the  record  as  evidence  in  support  of  the  values  which  the  inventor 
and  his  associates  placed  upon  the  patent  at  the  time  it  was  first 
issued.  We  have  examined  this  evidence  and,  in  view  of  all  the 
facts,  we  have  arrived  at  the  conclusion  that  on  March  1,  1913,  this 
patent,  No.  1,053,940,  had  a  capital  value  of  $440,000. 

6.  Following  the  rule  laid  down  in  the  Appeal  of  Union  Metal 
Mfg.  Co .,  1  B.  T.  A.  395,  the  petitioner  may  now  properly  claim  a 
deduction  from  gross  income  on  account  of  the  cost  of  the  capital 
value  of  patents  although  not  claimed  in  its  original  return. 

Order  of  redetermination  in  accordance  with 
the  foregoing  findings  of  fact  and  opinion  will 
~be  entered  on  15  days ’  notice ,  pursuant  to 
Rule  50. 

Trammell  dissents. 


Appeal  of  719  Fifth  Avenue  Co. 

Docket  No.  6031.  Decided  November  20,  1926. 

The  opinions  of  witnesses  as  to  the  value  of  a  leasehold  on 
March  1,  1913,  considered  and  held  to  be  not  sufficiently  well 
founded  to  prove  value. 

Frank  8.  Bright ,  Esq.,  and  Walter  J .  Rosston ,  Esq.,  for  the  peti¬ 
tioner. 

M.  N.  Fisher,  Esq.,  for  the  Commissioner. 

Deficiencies  of  $3,830.25  for  1920,  and  $10,837.24  for  1921,  income 
and  profits  taxes,  arising  from  disallowance  by  the  Commissioner  of 
a  deduction  of  exhaustion  of  a  leasehold,  and  of  part  of  a  deduc¬ 
tion  of  exhaustion  of  a  building  erected  on  leased  land. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  New  York  corporation  organized  in  1911. 

On  April  4,  1911,  it  entered  into  a  lease  agreement  with  Wood¬ 
bury  G.  Langdon,  whereby  it  became  the  lessee  of  the  property  lo- 
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cated  at  719  Fifth  Avenue,  New  York  City.  It  agreed  to  erect  on 
the  land  a  twelve-story  apartment  and  hotel  building  of  such  con¬ 
struction  that  it  might  be  converted  into  an  office  building.  The 
building  was  erected  in  accordance  with  the  agreement  at  a  cost  of 
approximately  $438,921.19,  and  was  carried  on  petitioner’s  books  of 
account  at  that  figure.  The  building  was  completed  in  the  latter 
part  of  1912  and  was  opened  in  November  or  December  of  that  year. 

The  building  when  completed  had  a  52  foot  frontage  on  Fifth 
Avenue  and  a  depth  of  110  feet.  There  were  three  stores  on  the 
ground  floor  and  120  rooms  above  the  first  floor.  These  rooms  were 
arranged  in  suites  of  two  rooms  and  bath.  The  probable  useful 
economic  life  of  the  building  was  33%  years. 

The  original  term  of  the  lease  was  21  years  from  July  1.  1911. 
with  options  to  renew  for  two  additional  terms  of  21  years  each, 
set  out  in  detail  below.  The  rent  agreed  upon  was  $45,000  a  year 
from  July  1.  1912,  to  July  1,  1921,  and  $50,000  a  year  for  the  balance 
of  the  original  term.  In  addition,  the  petitioner  agreed  to  pay  all 
taxes,  duties,  assessments,  water  rates  and  payments  of  all  kinds 
which  might  be  imposed  on  the  property.  These  amounted  on  or 
about  March  1,  1913,  to  approximately  $18,000  or  $19,000  a  year. 
The  annual  rent  reserved  for  the  first  and  second  renewals  of  the 
lease,  in  the  absence  of  agreement  between  the  parties,  was  to  be 
the  equivalent  of  4%  per  cent  of  value  of  the  land  at  the  beginning 
of  the  term,  as  determined  in  an  impartial  appraisal  in  a  manner 
set  forth  in  the  lease.  In  no  event,  however,  was  it  to  be  less  than 
the  rent  reserved  for  the  last  preceding  term. 

The  provisions  of  the  lease,  with  regard  to  the  options  for  renewal, 
are  as  follows : 

AND  it  is  mutually  covenanted  and  agreed  by  and  between  the  parties  to 
these  presents  that  if  the  said  tenant,  its  successors  or  assigns,  shall  within 
the  times  above  provided  have  erected  and  built,  or  caused  to  be  erected  and 
built,  upon  the  premises  hereby  demised  such  building  as  is  above  described 
*  *  *  so  that  such  building  well  and  satisfactorily  *  *  *  finished  shall 

be  standing  on  the  said  premises  at  the  end  and  expiration  of  the  said  term 
and  if  the  tenant,  its  successors  or  assigns,  shall,  during  the  whole  of  said 
term,  well  and  faithfully  keep  all  and  every  of  the  covenants  and  agreements 
herein  contained  on  its  part  and  behalf,  then  the  landlord,  his  heirs  or  assigns 
shall  and  will,  at  the  expiration  of  the  term  hereby  demised,  grant  and 
execute  unto  the  tenant,  its  successors  or  assigns,  at  its  expense  a  new  lease 
for  the  further  term  of  twenty-one  years,  to  commence  from  the  expiration  of 
the  term  hereby  demised,  at  and  for  such  annual  rent,  payable  monthly  in 
advance,  as  shall  be  ascertained  as  hereinafter  mentioned,  but  not  to  be  less 
than  the  yearly  rental  by  these  presents  reserved.  Such  second  lease  to 
contain  like  covenants,  provisions,  conditions  and  agreements  as  are  herein 
contained,  except  the  covenant  for  the  erection  of  any  building  on  the  said 
premises,  and  excepting  this  covenant  for  renewal,  in  lieu  whereof  such  second 
lease  shall  contain  a  covenant  on  the  part  of  the  landlord  that  in  case  the 
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tenant  shall  during  the  whole  of  such  second  term  well  and  faithfully  keep 
all  and  every  covenant,  condition,  provision  and  agreement  in  such  second 
lease  contained  on  its  part  and  behalf,  and  that  if  the  tenant,  its  successors 
or  assigns,  shall  maintain  such  a  building  as  is  above  described  and  in  case 
of  damage  or  destruction  of  the  same  by  fire  or  other  casualty  shall  rebuild 
and  restore  the  same,  so  that  such  building  well  and  satisfactorily  repaired 
or  rebuilt  shall  be  standing  on  said  premises  at  the  expiration  of  said  term 
contained  in  said  second  lease,  then  the  landlord  shall  and  will  either  pay 
to  the  tenant,  its  successors  or  assigns,  the  just  and  full  value  at  that  time 
of  the  building  constructed  in  the  manner  hereinabove  mentioned,  which  may 
be  standing  on  said  demised  premises  at  the  expiration  of  said  second  term, 
such  value  to  be  ascertained  in  the  manner  hereinafter  provided,  or  shall 
and  will  at  the  end  and  expiration  of  the  term  contained  in  said  second  lease 
grant  and  execute  unto  the  tenant,  at  its  expense,  a  new  lease  for  the  further 
term  of  twenty-one  years  to  commence  from  the  expiration  of  the  term  granted 
by  said  second  lease  and  for  such  annual  rent  payable  monthly  in  advance 
as  shall  be  ascertained  as  hereinafter  mentioned,  but  not  to  be  less  than  the 
yearly  rent  by  said  second  lease  reserved.  Such  third  lease  to  contain  like 
covenants,  conditions,  provisions  and  agreements  as  are  in  said  second  lease 
contained,  except  the  foregoing  covenant  for  renewal,  in  lieu  whereof  such 
third  lease  shall  contain  a  covenant  on  the  part  of  the  tenant,  its  successors 
or  assigns,  that  upon  the  termination  of  said  third  term,  or  upon  any  earlier 
termination  of  the  term  thereby  granted,  all  buildings  and  improvements  on 
said  demised  premises  shall  become  the  absolute  property  of  the  landlord. 

AND  it  is  further  mutually  covenanted  and  agreed  by  and  between  the 
parties  thereto  that  at  the  expiration  of  the  term  of  the  first  renewal  hereof, 
if  the  same  shall  be  given  as  herein  provided,  the  landlord,  his  heirs,  or  assigns, 
shall  have  the  full  liberty  and  choice  either  to  grant  at  the  expense  of  the 
tenant  a  renewal  of  the  lease  then  to  be  terminated  for  the  further  term  of 
twenty-one  years  thence  ensuing  at  a  yearly  rental,  payable  monthly  in  ad¬ 
vance,  to  be  ascertained  in  the  manner  hereinafter  mentioned,  but  not  to  be 
less  than  the  yearly  rent  reserved  for  and  during  the  term  then  about  to  expire, 
or,  on  giving  sixty  days  notice  of  his  election  to  purchase  said  building,  to  pay 
unto  the  tenant,  its  successors,  or  assigns,  the  value  of  any  building  which 
shall  have  been  so  erected  and  built  on  said  lots,  constructed  in  the  manner 
hereinabove  provided,  which  may  be  then  standing  thereon,  which  value  shall 
be  ascertained  as  hereinafter  stated. 

AND  it  is  expressly  agreed  that  the  landlord,  his  heirs  or  assigns  shall  be 
under  no  obligation  hereunder  to  pay  to  the  tenant,  its  successors  or  assigns, 
any  sum  for  the  building  to  be  erected  on  said  demised  premises  except  as 
above  specifically  provided  and  that  in  case,  by  reason  of  default  on  the  part 
of  the  tenant,  its  successors  or  assigns,  in  the  performance  of  any  of  the 
covenants  or  conditions  contained  in  this  lease  or  in  any  renewal  thereof,  such 
lease  shall  be  terminated,  then  and  from  thenceforth,  such  buildings  as  shall 
then  be  standing  upon  the  demised  premises,  shall  become  the  absolute  prop¬ 
erty  of  the  landlord,  his  heirs  or  assigns. 

OPINION. 

Sternhagen  :  In  attempting  to  prove  that  on  March  1,  1913,  it 
owned  a  leasehold  which  had  a  net  value  of  $300,000  over  and  above 
its  obligations,  the  petitioner  has  offered  the  opinions  of  three  wit¬ 
nesses.  These  opinions,  considered  in  the  light  of  the  experience 
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and  reasoning  upon  which  they  are  founded,  may  not  safely  be 
relied  upon  as  establishing  the  price  which  a  willing  purchaser  able 
to  buy  would  pay  for  the  leasehold  in  addition  to  the  cost  of  the 
building  and  the  current  obligations  fixed  by  the  lease.  Two  of  the 
witnesses  had  little  or  no  qualifications  to  give  weight  to  their  opin¬ 
ions.  The  opinion  of  one  was  expressed  in  response  to  a  hypotheti¬ 
cal  question  which  was  not  in  accordance  with  the  facts.  It  as¬ 
sumed  that  the  building  had  been  constructed  and  fully  occupied  for 
a  year,  whereas  it  was  actually  completed  less  than  three  months 
and  there  is  no  evidence  whatever  that  it  was  occupied  at  all.  Many 
of  the  facts  were  entirely  omitted  from  the  hypothesis.  The  other, 
who  was  the  petitioner’s  president,  supported  his  valuation  by  gen¬ 
eral  statements  in  reference  to  the  history  and  experience  of  hotel 
buildings  in  the  neighborhood,  leaving  it  entirely  uncertain  how 
much  of  such  experience  was  known  on  March  1,  1913.  It  was 
clear  that  some  of  the  circumstances  which  he  considered  had  oc¬ 
curred  between  March  1,  1913,  and  the  time  of  hearing.  The  third 
witness  arrived  at  a  valuation  by  an  empirical  process.  He  took  an 
assumed  cost  of  the  building  at  60  cents  per  cubic  foot,  to  which  he 
added  assumed  annual  costs  such  as  taxes  (assumed  to  remain  con¬ 
stant)  and  maintenance  and  the  fixed  rental  stated  in  the  lease. 
These  he  compared  with  an  assumed  future  income  from  the  building 
based  upon  continued  occupancy  and  rentals  from  the  stores  and  90 
per  cent  occupancy  at  assumed  rentals  from  the  hotel  apartments. 
The  net  income  thus  arrived  at  was  reduced  to  a  present  value  as  of 
the  beginning  of  the  period.  His  assumptions,  however,  are  not 
sufficiently  established  to  warrant  their  acceptance.  The  record  shows 
that  a  small  apartment  hotel  in  this  vicinity  was  practically  a  new 
venture  in  1913,  the  success  of  which  was  so  doubtful  that  the  lessor 
prescribed  that  the  building  to  be  erected  should  be  readily  convert¬ 
ible  into  an  office  building.  Hotels  in  this  vicinity  were  not  an  as¬ 
sured  success  and  several  of  them  were  abandoned  and  the  buildings 
either  torn  down  or  reconstructed  for  other  purposes. 

The  testimony  of  the  witnesses  as  to  the  uncertainties  of  the 
future  is  difficult  to  reconcile  with  their  testimony  as  to  the  reli¬ 
ability  of  mathematical  prognostications  made  as  of  March  1,  1913. 
For  the  purpose  of  proving  that  the  building  and  the  leasehold 
should  be  depreciated  upon  the  basis  of  a  short  life,  the  testimony 
of  the  witnesses  is  to  the  effect  that  the  uncertainties  of  the  future 
require  the  5  per  cent  depreciation  rate  claimed.  The  same  wit¬ 
nesses,  however,  expressed  with  assurance  their  opinion  that  on 
March  1,  1913,  they  would  have  been  reasonably  certain  that  con¬ 
ditions  of  the  then  future  would  have  been  so  reliable  as  to  justify 
an  appraisal  of  the  leasehold  with  no  discount  factor  except  the 
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10  per  cent  vacancy  of  the  hotel  space.  This  is  not  consistent  and 
does  not  justify  the  finding  of  fact  of  value  sought  by  the  petitioner. 
Furthermore,  it  precludes  a  finding  of  any  value.  Since  it  is  en¬ 
tirely  a  constructive  value  and  the  method  of  its  construction  fails, 
there  is  nothing  left  upon  which  the  Board  can  find  value  in  any 
•other  amount.  It  is  therefore  held  that  the  petitioner  has  proven  no 
value  on  March  1,  1913,  of  the  leasehold  and  is  entitled  to  no 
deduction  for  its  exhaustion  during  the  years  in  question. 

It  is  sufficiently  clear  from  the  evidence  that  on  March  1,  1913, 
and  ever  since,  rapid  changes  were  and  have  been  taking  place  in 
the  vicinity  of  the  property  in  question.  The  question  then  is 
whether  in  1920  and  1921  the  building  which  had  cost  $438,921.19 
in  1912  coul4  reasonably  be  expected  to  represent  capital  value  to 
this  taxpayer  beyond  the  expiration  of  the  initial  term  of  the  lease 
in  1931.  We  are  of  opinion  that  3  per  cent  is  a  reasonable  allowance 
to  take  care  of  the  preservation  of  the  petitioner’s  capital  invest¬ 
ment  unimpaired.  In  other  words,  giving  consideration  to  the  con¬ 
ditions  of  the  neighborhood  and  the  probabilities  of  the  future  as 
indicated  by  the  facts  of  the  past,  we  are  of  opinion  that  the  allow¬ 
ance  for  exhaustion,  wear  and  tear  and  obsolescence  may  reasonably 
be  based  upon  a  probable  life  of  33%  years  from  the  date  of 
construction  of  the  building. 

It  can  not  be  said  that  merely  because  the  lessee  has  reserved  the 
legal  right  to  quit  the  premises  at  the  end  of  21  years  this  fact 
measures  the  reasonable  allowance  for  exhaustion  of  the  building. 
The  word  “reasonable  ”  in  the  statute  implies  an  appraisal  of  the 
probabilities.  An  examination  of  the  lease  in  its  entirety  indicates 
that  the  parties  contemplated  that  the  lessee  would  continue  to 
occupy  the  premises  and  that  provision  should  be  made  for  an  altera¬ 
tion  from  time  to  time  of  the  rental.  Since  some  estimate  must  be 
made,  we  are  of  opinion  that  it  is  more  probable  that  the  lessee  will 
continue  to  occupy  the  building  than  that  it  will  abandon  the  entire 
project  at  the  end  of  the  initial  term  under  the  conditions  prescribed 
in  the  lease.  That  it  can  not  be  said  as  a  matter  of  law  that  the 
mere  term  of  the  lease  establishes  the  meas'ure  of  the  exhaustion 
allowance,  could  be  illustrated  by  assuming  a  lease  of  an  initial  term 
of  three  years  with  a  renewal  for  a  much  longer  period.  Such  a 
lease  would  clearly  not  justify  the  lessee  in  writing  off  the  building 
in  the  first  three  years. 

It  thus  becomes  necessary  in  the  light  of  the  evidence  to  determine 
only  what  is  a  reasonable  allowance  for  exhaustion,  wear  and  tear 
and  obsolescence  of  the  building  itself,  and  as  to  this  it  is  our  judg¬ 
ment  that  this  deduction  should  be  based  upon  an  assumed  life  of 
33%  years,  thus  giving  a  3  per  cent  annual  deduction. 


570 


5  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(565) 


The  deficiency  should  be  redetermined  by  excluding  any  deduction 
for  the  exhaustion  of  the  leasehold  and  by  including  a  deduction  for 
the  exhaustion  and  obsolescence  of  the  building  measured  by  3  per 
cent  on  its  cost  to  the  petitioner. 

Judgment  will  be  entered  in  accordance  with 
the  foregoing  opinion  on  15  days'  notice ,  under 
Rule  50. 


Appeal  of  F.  C.  Henderson  Co.  and  National  Talking  Machine 

Sales  Corporation. 

Docket  No.  5272.  Decided  November  20,  1926. 

/ 

Book  inventory  at  the  close  of  the  year  was  properly  reduced 
to  accord  with  the  physical  inventory.  Where  the  book  inventory 
reflects  an  increase  in  value  offset  by  a  “  reserve  for  apprecia¬ 
tion,”  the  action  of  the  Commissioner  in  adding  the  amount  of 
the  reserve  for  appreciation  to  the  net  income  returned  by  the 
petitioner  is,  in  the  absence  of  evidence  showing  material  facts, 
approved. 

David  Greer ,  Esq.,  for  the  petitioners. 

F.  0.  Graves ,  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  a  deficiency  in  income 
and  profits  taxes  for  the  calendar  year  1920  in  the  amount  of  $11,- 
879.17.  Only  a  part  of  this  deficiency  is  in  controversy.  The  ques¬ 
tion  presented  is  whether  an  appreciation  in  the  value  of  an  in¬ 
ventory  offset  by  a  “  reserve  for  appreciation  ”  constitutes  taxable 
income  of  the  year  1920. 

FINDINGS  OF  FACT. 

The  F.  C.  Henderson  Co.  and  the  National  Talking  Machine  Sales 
Corporation  were  affiliated  for  the  year  1920.  These  corporations  are 
engaged  in  the  sale  of  sewing  machines,  pianos,  talking  machines, 
talking  machine  records  and  accessories  for  talking  machines.  The 
F.  C.  Henderson  Co.  operates  thirty  odd  departments  in  stores 
owned  and  generally  operated  by  others  under  leasing  agreements  in 
different  parts  of  the  United  States.  When  merchandise  is  delivered 
to  these  stores,  the  stores  are  charged  upon  the  books  of  the  corpora¬ 
tion  with  such  merchandise  at  the  selling  price.  In  the  case  of 
sewing  machines,  pianos,  and  talking  machines,  an  accurate  record 
by  number  of  each  article  is  maintained  in  the  principal  office  in 
Boston.  In  the  case  of  talking  machine  records  such  procedure  is 
physically  impossible.  Each  month  the  person  in  charge  of  each 
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department  in  the  several  stores  located  throughout  the  United 
States  reports  to  the  head  office  in  Boston  the  merchandise  which  is 
on  hand  in  that  store.  This  report  is  not  priced.  At  the  close  of 
the  year  these  inventory  sheets  are  priced  and  become  the  closing  and 
opening  inventories  upon  the  books  of  the  petitioners.  The  in¬ 
ventories  of  sewing  machines,  pianos,  and  talking  machines  are 
priced  at  the  actual  cost  as  ascertained  from  the  detailed  record 
kept  by  the  F.  C.  Henderson  Co.  at  its  principal  office  in  Boston. 
Inasmuch  as  the  selling  price  of  records  during  the  year  1920  was  as 
a  matter  of  custom  and  fact  determined  by  the  manufacturers  of 
such  records,  and  inasmuch  as  records  were  sold  by  the  manufacturer 
to  the  petitioners  on  the  basis  of  40  per  cent  off  the  advertised  retail 
price,  the  records  were  priced  for  the  purpose  of  the  inventory  by 
taking  40  per  cent  off  the  advertised  retail  price.  This  practice  has 
been  consistently  followed  by  the  F.  C.  Henderson  Co.  and  its  sub¬ 
sidiary,  the  National  Talking  Machine  Sales  Corporation,  from  and 
including  the  year  1913  down  to  the  present  time. 

During  the  calendar  year  1920  the  advertised  retail  price  of  certain 
records  was  advanced  by  the  manufacturers.  The  petitioners  there¬ 
upon  set  up  on  their  books  an  account  called  “  reserve  for  apprecia¬ 
tion,”  crediting  this  account  with  an  amount  which  would  represent 
the  increase  in  the  cost  price  of  such  records  as  they  had  on  hand. 
A  corresponding  debit  was  made  to  merchandise.  Later  in  the  year 
1920  certain  reductions  were  made  in  the  price  of  records  which 
had  thus  been  increased  in  price  and  the  petitioners  reduced  their 
reserve  for  appreciation  correspondingly,  an  offset  credit  being  made 
to  merchandise.  At  the  close  of  the  year  1920  the  amounts  standing 
to  the  credit  of  the  “  reserve  for  appreciation  ”  in  the  case  of  the 
F.  C.  Henderson  Co.  was  $7,429.73,  and  in  the  case  of  the  National 
Talking  Machine  Sales  Corporation  $9,584.38.  The  net  income 
shown  upon  the  consolidated  return  filed  for  the  year  1920  was 
exclusive  of  these  reserves.  The  Commissioner  has  increased  the 
net  income  by  the  sum  of  these  two  reserves  or  $17,014.11. 

The  inventory  at  December  31,  1920,  of  both  corporations  is  shown 
by  the  petitioners’  books  of  account  to  have  been  $420,004.30,  and 
this  is  the  amount  of  the  inventory  used  by  the  petitioners  in  com¬ 
puting  the  consolidated  net  income  for  the  year  1920. 

OPINION. 

Smith:  In  their  petition  to  this  Board,  the  petitioners  allege  a 
number  of  errors  on  the  part  of  the  Commissioner  in  computing 
the  deficiency  in  income  tax  for  the  }^ear  1920.  Most  of  these  allega¬ 
tions  of  error  were  withdrawn  at  the  hearing.  The  allegations  of 
error  not  withdrawn  are  that  the  Commissioner  erred  in  increasing 
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the  inventory  at  December  31,  1920,  by  $9,925.60,  and  also  in  adding 
to  the  net  income  reserves  for  appreciation  in  the  value  of  merchan¬ 
dise  in  an  aggregate  amount  of  $17,014.11. 

The  Commissioner  increased  the  petitioners’  inventory,  at  the  close 
of  the  year  1920,  by  the  amount  of  $9,925.60,  the  increase  being 
predicated  upon  th.e  ground  contained  in  the  revenue  agent’s  report 
that  “it  was  found  that  this  amount  was  deducted  from  cost  of 
records  *  *  *  and  we  have  therefore  adjusted  the  inventory  to 

actual  cost.”  Denial  of  this  ground  has  been  entered  by  the  peti¬ 
tioners  and  proven  by  competent  witnesses.  The  evidence  is  that  the 
perpetual  inventory  carried  on  the  books  proved  to  be  $9,925.60  in 
excess  of  the  physical  inventory,  taken  at  the  close  of  the  year  and 
upon  the  basis  usually  employed  by  the  petitioners,  and  that  the  book 
inventory  was  adjusted  to  conform  to  the  actual  physical  inventory. 
Further,  it  is  apparent  from  the  facts  in  this  case  that  any  revision  of 
the  petitioners’  inventory  upward  would  not  reflect  an  inventory 
valued  on  the  basis  of  cost,  which  was  the  purpose  of  the  revenue 
agent’s  adjustment.  The  evidence  shows  conclusively  that  the  in¬ 
ventory  used  by  the  petitioners  in  computing  the  consolidated  net 
income,  to  wit,  $420,004.30,  represented  the  cost  of  all  merchandise 
other  than  records,  and  in  the  case  of  the  latter,  cost  plus  60  per  cent 
of  the  net  increase  in  the  retail  selling  price  of  records  where  said 
retail  selling  price  was  advanced  by  the  manufacturers  in  respect  of 
records  on  hand.  To  accomplish  the  purpose  of  the  revenue  agent 
and  restate  the  inventory  at  actual  cost,  a  revision  downward  of  the 
petitioners’  valuation  would  be  necessary.  The  Commissioner’s 
action  in  increasing  the  petitioners’  inventory  at  the  close  of  the 
year  1920  by  the  amount  of  $9,925.60,  which  results  in  an  increase 
of  the  same  amount  in  the  net  income,  as  reported  by  the  petitioners 
in  the  consolidated  return,  is  in  error. 

The  Commissioner  increased  the  consolidated  net  income,  as  re¬ 
turned  by  the  petitioners  for  the  year  1920,  by  the  amount  of  $17,- 
014.11,  being  the  total  of  amounts  carried  on  the  petitioners’  books 
in  reserves  for  appreciation  and,  as  shown  by  the  revenue  agent’s 


report,  is  composed  of  the  following: 

Discounts  received  in  1920  credited  to  the  reserve  for 

appreciation  instead  of  to  profit  and  loss _ $4,  904.  41 

Amounts  set  up  to  take  care  of  the  increase  in  market 
value  of  Columbia  records  on  hand  and  correspond¬ 
ing  charge  made  to  merchandise _ 12, 109. 40 

Total _ 17, 014. 11 


From  the  evidence  of  record  we  must  approve  the  action  of  the 
Commissioner  in  adding  to  the  net  income  the  $4,904.41,  above  re¬ 
ferred  to,  which  represents  discounts  received  in  1920.  We  see  no 
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reason  why  that  amount  should  not  have  been  credited  to  profit  and 
loss  instead  of  to  the  reserve.  The  action  of  the  Commissioner  in 
making  this  addition  to  net  income  is  approved. 

During  the  year  1920  the  petitioners  carried  a  considerable  stock 
of  talking  machine  records.  The  retail  selling  price  of  these  records 
was  fixed  by  the  manufacturers  thereof.  The  cost  of  the  records  to 
the  petitioners  was  the  retail  selling  price,  at  the  time  of  acquisition, 
less  a  discount  of  40  per  cent.  The  actual  cost  of  these  records  was 
charged  to  the  merchandise  account.  From  time  to  time,  during  the 
year  1920,  the  manufacturers  made  changes  in  the  retail  selling  price 
of  records  contained  in  the  petitioners’  stocks.  If  the  retail  selling 
price  was  increased,  the  petitioners  adjusted  the  merchandise  account 
to  reflect  the  new  costs  of  records  on  hand,  in  respect  of  which  the 
advance  in  selling  price  was  made,  by  charging  to  merchandise 
account  and  crediting  to  the  reserve  for  appreciation  an  amount 
sufficient  to  increase  the  book  value  of  the  records  to  reflect  their  re¬ 
placement  costs.  If  the  retail  selling  price  was  decreased,  the  merchan¬ 
dise  account  was  credited  and  the  reserve  for  appreciation  charged 
with  an  amount  sufficient  to  reduce  the  book  value  of  the  records,  in 
respect  of  which  the  decrease  in  selling  price  was  made,  to  reflect 
their  replacement  costs.  In  other  words,  the  book  value  of  records 
on  hand  was  always  equivalent  to  the  replacement  cost  thereof.  The 
result  of  all  the  adjustments  made  during  the  year  was  a  net  increase 
in  book  value  of  records,  over  actual  cost,  of  $12,109.70,  and  this  is 
the  amount  carried  in  the  reserve  for  appreciation  to  take  care  of  the 
write-up  in  the  book  value  of  records.  Since  purchasers  were  in¬ 
cluded  by  the  petitioners  in  the  cost  of  goods  sold,  for  the  purpose 
of  computing  net  income,  at  the  higher  book  value,  instead  of  being 
included  at  actual  cost  figures,  the  Commissioner  has  added  to  the 
net  income  the  whole  amount  in  the  reserve  for  appreciation  in  order 
to  offset  the  overstatement  in  the  cost  of  goods  sold  and  its  resulting 
understatement  of  net  income.  However,  the  closing  inventory, 
which  the  petitioners  used  in  computing  the  cost  of  goods  sold, 
included  all  records  on  hand  at  the  close  of  the  year,  at  the  retail 
selling  price  less  40  per  cent,  or  their  then  replacement  cost. 

Obviously,  one  of  three  situations  existed  at  the  close  of  the  tax¬ 
able  year  in  question.  Either  all  of  the  records,  in  respect  of  which 
there  had  been  a  change  in  the  selling  price  during  the  year  and  an 
adjustment  made  on  petitioners’  books  of  account  that  they  might 
reflect  the  replacement  cost  of  these  records  rather  than  the  actual 
cost,  were  on  hand  and  included  in  the  inventory  at  their  replace¬ 
ment  cost;  or  all  of  them  had  been  sold  during  the  year  and  none 
remained  on  hand  at  the  close  of  the  year;  or  some  of  them  were 
sold  during  the  year  while  others  remained  on  hand  to  be  included 
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in  the  inventory  at  their  replacement  cost.  The  correctness  of  the 
Commissioner’s  determination  depends  upon  which  of  these  three 
situations  actually  existed.  If  the  first  mentioned  situation  is  the 
correct  one,  then  the  Commissioner  is  entirely  in  error  in  increasing 
the  net  income  by  the  amount  of  $12,109.70,  representing  the  reserve 
for  appreciation  of  merchandise,  since  any  overstatement  of  the 
cost  of  goods  sold  which  might  otherwise  result  from  computing 
such  cost  on  the  basis  of  the  replacement  cost,  rather  than  actual 
cost,  of  purchases,  has  been  entirely  offset  by  the  petitioners’  com¬ 
pensating  error  in  taking  the  inventory  into  the  cost  computation 
at  a  valuation  which  is  $12,109.70  in  excess  of  actual  cost.  On  the 
other  hand,  if  the  second  mentioned  situation  existed,  and  none  of 
the  records  remained  on  hand  at  the  close  of  the  year,  it  is  clear 
that  the  overstatement  of  the  cost  of  goods  sold,  occasioned  by  taking- 
purchases  into  the  cost  computation  at  an  amount  in  excess  of 
cost,  could  not  be  compensated  for  except  by  increasing  the  net 
income  by  the  amount  of  the  reserve  for  appreciation  of  merchan¬ 
dise,  which  is  precisely  what  the  Commissioner  has  done.  If  only  a 
part  of  these  records  were  sold  during  the  year  and  a  part  remained 
on  hand  at  the  close  and  were  included  in  the  inventory  at  their 
replacement  cost,  then  the  overstatement  in  the  cost  of  goods  sold 
has  been  partially  compensated  for,  that  is,  to  the  extent  that  the 
inventory  value  of  records  on  hand  at  the  close  of  the  year 
exceeds  their  actual  cost;  and  to  make  a  full  compensation  for  the 
overstatement  the  net  income  must  be  increased  b}^  such  an  amount 
as  represents  the  portion  of  the  reserve  for  appreciation  of  mer¬ 
chandise  attributable  to  the  overstatement  on  the  books  of  the  cost 
of  records  sold  during  the  year. 

Which  of  the  three  possible  situations  above  referred  to  actually 
ex’sted  at  the  close  of  the  taxable  year  in  question,  we  have  not  been 
advised.  We  can  only  infer,  from  statements  made  in  the  peti¬ 
tioners’  brief  which  was  filed  after  the  hearing,  that  it  is  the  last 
mentioned  situation  with  which  we  are  dealing.  If  that  be  true, 
then  the  Commissioner  is  justified  in  restoring  to  net  income  only 
that  portion  of  the  reserve  for  appreciation  attributable  to  the  over¬ 
statement  of  the  cost  of  such  records  as  were  sold  during  the  year. 
But  our  decision  must  be  predicated  upon  findings  of  fact  which 
are  clearly  supported  by  the  evidence,  it  being  obviously  without 
our  province  to  make  any  assumption  or  to  draw  inferences  as  to 
what  the  facts  may  be.  Such  being  the  case,  our  decision  must 
necessarily  be  for  the  Commissioner. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 
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SEABOARD  MILLS,  INC. 

Appeal  of  Seaboard  Mills,  Inc.,  (Fleitmann  &  Go.,  Inc., 

Successor). 

Docket  No.  5499.  Decided  November  20,  1926. 

i 

Petitioner  was  not  during  tbe  year  1918  a  personal  service 
corporation. 

Richard  E.  Dwight ,  Esq.,  and  Jacob  G.  Schwrman ,  Jr.,  Esq.,  for 
the  petitioner. 

J.  Arthur  Adams ,  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  a  deficiency  in  in¬ 
come  and  profits  taxes  for  the  calendar  year  1918,  in  the  amount 
of  $51,318.40,  arising  from  the  refusal  of  the  Commissioner  to  clas¬ 
sify  the  petitioner  as  a  personal  service  corporation  and  from  the 
increase  by  him  of  the  net  income  for  the  year  in  the  amount  of 
$3,799.21,  upon  the  ground  that  this  amount,  representing  income 
and  profits  taxes  for  the  year  1917,  was  deducted  from  1918  income. 

FINDINGS  OF  FACT. 

The  petitioner  was  incorporated  October  27,  1914,  under  the  laws 
of  New  York,  to  engage  in  business  as  selling  agent  for  various  cot¬ 
ton  mills.  In  1914,  Fleitmann  &  Co.,  a  partnership,  was  engaged  in 
business  as  factors  and  commission  merchants.  In  such  capacity  it 
made  advances  against  merchandise  to  various  mills  for  which  it 
acted  as  sales  agent.  It  had  about  twenty  different  departments, 
including  a  sales  force  engaged  in  selling  the  product  of  the  various 
cotton  mills  and  designated  as  the  Cotton  Department.  One  Rich¬ 
ardson  and  one  Baldwin  were  employed  as  salesmen  in  this  depart¬ 
ment.  In  1914  the  partnership  was  compelled  to  discontinue  acting 
as  factor  and  sales  agent  and  this  left  the  various  mills,  the  sale  of 
the  products  of  which  Henry  C.  Fleitmann,  one  of  the  partners, 
controlled,  without  a  factor  to  finance  their  operation  and  without 
a  sales  agent.  Thereupon,  Henry  C.  Fleitmann,  one  of  the  partners 
who  held  contracts  with  the  various  cotton  mills  for  the  sale  of  their 
entire  output,  entered  into  negotiations  with  the  firm  of  L.  F.  Dom- 
merich  &  Co.  and  induced  that  firm  to  act  as  factor  for  the  mills. 
L.  F.  Dommerich  &  Co.  agreed  to  the  proposition  but  refused  to 
have  anything  whatever  to  do  with  the  selling  of  the  goods  pro¬ 
duced  by  these  mills.  It  was  stipulated  as  a  condition  precedent  to 
its  undertaking  to  act  as  factor  that  Henry  C.  Fleitmann  should  have 
entire  charge  of  the  sale  of  the  products  of  the  mills  which  it  rep¬ 
resented.  Fleitmann  agreed  to  this  condition,  and  in  order  to  carry 
out  the  agreement  organized  the  petitioner  to  act  as  sales  agent. 
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About  November  1,  1918,  the  various  cotton  mills  which  Fleitmann 
&  Co.  had  theretofore  represented  entered  into  contracts  with  L.  F. 
Dommerich  &  Co.  of  equal  import.  The  contract  with  the  Union 
Buffalo  Mills  Co.  provided,  in  part,  as  follows : 

The  Union-Buffalo  Mills  Co.  will  discount  with  and  assign  or  cause  to  be 
assigned  to  L.  F.  Dommerich  &  Co.  all  the  accounts  arising  from  the  sale  of 
its  entire  product  from  and  after  the  1st  day  of  November,  1914;  the  sales 
are  to  be  made  by  its  own  selling  agent  or  agents.  All  expenses  necessary 
for  the  business  shall  be  borne  by  the  Union-Buffalo  Mills  Co.,  or  its  selling 
agent  or  agents,  including  the  billing  and  delivery  of  the  goods,  and  L.  F. 
Dommerich  &  Co.  shall  be  under  no  expense  except  their  own  office  and  assume 
no  responsibility  or  obligation  except  as  hereinafter  stated. 

The  Union-Buffalo  Mills  Co.  will  duly  assign  or  cause  to  be  assigned  all 
accounts  which  it  renders  to  its  customers  to  L.  F.  Dommerich  &  Co.,  such 
assignments  to  be  made  on  a  form  acceptable  to  L.  F.  Dommerich  &  Co.  All 
bills  are  to  be  sent  to  L.  F.  Dommerich  &  Co.  for  transmission  to  the  customers. 
L.  F.  Dommerich  &  Co.  will  discount  these  bills  to  the  Union-Buffalo  Mills  Co. 
monthly  and  make  remittances  monthly  or,  if  required,  oftener,  after  the 
goods  have  been  delivered  to  and  accepted  by  the  customers. 

The  Union-Buffalo  Mills  Co.  agrees  to  allow  L.  F.  Dommerich  &  Co.  to 
retain,  when  remitting  against  these  bills,  an  amount  commensurate  with  the 
volume  of  business  done  to  cover  L.  F.  Dommerich  &  Co.  against  returns, 
claims,  etc.  All  claims  and  returns  shall  be  reported  to  L.  F.  Dommerich  & 
Co.  at  once  and  are  to  be  charged  to  the  Union-Buffalo  Mills  Co.  immediately 
and  all  payments  made  by  L.  F.  Dommerich  &  Co.  thereon  shall  be  refunded 
to  this  firm  upon  demand  and  the  amount  of  any  such  claims  or  of  any  deduc¬ 
tions  upon  account  thereof,  made  by  customers  from  any  payments  due  L.  F. 
Dommerich  &  Co.  may  be  deducted  by  L.  F.  Dommerich  &  Co.  from  subse¬ 
quent  remittances  to  be  made  by  them  to  the  Union-Buffalo  Mills  Co.  but 
L.  F.  Dommerich  &  Co.,  (unless  it  be  required  for  their  own  protection)  shall 
pass  no  credits  to  customers  for  claims,  deductions,  returns,  etc.,  without  the 
instructions  therefor  from  the  Union-Buffalo  Mills  Co.  The  Union-Buffalo 
Mills  Co.  will  attend  to  the  settlement  of  all  disputes  with  and  claims  of 
customers  without  expense  to  L.  F.  Dommerich  &  Co.  All  proposed  sales  shall 
be  submitted  to  L.  F.  Dommerich  &  Co.  and  shall  not  be  made  unless  L.  F. 
Dommerich  &  Co.  approve  them  in  writing,  in  which  case  L.  F.  Dommerich 
&  Co.  guarantee  to  the  Union-Buffalo  Mills  Co.  the  proceeds  thereof  after  the 
goods  have  been  delivered  to  and  finally  accepted  by  the  customers  as  to  price, 
terms  and  quality. 

******* 

L.  F.  Dommerich  &  Co.  will  charge  on  the  15th  of  the  month  in  which  the 
sales  are  made  a  commission  of  4%  on  the  amount  of  all  sales  for  their 
services  and  the  services  of  the  selling  agents  of  the  Union-Buffalo  Mills  Co. 
L.  F.  Dommerich  &  Co.  will  render  accounts  current  semi-annually,  in  which 
the  interest  is  figured  at  the  rate  of  six  per  cent  (6%)  per  annum,  pro  and  con. 

L.  F.  Dommerich  &  Co.  agree  to  loan  and  advance  to  the  Union-Buffalo 
Mills  Co.  in  addition  to  the  payments  against  sales,  as  provided  for  in  para¬ 
graph  3,  an  amount  not  over  $1,025,000.  on  open  account  at  any  time,  but 
L.  F.  Dommerich  &  Co.  shall  not  be  required  to  make  such  loans  or  advances 
to  the  Union-Buffalo  Mills  Co.  in  excess  of  $160,000.  per  month  but,  however, 
should  the  sales  be  less,  in  any  one  year  ending  October  31  than  $2,800,000, 
then  L.  F.  Dommerich  &  Co.  shall  only  be  required  to  advance  during  the 
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following  year  10/28  of  the  previous  year’s  sales  and  the  amount  required 
each  month  by  the  Union-Buffalo  Mills  Co.  shall  be  reduced  proportionately. 

The  Union-Buffalo  Mills  Co.  agrees  that  they  will  not  borrow  from  any 
banks  or  anyone  other  than  L.  F.  Dommerich  &  Co.  for  any  purpose  other 
than  legitimate  business  and  that  they  will  not  give  security  other  than  cotton 
purchased  in  excess  of  approximately  a  month’s  supply,  for  any  outside  loans 
without  the  consent  of  L.  F.  Dommerich  &  Co.  and  that  their  liabilities  will 
not  be  increased  to  the  detriment  of  L.  F.  Dommerich  &  Co. ;  it  being  under¬ 
stood  and  agreed  that  the  net  debts  of  the  Union-Buffalo  Mills  Co.  shall  not 
be  increased.  L.  F.  Dommerich  &  Co.  shall  not  be  compelled  to  make  advances 
to  the  Union-Buffalo  Mills  Co.  if  the  condition  of  the  money  market  in  New 
York  City  makes  it  impossible  for  them  to  procure  the  funds. 

On  October  23,  1914,  L.  F.  Dommerich  &  Co.  wrote  the  petitioner 
as  follows: 

We  beg  to  inform  you  herewith  that  we  have  to-day  entered  into  contracts 
with  the  following  companies,  for  the  financing  of  their  business: 

Union  Buffalo  Mills  Co. 

Fairmont  Manufacturing  Co. 

Courtenay  Mfg.  Co. 

Warren  Mfg.  Co. 

Orangeburg  Mfg.  Co. 

Bamberg  Cotton  Mills  Co. 

In  consideration  of  these  arrangements  we  shall  pay  to  you,  for  the  account 
of  each  manufacturer,  out  of  the  commission  collected  by  us  covering  your 
and  our  services,  a  commission  of  1%%  on  all  sales  made  by  you,  except  for 
the  account  of  the  Warren  Mfg.  Co.,  on  whose  sales  we  are  to  pay  you  one  %. 

You  are  to  act  as  selling  agents  for  these  companies  and,  as  such,  assume 
all  responsibilities  for  the  sales  towards  the  manufacturers. 

You  may  obtain  additional  agencies  for  other  companies  if  they  are  ac¬ 
ceptable  to  us. 

All  sales  which  you  make  must  be  made  payable  to  us  and  cannot  be  made 
unless  our  credit  office  approves  their  terms  and  amounts. 

This  understanding  is  to  continue  until  November  1st,  1919.  Either  party 
shall  have  the  right  to  terminate  it  on  six  months  prior  written  notice  at  any 
time  on  or  after  November  1st,  1916. 

Kindly  acknowledge  receipt  of  this  communication,  thereby  accepting  all 
conditions  contained  therein. 

Upon  its  organization  the  petitioner  acquired  the  selling  con¬ 
tracts  held  by  Fleitmann  &  Co.  with  the  Union-Buffalo  Mills  Co., 
Fairmont  Manufacturing  Co.,  Bamberg  Manufacturing  Co., 
Orangeburg  Manufacturing  Co.,  Warren  Manufacturing  Co.  and  the 
Santee  Mills  Co.,  which  was  the  successor  to  the  Orangeburg  Manu¬ 
facturing  Co.  In  exchange  for  these  contracts  the  petitioner  issued 
to  Henry  C.  Fleitmann  and  those  persons  designated  by  him  its 
capital  stock  of  the  par  value  of  $75,000.  Additional  stock  of  the 
par  value  of  $25,000  was  issued  for  cash,  making  the  total  outstand¬ 
ing  capital  stock  of  the  petitioner  $100,000,  which  remained  in  that 
amount  throughout  the  taxable  year  1918. 
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Between  October  27  and  November  2,  1918,  the  above  mentioned 
mills,  with  the  exception  of  the  Santee  Mills,  which  continued  its 
contract  verbally,  wrote  the  petitioner  as  follows : 

As  you  know,  we  have  entered  into  a  contract  with  Messrs.  L.  F.  Dommerich 
&  Co.  providing  that  for  the  term  of  the  contract  our  product  is  to  be  sold  by 
selling  agents,  subject  to  the  approval  of  Dommerich  &  Co.,  and  the  accounts 
resulting  therefrom  are  to  be  assigned  to  L.  F.  Dommerich  &  Co.  and  guar¬ 
anteed  and  accounted  for  by  them.  This  contract  is  to  continue  from  No¬ 
vember  1st,  1914  to  November  1st,  1916,  and  thereafter  subject  to  termination 
on  six  months’  written  notice. 

We  confirm  our  understanding  with  you  that  for  the  term  of  this  contract 
you  are  to  act  as  our  selling  agents  for  the  entire  product  of  our  mills,  the 
sales  to  be  subject  to  the  approval  of  L.  F.  Dommerich  &  Co.,  and  that  you 
are  on  our  behalf  to  assign  the  accounts  to  them  and  bill  the  goods  through 
them  upon  forms  which  they  may  approve,  the  bills  to  be  handed  to  them  for 
transmission  to  customers  in  accordance  with  our  agreement.  Consignment 
invoices  of  the  goods  will  be  sent  to  you  as  well  as  customers’  receipts  and 
shipping  documents,  the  latter  to  be  transmitted  by  you  to  Messrs.  L.  F. 
Dommerich  &  Co.,  and  it  is  understood  that  you  are  to  act  for  us  in  adjusting 
disputes  with  customers  regarding  claims,  rejections,  returns,  cancellations, 
etc.,  and  are  to  advise  Messrs.  L.  F.  Dommerich  &  Co.  of  any  such  adjustment. 

It  is  understood  that  all  selling  expenses,  which  in  the  conduct  of  the  busi¬ 
ness  heretofore  through  Fleitmann  &  Co.’s  cotton  department  have  been  borne 
by  them,  shall  be  borne  by  you  with  the  exception  of  such  part  thereof  as 
Messrs.  L.  F.  Dommerich  &  Co.  under  their  agreement  with  us  may  bear,  and 
to  cover  your  expenses  and  for  your  compensation  you  are  to  receive  such 
part  of  the  gross  commission  of  four  per  cent  (4 %)  on  all  sales  charged  by 
Messrs.  L.  F.  Dommerich  &  Co.  under  their  agreement  with  us  as  you  may 
agree  upon  with  them. 

This  agreement  is  to  continue  until  November  1st,  1916,  and  thereafter  from 
year  to  year  subject  to  termination  on  six  months’  written  notice. 

If  this  is  in  accordance  with  your  understanding  kindly  confirm  the  same. 

At  the  time  the  petitioner  acquired  the  selling  agency  of  Fleit¬ 
mann  &  Co.,  Richardson  and  Baldwin  were  under  contract  with  it 
for  services  and  the  petitioner,  as  the  successor  of  Fleitmann  &  Co., 
paid  to  them  $10,000  each  in  consideration  of  the  cancellation  of 
the  existing  contracts. 

During  the  year  1918  the  capital  stock  of  the  petitioner  was 
owned  by  Henry  C.  Fleitmann.  president,  in  the  amount  of  $60,000, 
Frank  E.  Whitman,  treasurer,  in  the  amount  of  $20,000,  and  Ell- 
roy  Curtis,  secretary  and  salesman,  in  the  amount  of  $20,000.  Each 
of  the  stockholders  was  regularly  engaged  in  the  active  conduct  of 
the  affairs  of  the  corporation.  In  addition  to  the  stockholders,  the 
petitioner  employed  two  clerks  who  assisted  in  the  sale  of  the  prod¬ 
uct  of  the  various  mills  termed  “  seconds,”  a  telephone  operator,  two 
stenographers,  an  order  clerk,  a  stock-book  clerk,  a  sales  clerk,  an 
office  boy,  and  a  porter. 

As  selling  agent  the  petitioner  sold  the  product  of  the  cotton  mills 
hereinbefore  mentioned,  advising  such  mills  with  respect  to  the 
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most  favorable  time  to  sell  their  finished  product  or  surplus  raw 
materials  and  as  to  the  most  propitious  time  to  purchase  additional 
raw  materials  for  future  use.  It  secured  for  certain  mills  contracts 
foi;  future  deliveries  and  conferred  from  time  to  time  with  the 
factor,  L.  F.  Dommerich  &  Co.,  concerning  the  progress  and  finan¬ 
cial  requirements  of  the  various  mills.  All  sales  were  made  under 
the  direct  supervision  of  the  officers  and  the  stockholders,  and  were 
in  the  total  amounts  following: 


Union-Buffalo  Mills  Co _ $6,857,447.32 

Fairmont  Manufacturing  Co _  597,  894.  59 

Warren  Manufacturing  Co _  1, 168,  685.  68 

Santee  Mills _  663,882.62 

Bamberg  Manufacturing  Co -  363,  719.  73 


Total _  9,  651,  629.  94 


Of  the  above  amount,  $4,727,327.44  represented  sales  made  direct 
and  $4,924,357.14  represented  sales  made  through  brokers,  as  herein¬ 
after  mentioned. 

Ninety-five  per  cent  of  the  total  sales  during  the  year  were  made 
by  the  stockholders,  the  remaining  5  per  cent  of  sales,  representing 
the  product  of  various  mills  termed  “  seconds,”  were  made  to  the 
East  Side  New  York  trade  by  the  two  clerks  employed  by  the  peti¬ 
tioner,  under  the  direct  supervision  of  the  stockholders.  Although 
Fleitmann  did  not  actually  go  out  and  take  orders,  he  was  the  manag¬ 
ing  head  of  the  business  and  a  greater  portion  of  the  income  was  due 
to  his  activities.  He  supervised  all  sales  and  his  judgment  in  all 
matters  affecting  the  company  was  controlling. 

A  little  over  one-half  of  the  total  sales  represented  the  product  of 
the  mills  sold  by  the  stockholders  of  the  petitioner  through  brokers 
who  controlled  purchases  of  this  character  by  certain  dealers.  In 
cases  where  orders  were  secured  by  the  petitioner  through  brokers, 
such  brokers  acted  for  and  represented  the  buyers  and,  pursuant  to 
trade  custom,  their  commissions  were  paid  by  the  mill  making  the 
sale  and  were  deducted  from  the  commission  to  which  the  petitioner 
was  entitled  upon  the  sale.  The  brokers  were  not  at  any  time  in 
the  employ  of  the  petitioner. 

In  1918  the  petitioner  held  as  investments,  which  were  not  used 
or  employed  in  its  business,  the  following  securities:  Liberty  bonds 
in  the  amount  of  $7,400  at  the  beginning  of  the  year  and  in  the 
amount  of  $102,000  at  the  end  of  the  }rear,  780  shares  of  the  capital 
stock  of  the  Santee  Mills  and  1,100  shares  of  the  capital  stock  of 
the  Warren  Manufacturing  Co.  The  1,100  shares  of  stock  of  the 
latter  company  were  purchased  sometime  between  1918  and  sold  in 
the  same  year  at  a  net  profit  of  $20,000. 

The  gross  income  of  the  petitioner  for  the  year  1918  was 
$174,862.12.  Eighty-four  per  cent  of  this  amount,  or  $146,552.07, 
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represented  commissions  on  sales,  liy2  per  cent,  or  $20,000,  rep¬ 
resented  the  profit  upon  the  sale  in  1918  of  the  stock  of  the  Warren 
Manufacturing  Co.  acquired  in  the  same  year,  and  4%  per  cent,  or 
$8,309.05,  represented  dividends  received  upon  the  stock  of  other 
corporations  and  Liberty  bond  interest. 

The  balance  sheet  of  the  petitioner  at  the  beginning  and  end  of 
the  year  1918  was  as  follows : 


Dec.  31,  1917. 

Dec.  31, 1918. 

ASSETS. 

Cash  in  banks  and  on  hand . 

Accounts  receivable: 

L.  F.  Dommerich  &  Co . 

H.  C.  Fleitmann-Loan . 

H.  B.  Jennings-Loan _ _ 

$6, 846. 85 

$8,111.89 

44, 000. 00 

2, 000. 00 

1, 801. 00 

-  55,912.89 

72, 586.  74 

7, 400. 00 

$4,  015.  04 

$13, 515.  86 

24,  000.  00 

Due  from  employees  on  Liberty  bond  subscriptions. 

Investments: 

In  stock  of  Santee  Mills  (780  shares) . 

In  United  States  Liberty  loans . 

In  war  savings  stamps _ 

-  37,  515.  86 

72, 586.  74 

102,  995.  29 

846.  00 

-  176, 42a  03 

524.  96 
75,  000.  00 

293,  483.  89 

Furniture  and  fixtures . . . 

Contracts,  good  will,  etc.. . 

LIABILITIES  AND  CAPITAL. 

Notes  payable: 

Lincoln  Trust  Co . . . . 

Fleitmann  &  Co _ _ _ _ 

-  79,986.74 

590.  58 
75, 000.  00 

218, 337. 06 

25,  000.  00 

36, 000.  00 

-  61,000.00 

4,  000.  00 

2,  859.  45 

500.  00 

358.  04 

-  3,  717.  49 

20,  000.  00 
6, 907.  28 
100,  000.  00 

22,  712.  29 

27,  000.  00 

27, 000.  00 

15,  000.  00 

470.  24 

Liberty  bonds  unpaid  subscriptions . 

Accounts  payable: 

Brokerage... . . . . . . 

Legal  fees . . . . . . 

M  iscellaneous . . . . . . 

350.  74 

-  820. 98 

40.  000.  00 

100,  000.  00 

84, 842.  55 

25,  820.  36 

-  110,662.91 

293, 483.  89 

Accrued  salaries _ _  _ _ _ _ 

Reserve  for  Federal  income  and  excess  profits  taxes . 

Capital . . . . . . . . . . 

Surplus: 

Profit  and  loss _ _ _ 

Surplus _ _ _ 

-  22,712.29 

218,  337.  06 

The  accounts  receivable  represent  loans  made  by  the  petitioner  to 
the  persons  named.  Henry  C.  Fleitmann  was  the  president  and  the 
largest  stockholder  of  the  petitioner  and  president  of  the  Union- 
Buffalo  Mills  Co. ;  H.  B.  Jennings  was  superintendent  of  the  Union- 
Buffalo  Mills  Co.  Notes  payable  to  the  Lincoln  Trust  Co.  and 
Fleitmann  &  Co.  represented  money  borrowed  by  the  petitioner  with 
which  to  purchase  stock  of  the  other  corporations. 

The  Commissioner  increased  the  net  income  for  1918  in  the  amount 
of  $3,799.21,  representing  income  and  profits  taxes  for  the  year  1917 
claimed  to  have  been  taken  as  a  deduction  by  the  petitioner  in  com¬ 
puting  its  taxable  net  income. 

On  June  7,  1918,  this  amount  of  $3,799.21  was  charged  to  profit 
and  loss  account  on  the  books  of  the  petitioner,  and  on  the  same  date 
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a  contra-entry  was  made  in  a  similar  amount  transferring  this  charge 
to  the  tax  account,  a  reserve  account  set  up  on  the  books  in  1917.  A 
reconciliation  of  the  surplus  account,  as  shown  by  the  books  for  1918, 
shows  that  the  net  income  as  reported  in  the  tax  return  did  not  in¬ 
clude  any  deduction  for  the  preceding  year’s  taxes. 


OPINION. 

Littleton:  The  petitioner  contends  that  its  income  for  the  year 
1918  was  due  primarily  to  activities  of  its  stockholders;  that  it  was 
not  engaged  in  trading  as  a  principal ;  and  that  capital  was  not  used 
in  the  business  and  was  not  a  material  income-producing  factor. 

All  of  the  stockholders  were  regularly  engaged  in  the  active  con¬ 
duct  of  the  affairs  of  the  corporation  and  84  per  cent  of  the  gross  in¬ 
come  may  be  ascribed  primarily  to  their  activities.  It  was  not 
engaged  in  trading  as  a  principal,  but  it  appears  that  a  portion  of 
its  income  was  produced  by  capital.  Section  200  of  the  Revenue  Act 
of  1918  provides  that  the  term  “  personal  service  corporation  ”  means 
a  corporation  in  which  capital  (whether  invested  or  borrowed)  is  not 
a  material  income-producing  factor.  It  appears,  as  the  findings  of 
fact  show,  that  16  per  cent  of  the  petitioner’s  gross  income  was  pro¬ 
duced  by  capital,  invested  or  borrowed,  and  from  the  sale  of  stock 
of  another  corporation  purchased  within  the  year.  The  statute  pro¬ 
vides  that  before  a  corporation  is  entitled  to  classification  as  a 
personal  service  corporation  its  income  must  be  ascribed  primarily 
to  the  activities  of  the  principal  owners  or  stockholders,  and  as  was 
said  by  the  court  in  the  case  of  Matteson  Go.  v.  Willcuts ,  12  Fed. 
(2d)  447: 

Any  corporation  claiming  to  be  a  personal  service  corporation  must  bring 
itself  fairly  within  the  requirements  of  such  an  organization,  as  provided 
by  law.  Every  corporation  has  full  control  of  its  own  activities.  It  knows  what 
the  requirements  of  a  personal  service  corporation  are.  It  may  comply  there¬ 
with  and  easily  keep  within  the  limits  thereof  if  it  so  choose,  or  it  may  not  if 
it  otherwise  prefers.  If  it  does  not  fairly  observe  and  keep  within  the  re¬ 
quirements  of  the  law,  it  should  not  claim  the  benefits  which  the  law  confers. 
To  nearly  comply  with  the  law,  or  to  come  within  hailing  distance  thereof, 
is  not  enough. 

The  court  in  that  case  denied  the  claim  of  the  taxpayer  that  it 
was  a  personal  service  corporation  upon  the  ground  that  one  of  the 
principal  stockholders  was  not  regularly  engaged  in  the  active  con¬ 
duct  of  the  business,  and,  with  regard  to  whether  capital  was  a 
material  income-producing  factor,  the  court  said : 

In  this  case  a  little  over  5  per  cent,  of  the  income  of  plaintiff  corporation, 
during  the  year  1919,  was  derived  from  interest,  discount,  and  profits  on 
moneys  invested.  Here  again  the  corporation,  being  free  to  elect  to  comply 
with  the  law,  has  come,  at  least,  dangerously  near  a  violation  thereof.  If  it 
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is  to  claim  the  privilege  of  a  personal  service  corporation,  it  should  keep  free 
from  investments  which  yield  interest  or  profit.  The  capital  here  involved 
was  not  such  as  was  necessarily  incident  to  carrying  on  the  corporate  activi¬ 
ties,  hut  was  free  capital.  In  view  of  the  rather  small  amount  of  the 
income  from  interest,  discount,  and  profits,  the  courts  might  hesitate  to  deny 
personal  service  classification  to  the  corporation  on  that  ground,  if  otherwise 
its  right  to  such  classification  was  fairly  shown.  Here,  where  the  right  to 
such  classification  otherwise  is  not  shown,  the  receipt  of  such  interest,  discount, 
and  profits  should  not  be  ignored,  and  may  be  assigned  for  what  it  is  worth  as 
a  further  ground  of  opposition  to  plaintiff’s  claims. 

In  the  opinion  of  the  Board,  it  is  immaterial  whether  the  income 
derived  from  capital  is  produced  by  the  use  of  that  capital  in  the 
business  in  which  the  petitioner  is  primarily  engaged.  It  is  income 
within  the  definition  of  section  200  no  less  because  it  arises  from  in¬ 
vestments  or  sale  of  assets.  The  Board  is  of  the  opinion  that  it 
was  not  the  intention  of  Congress  to  grant  to  corporations  personal 
service  classification  when  capital  is  found  to  have  produced  during 

the  vear  a  substantial  amount  of  income.  Under  the  circumstances 
*/ 

in  this  appeal,  we  believe  that  capital  was  a  material  income-produc¬ 
ing  factor  within  the  meaning  of  the  statute  and  that  petitioner  is 
not  entitled  to  classification  as  a  personal  service  corporation. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 


Appeal  of  Excelsior  Motor  Manufacturing  &  Supply  Co.,  and 

Arnold  Schwinn  &  Co. 

Docket  No.  4686.  Decided  November  20,  1926. 

In  the  light  of  the  circumstances  in  this  case,  held,  that  the  tax 
return  filed  for  1918  was  not  fraudulent  and  that  the  petitioners 
are  not  liable  to  the  assessment  of  the  penalty  provided  by  the 
statute  for  the  filing  of  a  fraudulent  return. 

John  E.  Hughes ,  Esq .,  for  the  petitioners. 

Harold  Alien, ,  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  a  deficiency  in  income 
and  profits  taxes  for  the  calendar  year  1918  in  the  amount  of 
$44,370.99,  plus  a  penalty  of  $22,185.50  for  alleged  fraud  in  filing 
a  false  returA.  The  issues  raised  by  the  proceeding  are : 

(1)  Whether  the  petitioners’  opening  inventory  for  the  calendar 
year  1918  was  understated  by  the  Commissioner  in  computing  peti¬ 
tioners’  tax  in  the  amount  of  $31,890.39. 

(2)  Whether  or  not  the  petitioners  filed  a  false  and  fraudulent 
return  with  intent  to  evade  taxes  for  the  calendar  year  1918. 
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(3)  Whether  the  Commissioner  incorrectly  determined  petition¬ 
ers’  invested  capital. 

(4)  Whether  the  Commissioner  should  have  assessed  petitioners’ 

profits  tax  under  section  328  of  the  Revenue  Act  of  1918. 

1  • 

FINDINGS  OF  FACT. 

The  Excelsior  Motor  Mfg.  &  Supply  Co.,  hereinafter  referred 
to  as  the  Excelsior  Motor  Co.,  is  an  Illinois  corporation  engaged 
in  the  manufacture  of  motorcycles,  with  its  offices  and  factory  in 
Chicago.  Arnold  Schwinn  &  Co.  is  a  subsidiary  company  engaged 
in  the  manufacture  of  bicycles  and  is  also  an  Illinois  corporation 
with  its  offices  and  factory  located  one  mile  from  those  of  the  Excel¬ 
sior  Motor  Co.  During  the  year  1918  the  former  company,  in 
addition  to  the  manufacture  of  motorcycles,  was  engaged  in  the 
manufacture  of  airplane  engines  and  Handley  Page  bombing  planes. 
For  the  year  1918  the  companies  filed  a  consolidated  return  in  the 
name  of  the  Excelsior  Motor  Co. 

The  petitioners  made  their  income-tax  return  for  1917  and  prior 
years  upon  a  calendar  year  basis.  The  Excelsior  Motor  Co.  took  a 
physical  inventory  once  a  year,  which  was  always  taken  on  or  as 
of  October  31.  The  inventory  used  in  computing  the  profits  for 
the  year  for  the  purpose  of  the  income-tax  return  was  obtained  by 
adding  to  the  inventory  at  October  31  all  the  purchases  for  Novem¬ 
ber  and  December  and  by  deducting  from  the  total  the  sales  for 
November  and  December  at  selling  price.  In  this  manner  the  closing 
inventory  for  1917,  which  was  the  opening  inventory  for  1918,  wTas 
understated  by  the  amount  of  the  gross  profits  on  the  November 
and  December  sales.  At  the  hearing  the  Commissioner  admitted 
error  in  computation  resulting  in  an  understatement  of  the  1918 
opening  inventory  in  the  amount  of  $31,890.39. 

The  fraud  penalty  proposed  for  assessment  by  the  Commissioner 
for  the  filing  of  a  false  return  for  the  year  1918  is  based  upon  an 
understatement  of  the  closing  inventory  for  1918  by  approximately 
$93,000.  This  understatement  occurred  in  the  following  manner: 

When  the  Excelsior  Motor  Co.  was  working  on  a  contract  for  parts 
for  Plandley  Page  bombing  planes,  the  War  Department  sent  ac¬ 
countants  to  the  plant  of  the  company  to  audit  its  books  with  refer¬ 
ence  to  this  work.  After  the  signing  of  the  Armistice  the  chief  of 
these  accountants  informed  the  president  of  the  petitioner  corpora¬ 
tions  that  he  was  leaving  the  Government  service  and  solicited  em¬ 
ployment  to  make  out  the  tax  return  for  the  Excelsior  Motor  Co. 
He  was  employed  to  do  so.  He  inquired  of  the  secretary  of  the  com¬ 
pany  when  the  physical  inventory  was  taken  for  1917,  and  when 
advised  that  it  was  taken  on  October  31,  1917,  he  assumed  that  the 
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physical  inventory  which  was  taken  December  31,  1918,  had  accumu¬ 
lated  over  a  period  of  fourteen  months  and  that  it  was  not  the  correct 
inventory  to  use  in  determining  the  profits  of  the  corporation  for  the 
year  1918.  He  discussed  the  problem  with  other  accountants  of  the 
accounting  firm  with  which  he  was  employed,  and  was  advised  by 
one  of  them  to  go  to  the  office  of  the  collector  of  internal  revenue  in 
Chicago  and  make  inquiry  as  to  how  to  handle  the  matter.  He  went 
there  and  was  advised  to  divide  the  inventory  of  December  31,  1918, 
by  14  and  multiply  the  result  by  12,  and  to  use  this  sum  in  computing 
the  inventory  at  December  31,  1918.  This  he  did.  This  method  re¬ 
sulted  in  an  understatement  of  the  net  income  for  1918. 

The  reason  why  an  outside  accountant  was  employed  to  make 
out  the  income-tax  return  of  the  petitioner  corporations  for  1918 
was  that,  at  about  the  time  the  petitioners’  books  for  1918  were 
being  closed,  the  office  managers  of  the  two  petitioner  corporations 
advised  Schwinn,  the  president  of  the  corporations,  that  the  tax 
laws  were  becoming  complicated;  they  suggested  that  he  employ 
someone  to  make  out  the  tax  return  for  these  corporations.  It  was 
about  this  time  that  George  E.  Robertson  stated  to  Schwinn  that 
he  was  leaving  the  Government  service  to  enter  the  employ  of  an 
accounting  firm,  that  the  firm  expected  him  to  bring  some  business 
along  with  him,  and  that  he  would  like  to  be  employed  to  make  out 
the  income-tax  return  for  these  corporations.  Schwdnn  believed  that 
he  would  be  competent  to  make  out  their  tax  return  and  retained 
him,  paying  him  $390  for  his'  services. 

After  the  return  had  been  compiled  by  Robertson,  it  was  pre¬ 
sented  to  Schwinn  for  signature.  Schwinn  was  assured  by  Robert¬ 
son  that  the  return  was  correct  and  in  accordance  with  the  law  and 
regulations.  Upon  Robertson’s  assurance  that  the  return  was  cor¬ 
rect  Schwinn  signed  it.  The  return  was  also  signed  by  Schwinn’s 
son,  as  vice  president  of  the  corporation.  The  son  was  production 
manager  of  the  plants  and  signed  the  return  as  an  officer  upon  the 
assurance  of  Robertson  that  the  return  was  correct  and  at  the  request 
of  his  father. 

Petitioners’  inventories  were  kept  in  a  loose-leaf  ledger  system. 
There  was  no  attempt  on  the  part  of  Robertson  or  any  other  person 
to  change  the  record  of  the  inventory.  The  return  for  the  year 
1919  shows  as  the  inventory  of  January  1,  1919,  the  same  inventory 
as  is  shown  by  the  inventory  record,  which  is  an  amount  entirely 
different  from  that  used  by  Robertson  as  the  inventory  at  December 
31,  1918. 

It  was  the  practice  of  Arnold  Schwinn  &  Co.,  prior  to  1917,  to 
charge  various  capital  expenditures  to  operating  expenses.  For  the 
years  1909  to  1917,  inclusive,  the  Bureau  restored  to  invested  capital 
items  totaling  $75,849.91,  which  had  been  charged  to  expenses.  From 
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the  year  1903  to  1909,  the  bookkeeper  of  this  company  itemized  on 
the  witness  stand  capital  items  charged  to  expense,  which  total 
$9,944.14  as  follows: 


Year. 


1903 

1903 

1904 

1905 

1906 

1906 

1907 

1907 

1908 
1908 


Land  and  factory . 

Tools  and  machinery _ 

Tools  and  machinery.... 

j  Land  and  factory _ 

1  Land  and  factory _ 

Supplies  and  machinery 

Land  and  factory _ 

Tools  and  machinery _ 

Land  and  factory _ 

|  Tools  and  machinery _ 


Item. 


Amount. 


$2, 092. 00 
2, 340. 16 
232.  34 
240.  42 
1, 047.  42 
516.  30 
753.  91 
797.  10 
913.20 
1, 011.29 


Total 


9, 944. 14 


The  Excelsior  Motor  Co.  was  organized  in  1900  and  incorporated 
on  January  12,  1912.  Ignaz  Schwinn,  president  of  the  Excelsior 
Motor  Co.  and  Arnold  Schwinn  &  Co.  purchased  individually  the 
assets,  including  the  good  will,  patents  and  trade-marks,  of  the  Ex¬ 
celsior  Supply  Co.,  a  corporation  that  had  been  manufacturing  mo¬ 
torcycles  for  at  least  fifteen  years  prior  to  1912.  On  February  1, 
1912,  he  assigned  and  transferred  to  the  Excelsior  Motor  Co.,  by  an 
instrument  in  writing,  all  such  assets  in  exchange  for  the  capital 
stock  of  that  company  in  the  amount  of  $500,000.  The  Commissioner 
determined  that  the  tangible  property  turned  in  to  the  Excelsior 
Motor  Co.  in  1912  had  a  value  of  at  least  $500,000,  the  full  amount 
of  the  capital  stock  of  the  company. 

Arnold  Schwinn  &  Co.  was  organized  in  1895.  In  1917  and 
1918  substantially  all  of  the  outstanding  stock  of  the  Excelsior 
Motor  Co.  and  Arnold  Schwinn  &  Co.  was  owned  by  Ignatz  Schwinn 
and  his  immediate  family.  The  statutory  invested  capital  of  the 
consolidated  companies  for  1918  was  determined  by  the  Commis¬ 
sioner  to  be  the  amount  of  $1,026,585.69. 

The  following  was  the  amount  of  borrowed  money  of  the  peti¬ 
tioner  corporations  as  shown  by  the  consolidated  sheets  at  January 
1,  1918,  and  January  1,  1919: 


Jan.  1, 1918. 

Jan.  1, 1919. 

Amounts  due  stockholders . 

$461,  542.  47 
373, 413.  80 

$461,  542. 47 
376,  785.  88 

Accounts  payable.. . 

Ignaz  Schwinn  and  his  son  Frank  W.  Schwinn  owned  in  their  own 
names  certain  patents  and  patent  rights,  which  were  used  by  the 
petitioners  during  1918  without  any  royalties  or  compensation  being 
paid  to  the  owners.  Among  these  were  the  folowing : 

1.  Patent  No.  1,243,347,  universal  joint,  applied  tor  January  12,  1917,  issued 
October  16,  1917,  to  Frank  W.  Schwinn. 
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2.  Patent  No.  1,215,877,  starter  for  internal-combustion  engines,  applied  for 
February  19,  1916,  issued  February  13,  1917,  to  Frank  W.  Schwinn. 

3.  Patent  No.  1,190,956,  cycle  stands,  applied  for  March  24,  1915,  issued  July 
11,  1916,  to  Ignaz  Schwinn. 

4.  Patent  No.  1,198,669,  motorcycle  frames,  applied  for  March  24,  1915, 
issued  September  19,  1916,  to  Ignaz  Schwinn. 

5.  Patent  No.  1,268,501,  kick-starter  mechanism,  applied  for  February  6,  1918, 
issued  June  4,  1918,  to  Frank  W.  Schwinn. 

All  of  these  patents  were  used  during  1918,  and  the  manufacture 
of  the  Excelsior  motorcycles  depended  largely  on  their  use.  No 
depreciation  for  the  patents  was  ever  claimed  by  the  corporation. 

Registration  of  the  trade-mark  of  the  Excelsior  Motor  Manu¬ 
facturing  &  Supply  Co.  was  applied  for  December  23,  1912,  and  let¬ 
ters  of  registration  issued  April  29,  1913.  The  trade-mark  has  been 
used  by  the  company  on  all  manufactured  goods  up  to  the  present 
time.  Excelsior  motorcycles  are  one  of  the  well  known  standard 
makes  and  are  sold  in  practically  all  parts  of  the  world. 

During  the  year  1918  there  were  only  three  other  concerns  in  the 
United  States  engaged  in  the  manufacture  of  motorcycles  and  motor¬ 
cycle  parts.  These  were  the  Hendee  Manufacturing  Co.,  later 
known  as  the  Indian  Motor  Cycle  Co.,  the  Cleveland  Motor  Cycle 
Co.,  and  the  Harley-Davidson  Motor  Co.  The  Harley-Davidson  Co. 
was  granted  special  assessment  by  the  Commissioner  under  section 
328  of  the  Revenue  Act  of  1918.  In  determining  the  tax  liability  of 
the  Hendee  Manufacturing  Co.  for  1918  and  1919,  the  Commissioner 
used  the  following  computation: 


1918. 

1919. 

Gross  sales . __ . . . . . . . . 

$10,  792,915. 19 
838,  221.  32 
667, 906.  96 
51,  094.  31 
None. 
8,  311,337.  02 
None. 
242,  349.  76 

Net  income . . . . . . . - _ _ 

$1,144,420. 48 

Excess  profits  credit _ _ _ _ 

Excess  profits  tax _ _ _ _ _ _ _ _ _ 

146,  722.  30 

War  profits  tax _ _ _ _ _ 

Consolidated  invested  capital. . . . . 

8,  847, 617.  25 

Borrowed  money  at  the  beginning  of  year _ 

Borrowed  money  at  the  close  of  year . . . . . . 

115,554.  97 

The  returns  of  the  Hendee  Manufacturing  Co.  were  made  out  on  a 
fiscal  year  basis  ended  August  31.  For  the  Cleveland  Motor  Cycle 
Co.  the  following  computations  were  used : 


Net  income _ _  $4, 125.  60 

Excess  profits  tax _  None. 

Gross  sales _  548,  619. 15 

Cost  of  goods  sold _ : _  452,  502.  30 

Capital  stock  outstanding _  208,  850.  00 

Capital  stock  issued  for  patents _  50,  000.  00 

Balance  sheet _  51,  259.  55 

Invested  capital  allowed _  158,  850.  00 
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Depreciation  on  patents  was  allowed  by  the  Commissioner  in 
computing  net  income  but  no  allowance  for  patents  was  made  in 
invested  capital.  The  1918  return  was  made  out  on  a  calendar  year 
basis. 

The  consolidated  gross  sales  of  the  petitioners  for  1918  were 


divided  as  follows : 

Motorcycles  _ $1,  422, 189.  89 

Motorcycle  parts -  380,  066.  64 

Henderson  motorcycle  parts -  10,  639.  94 

Side  cars  for  motorcycles _  96, 353.  71 

Parts  for  Handley  Page  airplanes _  298,  743.  00 

Lawrence  motors -  295,  562. 10 

Bicycles _  682, 164.  70 


The  Handley  Page  airplane  parts  and  the  Lawrence  motors  were 
manufactured  under  Government  contracts.  The  companies  had  no 
cost-plus  Government  contracts. 

OPINION. 

Smith  :  At  the  hearing  of  this  appeal  it  was  agreed  between  coun¬ 
sel  for  the  petitioners  and  counsel  for  the  Commissioner  that  the 
opening  inventory  of  the  petitioners  for  the  taxable  year  1918  was 
understated  in  the  amount  of  $31,890.39. 

The  income-tax  return  of  the  petitioners  for  1918  was  incorrect. 
We  are  convinced,  however,  from  the  evidence  of  record  that  the 
officers  of  the  corporation  who  signed  the  return  were  ignorant  of 
any  error  in  it  and  innocent  of  any  fraud  in  connection  with  verify¬ 
ing  the  return.  In  this  situation  we  are  of  the  opinion  that  no  fraud 
penalty  is  collectible  from  the  petitioners.  Possibly,  the  petitioners 
were  negligent  in  not  detecting  an  understatement  in  the  closing 
inventory  and  laid  themselves  liable  to  the  imposition  of  the  5  per 
cent  penalty  for  negligence  provided  for  in  section  250(b)  of  the 
Revenue  Act  of  1918.  But  the  Commissioner  has  not  asserted  this 
penalty  and  the  question  of  the  liability  to  it  is  not  before  the  Board. 

The  third  allegation  of  error  on  the  part  of  the  petitioners  is  that 
the  Commissioner  incorrectly  computed  invested  capital  for  the 
year  1918.  There  are  three  allegations  of  error  upon  this  point : 

(1)  That  the  Commissioner  failed  to  include  in  invested  capital 
for  1918  the  understatement  of  the  opening  inventory  in  the  amount 
of  $31,890.39. 

(2)  That  there  should  have  been  included  in  invested  capital  the 
depreciation  cost  of  capital  expenditures  made  during  the  years  1903 
to  1909,  in  the  amount  of  $9,944.14. 

(3)  That  the  Commissioner  deducted  from  1918  invested  capital 
taxes  for  prior  years  which  became  due  during  the  year  1918,  which 
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is  erroneous  under  the  decision  in  the  Appeal  of  Guarantee  Con¬ 
struction  Co .,  2  B.  T.  A.  1145. 

The  contention  of  the  petitioners  relative  to  the  item  of  $31,890.39 
and  the  depreciated  cost  of  improvements  made  during  the  years 
1903  to  1909,  costing  $9,944.14,  is  sustained.  The  contention  of  the 
petitioners  upon  the  third  point  is  denied  under  the  authority  of 
the  decision  in  Appeal  of  Russel  Wheel  cfi  Foundry  Co .,  3  B.  T.  A. 
1168. 

The  petitioners  claim  that  there  was  such  an  abnormality  in  in¬ 
vested  capital  for  the  year  1918  as  entitles  them  to  have  their  profits 
tax  computed  in  accordance  with  the  provisions  of  section  328  of  the 
Revenue  Act  of  1918.  They  further  contend  that,  inasmuch  as  the 
Commissioner  has  refused  to  submit  data  of  comparative  corpora¬ 
tions  in  response  to  a  subpoena  issued  by  this  Board,  and  inasmuch  as 
the  petitioners  have  submitted  evidence  as  to  certain  concerns  en¬ 
gaged  in  the  manufacture  of  motorcycles,  such  concerns  must  be  held 
to  be  representative  concerns  in  the  industry,  and  that,  in  accordance 
with  the  data  submitted,  the  profits  tax  of  the  petitioners  should  be 
determined  to  be  not  more  than  10.66  per  cent  of  the  total  net  income. 

We  are  of  the  opinion  that  the  evidence  adduced  before  the  Board 
warrants  a  finding  to  the  effect  that  the  petitioners  are  entitled  to 
have  their  tax  computed  under  the  provisions  of  section  328  of  the 
Revenue  Act  of  1918  and  that  any  relief  to  which  they  may  be  en¬ 
titled  thereby  should  be  accorded  to  them.  The  Board  can  not  find, 
however,  as  a  fact,  that  the  Hendee  Manufacturing  Co.  and  the 
Cleveland  Motor  Cycle  Co.  are  representative  corporations  within 
the  meaning  of  section  328  of  the  Revenue  Act.  One  of  the  peti¬ 
tioners  had  Government  contracts  for  bombing  planes.  It  does  not 
appear  that  either  of  the  claimed  comparatives  had  any  such  con¬ 
tracts.  In  this  situation  the  selection  of  the  comparatives  must  be 
left  to  the  Commissioner,  whose  determination  of  whether  the  peti¬ 
tioners  may  be  given  relief  under  section  328,  and  the  amount  of 
such  relief,  if  any,  will  be  accepted  as  final.  Appeal  of  II.  T.  Cush¬ 
man  Manufacturing  Co .,  2  B,  T.  A.  39. 

Judgment  will  he  entered  on  15  days ’  notice , 
under  Rule  50. 


J.  E.  Siebel  Sons’  Company,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  1130.  Decided  November  23,  1926. 

Edward  E.  Gore ,  C .  P.  A.,  for  the  petitioner. 

L.  C.  Mitchell ,  Esq.,  for  the  respondent. 
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This  proceeding  involves  a  deficiency  of  $2,886.36,  income  and 
profits  taxes  for  the  fiscal  year  ended  April  30,  1918,  arising  from 
the  partial  disallowance  by  the  respondent  of  a  deduction  for  depreci¬ 
ation  of  equipment,  and  from  his  refusal  to  compute  the  petitioner’s 
profits  tax  for  that  part  of  the  fiscal  year  falling  within  the  calendar 
year  1917  under  section  209  of  the  Revenue  Act  of  1917.  The  re¬ 
spondent  admits  error  in  the  computation  of  the  profits  tax,  leaving 
only  the  question  of  depreciation. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  Illinois  corporation  with  its  principal  place  of 
business  in  Chicago.  Its  business  consisted  of  giving  instruction  in 
brewing  and  malting  and  acting  as  analyst  and  counselor  to  the 
brewing  industry.  For  the  purpose  of  instructing  students  in  the 
practical  application  of  the  scientific  principles  of  malting,  brewing 
and  bottling,  it  had  acquired  during  the  years  from  1902  to  1907 
actual  working  brewing  equipment  at  a  total  cost  of  about  $19,000. 
This  equipment  had  been  replaced  and  renewed  to  such  an  extent 
that  it  was  in  satisfactory  condition  in  1917.  This  equipment  was 
not  in  use  during  the  fiscal  year  ended  April  30,  1918.  The  company 
discontinued  its  instruction  courses  in  1917,  for  the  reason  that 
students  were  not  solicited  and  could  not  be  secured,  due  to  the 
general  agitation  for  prohibition,  legislation  against  the  manufacture 
of  beer,  and  the  conservation  of  cereals  during  the  war. 

When  not  in  use  brewing  equipment  deteriorates  much  more 
rapidly  than  when  in  operation. 

OPINION. 

Sternhagen  :  The  difficulty  with  this  case  is  that  the  testimony  is 
so  vague  that  there  is  no  way  of  determining  what  the  correct  depre¬ 
ciation  was  during  the  taxable  years  in  question.  The  purchase  of 
equipment  over  a  period  of  five  years  from  1902  to  1907  at  an  ap¬ 
proximate  cost  of  $19,000  does  not  of  itself  indicate  anything  in 
respect  of  its  probable  life.  If  a  20  per  cent  rate  were  applied  as 
the  petitioner’s  witnesses  testified  in  respect  of  the  taxable  year,  the 
property  was  of  little  or  no  depreciable  value  long  prior  to  1917.  If 
there  was  any  depreciation  in  the  intervening  years,  the  record  is 
silent  on  the  subject  and  we  must  assume  that  the  Commissioner  had 
the  facts.  Without  such  information  there  is  no  basis  upon  which 
to  compute  the  annual  deduction.  It  was  testified  that  in  the  taxable 
year  in  question  the  equipment  was  in  disuse  and  that,  instead  of  the 
normal  rate  of  10  to  15  per  cent,  a  rate  of  20  to  25  per  cent  would  be 
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proper.  Obviously,  this  can  not  be  adopted  as  a  general  principle 
and  there  is  nothing  more  specific  which  can  be  applied  to  the 
particular  property  here  in  question. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 


Long  Beach  Improvement  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  3184.  Decided  November  23,  1926. 

A  corporation  is  subject  to  tax  upon  its  net  income  for  1920 
although  such  income  is  not  sufficient  to  wipe  out  a  pre-existing 
deficit. 

B.  C.  Bub  for  the  petitioner. 

D .  D.  Shepard ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  of 
$1,524.76  in  income  tax  for  the  calendar  year  1920.  The  question 
presented  is  whether  a  corporation  is  subject  to  tax  upon  its  net 
income  for  a  calendar  year  when  such  income  is  not  sufficient  to 
wipe  out  a  pre-existing  deficit. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  California  corporation  with  principal  office  at 
Long  Beach.  For  several  years  prior  to  1919  it  operated  at  a  loss 
and  as  a  result  its  balance  sheet  at  the  beginning  of  1919  showed  a 
deficit.  Assessments  were  levied  against  and  collected  from  its  stock¬ 
holders  in  prior  years.  During  1919  a  net  profit  was  earned  but  such 
net  profit  was  not  sufficient  to  result  in  tax  liability.  The  deficit, 
as  shown  by  the  books  at  the  end  of  1919,  was  reduced  by  the  amount 
of  the  profits  earned  during  1920  but  there  was  still  a  deficit  at  the 
end  of  such  year.  The  net  income  for  1920,  as  disclosed  by  the 
books,  was  $25,631.60,  against  which  deductions  of  $8,383.97  were 
allowed  by  the  Commissioner.  The  petitioner’s  net  income  for  1920 
was  $17,247.63. 

OPINION. 

Morris:  It  was  stipulated  that  the  petitioner  had  a  deficit  at  the 
beginning  of  1919  which  was  reduced  by  a  profit  for  that  year  and 
further  reduced  at  the  close  of  1920  by  the  profit  realized  in  that 
year.  It  contends,  however,  that  such  profit  is  not  net  income  as  it 
can  have  no  net  income  while  there  is  an  operating  deficit  and  that 
the  gain  realized  in  1920  can  not  be  construed  other  than  as  a  re- 
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turn  of  capital.  Although  it  was  stipulated  that  the  net  income  for 
the  taxable  year  in  question  ivas  $17,247.63.  the  petitioner  contends 
in  its  brief  that  the  reduction  of  the  deficit  existing  at  the  close  of 
1919  eliminates  any  possibility  of  net  income  and  that  the  use  of  the 
words  “gain,  net  gain,  profit,  net  profit  mean  something  entirely 
different,  AAdien  applied  to  a  corporation,  than  net  income. 

Section  232  of  the  Revenue  Act  of  1918  provides  that  in  the  case 
of  a  corporation,  net  income  means  the  gross  income  as  defined  in 

section  233.  less  the  deductions  alloAved  b\7  section  234.  and  that  the 

/  «/  / 

net  income  shall  be  computed  on  the  same  basis  as  provided  in  sub¬ 
division  (b)  of  section  212.  This  subdhdsion  provides  for  the  com¬ 
putation  of  the  net  income  on  the  basis  of  the  taxpayer’s  annual 
accounting  period,  which  in  the  instant  case  is  the  calendar  year. 
It  therefore  follows  that  the  petitioner's  gross  income  for  1920,  less 
the  deductions  authorized  by  law,  is  its  net  income  for  that  year  and 
such  net  income  is  subject  to  tax  under  section  230,  unless  the  organi¬ 
zation  is  exempt  from  taxation  under  section  231,  a  question  which 
is  not  in  issue.  Petitioner  offered  no  evidence  that  the  net  income 
as  adjusted  by  the  Commissioner  is  incorrect.  The  Commissioner's 
determination  must  therefore  be  approved. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner . 


Weii  -McLain  Company,  Petitioner,  v.  Commissioner  of 
Internal  Revenue,  Respondent. 

Docket  No.  3413.  Decided  November  23.  1926. 

P.  J.  O^Connor ,  C.  P.  A.,  for  the  petitioner. 

Arthur  H.  Murray ,  Esq.,  for  the  respondent. 

Littleton  :  The  petitioner  claims  that  the  Commissioner’s  deter¬ 
mination  of  a  deficiency  of  $11,533.48  for  the  period  commencing 
February  1,  1918,  and  ending  December  31,  1918,  was  erroneous 
in  so  far  as  the  same  resulted  from  the  disallowance  of  a  deduction 
of  $23,423.94,  an  account  of  the  Seltzer  Heating  Co.  alleged  to 
hai7e  been  determined  to  be  worthless  and  charged  off  prior  to 
December  31,  1918. 

FINDINGS  OF  FACT. 

In  1907  the  Seltzer  Heating  Co.,  of  Washington,  D.  C.,  wTas  in¬ 
debted  to  the  petitioner,  then  known  as  the  J.  H.  McLain  Co.,  of 
Indiana,  in  the  amount  of  $4,875,  for  heating  material  purchased. 
Urish  D.  Seltzer  of  the  Seltzer  Heating  Co.  oivned,  as  trustee  for 
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Hess  &  Booth  of  Lebanon.  Pa.,  certain  real  property  located  at 
Washington,  I).  C.,  known  as  Alta  Park.  Under  the  terms  of  his 
trusteeship  he  was  to  have  for  his  services  one-third  of  whatever 
profit  might  be  realized  upon  the  sale  of  this  property.  P.  L. 
McLain  was  treasurer  of  the  J.  H.  McLain  Co.,  now  Weil-McLain 
Co.,  and  was  its  principal  stockholder.  It  was  arranged  between 
McLain  and  Seltzer  that,  if  Seltzer  would  assist  McLain  in  pur¬ 
chasing  the  real  property  held  by  Seltzer,  as  trustee,  at  as  low  a 
price  as  possible,  he,  McLain,  would  assume  the  debt  of  the  Seltzer 
Heating  Co.  to  the  J.  H.  McLain  Co.  Seltzer  assisted  McLain  in 
the  acquisition  of  the  property  for  $60,000  and  McLain  assumed  the 
debt  of  the  Seltzer  Heating  Co.  to  the  J.  H.  McLain  Co.  The  debt 
of  the  Seltzer  Heating  Co.  was  continued  upon  the  books  of  the 
J.  H.  McLain  Co.,  and  subsequently  upon  the  books  of  the  Weil- 
McLain  Co.,  in  the  amount  of  $4,875,  and,  after  McLain  had  pur¬ 
chased  the  Alta  Heights  property,  he  continued  to  charge  to  the 
Seltzer  Heating  Co/s  account  upon  the  corporation’s  books  interest 
paid  by  him  upon  the  unpaid  purchase  price  of  the  Alta  Heights 
property,  together  with  taxes  upon  the  property,  revenue  stamps, 
etc.  As  a  result  of  these  charges,  the  account  of  the  Seltzer  Heating 
Co.  standing  upon  the  books  of  the  corporation  at  the  beginning 
and  end  of  the  taxable  period  here  in  question  amounted  to 
$23,423.94. 

After  McLain  had  acquired  the  Alta  Heights  property,  he  organ¬ 
ized  a  corporation  and  received  certain  of  its  stock.  He  then  bor¬ 
rowed  on  his  personal  note  from  the  Canton  National  Bank,  of 
Canton,  Ohio,  $22,000,  and  placed  the  stock  with  the  bank  as  col¬ 
lateral.  The  interest  paid  upon  this  indebtedness  was  charged  to  the 
Seltzer  Heating  Co.’s  account  from  the  books  of  the  McLain  Co.  On 
June  23,  1910,  there  was  executed  the  following  written  instrument : 

I  hereby  assign  to  the  J.  H.  McLain  Company,  all  my  right,  title  and  interest 
in  the  equity  to  be  derived  from  the  sale  of  the  Alta  Heights  Realty  Company, 
located  at  Washington,  D.  C.,  until  amount  of  the  Seltzer  Heating  Company’s 
claim,  as  it  stands  on  the  books  of  the  .T.  H.  McLain  Company,  is  satisfied. 

[Signed]  P.  L.  McLain. 

About  September,  1918,  Isadore  Weil  acquired  the  stock  of  the 
McLain  Company  owned  bv  P.  L.  McLain  and  thereby  became  the 
owner  of  the  majority  of  the  stock  of  the  company,  and  McLain 
thereafter  had  no  connection  with  the  company.  Previous  to  the 
purchase  of  the  stock  in  September,  Weil  was  not  connected  with  the 
company  and  knew  nothing  about  its  affairs  or  accounts,  and  McLain 
did  not  explain  the  account  of  the  Seltzer  Heating  Co.  to  him. 
Some  time  after  Weil  had  purchased  the  stock  of  the  company  he 
inquired  of  McLain  concerning  the  Seltzer  Heating  Co.’s  account, 
and  McLain  informed  him  that,  if  he  would  take  up  his,  McLain’s, 
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note  for  $22,000  at  the  Canton  National  Bank  and  get  the  stock  of 
the  Alta  Heights  Realty  Co.  that  he  had  put  up  as  collateral  for 
the  loan,  he,  Weil,  could  probably  recover  the  amount  shown  in 
the  Seltzer  Heating  Co.’s  account  on  the  books  of  the  company. 
Weil  did  not  desire  to  do  this  and  charged  off  the  amount  of  $23,- 
423.94  charged  upon  the  books  to  the  Seltzer  Heating  Co.,  of 
Washington,  D.  C. 

In  filing  the  return  for  the  period  February  1  to  December  31, 
1918,  the  amount  of  $23,423.94  was  claimed  as  a  deduction  from  gross 
income  as  a  debt  ascertained  to  be  worthless  and  charged  off.  The 
Commissioner  disallowed  the  deduction. 

No  one  for  the  petitioner  made  any  investigation,  at  or  prior  to 
the  time  that  this  account  was  charged  off  as  worthless,  to  determine 
whether  it  was  in  fact  without  value.  No  inquiry  was  made  to 
determine  whether  the  Seltzer  Heating  Co.  or  P.  L.  McLain  was 
liable  to  the  company  for  the  amount,  nor  was  any  investigation 
made  to  ascertain  whether  the  amount,  or  any  portion  thereof,  could 
be  collected  from  either  of  these  persons. 

Judgment  will  be  entered  redetermining  a 
deficiency  of  $11 ,533. 1}8  for  the  period  Febru¬ 
ary  1  to  December  31,  1918. 


Samuel  Pond,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  No.  19558.  Decided  November  23,  1926. 

W.  F.  Gibbs,  Esq.,  for  the  respondent. 

Littleton  :  On  August  25,  1926,  the  petitioner,  a  resident  and  citi¬ 
zen  of  California,  instituted  this  proceeding  for  the  purpose  of  con¬ 
testing  the  correctness  of  the  Commissioner’s  determination  of  a  defi- 
ciency  in  income  tax  for  the  calendar  year  1924  in  the  amount  of 
$5,549.62. 

The  deficiency  notice  mailed  to  the  petitioner  on  June  28,  1926. 
discloses  that  the  deficienc}7  is  due  to  the  decision  of  the  Commis¬ 
sioner  that  the  petitioner  and  his  wife,  Dorothy  A.  Pond,  were  not 
entitled  to  report  each  one-half  of  the  income  for  1924  upon  the 
community  property  basis.  The  deficiency  notice  further  discloses 
that  the  petitioner  reported  in  his  return  a  net  income  of  $30,204.14 
and  that  his  wife  reported  in  the  return  filed  by  her  a  net  income 
of  $30,204.14.  The  Commissioner  held  that  the  total  of  these  two 
amounts  was  taxable  to  the  petitioner. 

The  petitioner  alleges  that  the  Commissioner  was  in  error  in 
denying  him  the  right  to  file  his  return  upon  the  community  prop- 
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erty  basis  and  to  report  only  one-half  of  the  income  of  the  com¬ 
munity.  No  facts  other  than  those  set  forth  in  the  preceding  sen¬ 
tence  were  alleged  by  the  petitioner  in  support  of  his  claim. 

On  September  20,  1926,  the  Commissioner  filed  a  motion  asking- 
that  the  proceeding  be  dismissed,  upon  the  ground  that  the  peti¬ 
tioner’s  assignment  of  error  was  insufficient  to  show  that  the  Com¬ 
missioner’s  determination  was  erroneous  and  that  the  statement  of 
facts  contained  in  the  petition  is  a  conclusion  of  law.  He  further 
asks  the  Board  to  make  a  redetermination  of  the  deficiency  upon  the 
basis  of  the  allegations  contained  in  the  petition. 

The  decision  of  this  case  is  governed  by  the  Board’s  decision  in 
the  Appeal  of  D.  Cerruti ,  4  B.  T.  A.  682.  For  the  reason  stated  in 
the  Board’s  decision  of  that  appeal,  the  Commissioner’s  determina¬ 
tion  of  the  deficiency  against  this  petitioner  must  be  approved. 

Judgment  will  be  entered  for  the  Cormnis- 
sioner  of  a  deficiency  of  $5,51$. 62  for  the 
calendar  year  192 4- 


•  Appeal  of  Alice  M.  Clemson. 

Docket  No.  6256.  Decided  November  23,  1926. 

The  evidence  is  insufficient  to  show  that  the  Commissioner’s 
valuation  of  property  acquired  by  inheritance  in  1918  was 
erroneous. 

R.  Lester  Moore ,  Esq .,  for  the  petitioner. 

Bruce  A.  Low ,  Esq .,  for  the  Commissioner. 

The  deficiency  involved  is  $2,747.89.  The  petitioner  acquired  cer¬ 
tain  real  estate  by  inheritance  on  August  5,  1918.  The  Commis¬ 
sioner  determined  its  value  at  that  time  to  have  been  $83,000.  This 
property  was  sold  in  1920  for  $123,863.  The  petitioner  claims  that 
the  value  of  the  property  in  1918  was  in  excess  of  the  amount  for 
which  it  was  sold. 

FINDINGS  OF  FACT. 

The  petitioner  is  the  widow  of  Ralph  E.  Clemson,  who,  at  the 
time  of  his  death  on  August  5,  1918,  was  a  resident  of  Pittsburgh, 
Pa.  R^lph  E.  Clemson  died  testate,  leaving  surviving  him  his 
widow  and  one  child,  a  son.  The  pertinent  part  of  his  will,  so  far 
as  this  case  is  concerned,  is  as  follows: 

FIRST :  I  give,  devise  and  bequeath  all  my  estate,  real,  personal  and  mixed, 
of  whatever  kind  and  description  and  wheresoever  the  same  may  be  situated, 
unto  John  G.  Clemson,  Gibson  D.  Packer  and  Hallock  C.  Sherrard,  their  sue- 
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lessors  and  assigns,  in  trust  nevertheless  to  hold,  manage,  invest,  re-invest  and 
keep  invested  the  same  and  pay  out  of  the  net  income  therefrom,  without 
deduction  for  any  tax,  the  sum  of  one  hundred  dollars  ($100)  per  month  during 
her  life  to  Edith  G,  Smith,  who  has  cared  for  my  son,  Richard  E,  Clemson; 
the  balance  of  said  net  income,  to  an  amount  not  exceeding  twelve  thousand 
dollars  ($12,000)  per  annum  shall  be  paid  by  said  Trustees,  without  deduction 
for  any  tax,  to  my  wife,  Alice  M.  Clemson.  quarterly  during  her  life  or  so  long 
as  she  remains  my  widow  *  *  *. 

EIGHTH:  Said  Trustees  shall  have  power  to  make  and  change  investments 
from  time  to  time,  and  full  power  and  authority  is  hereby  given  to  them  to  sell, 
and  convey  any  of  my  real  estate  upon  such  terms  as  they  deem  proper,  and 
to  make,  execute,  acknowledge  and  deliver  a  deed  or  deeds  therefor  without 
liability  on  the  part  of  the  purchaser  to  see  to  the  application  of  the  purchase 
money. 

NINTH :  I  nominate  and  appoint  John  G.  Clemson,  Gibson  D.  Packer  and 
Hallock  C.  Sherrard  executors  of  this  my  last  will  and  testament,  and  full 
power  and  authority  is  given  unto  them  to  sell  and  convey  any  real  estate  of 
which  I  may  die  seized,  and  to  make,  execute,  acknowledge  and  deliver  a 
deed  or  deeds  therefor,  without  liability  on  the  part  of  the  purchaser  to  see 
to  the  application  of  the  purchase  money.  *  *  * 

On  January  3,  1919,  the  petitioner  elected  under  the  laws  of  Penn¬ 
sylvania  to  take  against  the  will  of  her  husband,  and  claimed  one- 
half  of  the  estate  under  the  Wills  and  Intestate  Acts  of  Penn¬ 
sylvania  in  lieu  of  the  annuity  of  $12,000  provided  for  her  in  the  will. 
Her  written  election,  under  oath,  to  take  under  the  intestate  laws 
was  filed  in  the  Orphans’  Court  of  Allegheny  County,  Pennsylvania, 
and  is  as  follows : 

I,  Alice  M.  Clemson,  widow  of  Ralph  E.  Clemson,  late  of  Allegheny  County, 
deceased,  do  hereby  -waive,  the  devise  and  bequest  to  me  by  his  last  will  and 
testament,  and  do  elect  to  take  my  share  of  his  estate  under  the  intestate 
laws  of  the  Commonwealth  of  Pennsylvania. 

Section  23  (a)  of  the  Wills  Act  of  June  7,  1917,  P.  L.  403;  Pa.  St. 
1920,  section  8335,  is  as  follows : 

When  any  person  shall  die  testate,  leaving  a  surviving  spouse  who  shall 
elect  to  take  against  the  will,  such  surviving  spouse  shall  be  entitled  to  such 
interests  in  the  real  and  personal  estate  of  the  deceased  spouse  as  he  or  she 
would  have  been  entitled  to  had  the  testator  died  intestate:  Provided,  That 
nothing  herein  contained  shall  affect  the  right  or  power  of  a  married  woman, 
by  virtue  of  any  authority  or  appointment  contained  in  any  deed  or  will,  to 
bequeath  or  devise  any  property  held  in  trust  for  her  sole  and  separate  use. 

Section  1  (a)  of  the  Intestate  Act  of  June  7,  1917,  P.  L.  429;  Pa. 
St.  1920,  section  8342,  provides  as  follows : 

The  real  and  personal  estate  of  a  decedent,  whether  male  or  female,  re¬ 
maining  after  payment  of  all  just  debts  and  legal  charges,  which  shall  not  have 
been  sold,  or  disposed  of  by  will,  or  otherwise  limited  by  marriage  settlement, 
shall  be  divided  and  enjoyed  as  follows ;  namely, — 

Where  such  intestate  shall  leave  a  spouse  surviving  and  one  child  only,  or 
shall  leave  a  spouse  surviving  and  no  children,  but  shall  leave  descendents  of 
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one  deceased  child,  the  spouse  shall  he  entitled  to  one-half  part  of  the  real  and 
personal  estate. 

The  deceased,  Ralph  E.  Clemson,  at  the  time  of  his  death  owned 
considerable  property,  real  and  personal.  Included  in  such  prop¬ 
erty  was  a  country  home  on  Woodland  Road,  near  Pittsburgh, 
known  as  u  Oak  Gables.”  acquired  by  him  in  1909,  which  was 
valued  for  Federal  estate-tax  purposes,  as  well  as  for  State  inheri¬ 
tance  tax  purposes,  at  $83,000.  The  Commissioner  determined  that 
the  value  of  the  property  on  August  5,  1918,  was  $83,000.  This 
property  was  sold  in  1920  for  $123,863  net,  and  this  petitioner  under 
her  election  to  take  against  the  will  received  one-half  of  the  pro¬ 
ceeds  thereof.  The  Commissioner  held  that  petitioner’s  one-half 
interest  was  acquired  under  her  election  on  August  5,  1918.  He 
determined  that,  upon  the  sale  in  1920  for  $123,863,  the  petitioner 
realized  a  taxable  profit. 

OPINION. 

Littleton  :  The  evidence  before  the  Board  in  support  of  the 
claim  of  the  petitioner  that  the  residence  in  question  had  a  value  on 
August  5,  1918,  in  excess  of  the  amount  for  which  it  was  sold  in 
1920  consisted  of  the  testimony  of  four  witnesses. 

A  member  of  the  firm  which  constructed  the  building  in  1909 
and  1910  testified  that,  with  the  exception  of  electric  work,  plumbing, 
heating,  finishing  hardware,  painting,  glazing,  furnishings  and 
decorating,  and  title  work,  the  building  cost  $53,366.31. 

Another  witness,  an  officer  of  a  construction  company,  testified 
that  in  his  opinion,  from  the  measurements  of  the  cubical  contents 
of  the  house,  the  cost  of  reproduction  new  in  1920,  less  depreciation 
at  2  per  cent  per  annum,  was  $127,624,  and  that  this  cost  was  con¬ 
siderably  in  excess  of  such  cost  in  1918. 

Another  witness,  an  employee  of  the  appraisal  company  which 
had  made  an  appraisal  on  April  23,  1913,  of  the  personal  property 
in  the  house  at  that  time,  such  as  furniture,  carpets,  tapestries,  cloth¬ 
ing,  etc.,  upon  the  basis  of  replacement  cost,  identified  the  appraisal 
as  one  made  by  that  company.  He  had  nothing  to  do  with  the 
making  of  the  appraisal.  The  appraisal  was  not  offered  or  received 
in  evidence. 

The  petitioner  testified  that  a  portion  of  the  personal  property 
in  the  house  in  1918  and  1920  was  sold  with  it. 

This  evidence  is  insufficient  to  warrant  the  Board  in  findng  that 
the  Commissioner’s  determination  of  value  was  erroneous. 

Judgment  will  ~be  entered  for  the  Com¬ 
missioner. 
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Loyd  H.  Wilbur.  Petitioner,  e.  Com missi oner  of  Internal 

Revenue,  Respondent. 


Docket  Nos.  5636  and  10611.  Decided  November  23,  11)26. 


1.  Husband  and  wife,  domiciled  in  the  State  of  California,  may 
not  tile  separate  returns,  each  reporting  one-half  of  the  community 
income. 

2.  Depreciation  on  prune  orchard  and  vineyard  determined. 

Lawrence  Schfllig*  Esq .,  for  the  petitioner. 

George  E.  Adams .  Esq.,  for  the  respondent. 

This  proceeding  is  for  the  redetermination  of  deficiencies,  in  income 
tax  of  $4,664.08.  $2,925.43  and  $2,254.68  for  the  calendar  years  1920, 
1921  and  1922.  respectively.  The  questions  presented  are  the  right 
of  husband  and  wife,  domiciled  in  California,  to  file  separate  returns, 
each  reporting  one-half  of  the  community  income,  and  the  amount 
of  depreciation  allowable  on  certain  assets. 


FIN  Of  NOS  OF  FACT 


The  petitioner  is  a  citizen  of  the  Lnited  States  and  a  resident  of 
Yuba  City,  Calif.  During  the  years  1920.  1921  and  1922,  he  was  a 
married  man.  his  wife's  name  being  Ethel  E.  Wilbur.  All  the  prop¬ 
erty  shown  by  the  petitioner's  income-tax  return  is  community  prop¬ 
erty  of  himself  and  wife,  except  an  interest  in  a  piece  of  rented  land 
which  returned  about  $32.50  a  year. 

The  petitioner  is  a  vineyardist  and  orehardist,  having  been  en¬ 
gaged  in  such  business  about  twenty-seven  years.  During  that  time 
he  planted,  bought  and  sold  vineyards  and  orchards. 

It  cost  about  $400  an  acre  to  bring  a  prune  orchard  into  bearing. 
A  French  prune  orchard  will  bear  at  the  fifth  year  and  the  Robe 
Sergeant  and  Imperial  orchards,  at  the  sixth  year.  The  petitioner's 
prune  orchard  had  a  bearing  life  of  about  20  years. 

The  petitioner's  vineyard  consisted  of  Thompson  seedless;  grapes. 
Prior  to  1924  there  was  a  series  of  dry  years  during  which  phylloxera 
flourished  and  destroyed  the  vines  more  than  during  wet  periods. 
File  average  bearing  life  for  such  vineyard  in  the  vicinity  in  which 
the  petitioner's  vineyard  was  located  was  seven  years. 

The  Commissioner  determined  that  the  cost  of  bringing  peti¬ 
tioner's  prune  orchard  into  bearing  was  $200  an  acre  and  that  such 
orchard  had  a  bearing  life  of  331/5  years.  He  therefore  allowed  de¬ 
preciation  thereon  for  1921  of  $6  per  acre.  He  determined  the  cost 
of  petitioner's  vineyard  to  be  $200  per  acre  and  that  it  had  a  bearing 
life  of  10  years,  thus  allowing  depreciation  for  the  years  1920  and 
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1921  of  $20  per  acre.  At  the  hearing  counsel  for  the  Commissioner 
moved  that  the  deficiency  for  1922  be  computed  by  allowing  the 
same  depreciation  rates  as  those  used  by  the  Commissioner  for  1920 
and  1921. 


OPINION. 


Morris:  The  question  of  the  right  of  husband  and  wife,  domiciled 
in  the  State  of  California,  to  file  separate  returns,  each  reporting 
one-half  of  the  community  income,  has  already  been  decided  ad¬ 
versely  to  the  petitioner  arid  the  determination  of  the  Commissioner 
in  that  respect  is  therefore  approved.  Appeal  of  D.  Cerruti,  4  B.  T. 
A.  682. 


The  petitioner  alleges,  for  the  years  1920  and  1921,  that  the  Com¬ 
missioner  erred  in  allowing  depreciation  at  the  rate  of  10  per  cent, 
instead  of  20  per  cent,  on  a  truck  and  raisin  stemmer,  but  no  evi¬ 
dence  was  introduced  to  sustain  the  allegation  of  error.  The  deter¬ 
mination  of  the  Commissioner  on  these  two  items  is  therefore 
approved. 

The  next  question  involves  the  amount  of  depreciation  to  which 
petitioner  is  entitled  on  his  vineyard  and  prune  orchard.  We  are 
satisfied  from  the  evidence  that  the  petitioner’s  vineyard  had  a  life 
of  7  years  and  that  depreciation  should  be  computed  for  the  years 
1920,  1921,  and  1922  on  that  basis  on  a  cost  of  $200  per  acre. 

The  evidence  also  convinces  us  that  the  cost  to  the  petitioner  of 
bringing  his  prune  orchard  into  bearing  was  $400  per  acre,  instead 
of  $200  as  determined  by  the  Commissioner,  and  that  its  bearing  life 
is  20  years.  A  depreciation  deduction  of  $20  per  acre  should  there¬ 
fore  be  allowed  for  the  years  1921  and  1922. 

Judgment  will  be  entered’  on  15  days ’  notice, 
under  Ride  50. 


Modesto  Lumber  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  3971.  Decided  November  23,  1926. 

J.  M.  Walthall ,  Esq.,  for  the  petitioner. 

George  E.  Adams,  Esq.,  for  the  respondent. 

This  proceeding  is  for  the  redetermination  of  a  deficiency  of 
$1,632.74  in  income  and  profits  taxes  for  1920.  The  question  in¬ 
volved  is  whether  certain  expenditures  were  ordinary  and  necessary 
expenses  or  additions  to  capital. 
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FINDINGS  OF  FACT. 

The  petitioner  is  a  California  corporation  located  at  Modesto, 
Calif. 

Due  to  the  increase  of  business  during  1917,  1918  and  1919,  the 
petitioner  found  it  necessary  to  enlarge  its  office  building.  This 
was  done  by  moving  out  the  exterior  walls  four  or  five  feet,  both 
as  to  length  and  width.  At  the  same  time  new  flooring  was  put  in, 
new  partitions  were  installed  in  place  of  old  ones,  and  additional 
partitions  were  added;  new  counters  and  office  equipment  were 
installed,  windows  and  doors  were  changed,  new  wooden  sills, 
joists  and  footings  were  substituted  for  old,  and  general  repairs 
made  where  needed.  The  alteration  and  remodeling  resulted  in  a 
10  per  cent  increase  in  office  space  and  in  a  more  convenient  and 
efficient  operation.  During  the  remodeling  and  repairing  the  peti¬ 
tioner  continued  to  occupy  the  building. 

The  office  building  was  located  on  property  leased  on  a  30-day 
basis  from  the  Southern  Pacific  Railroad  Co.  It  was  erected  in 
1910  at  a  cost  of  approximately  $3,000.  It  had  been  repaired  and 
added  to  prior  to  1920.  The  building  is  40  feet  by  50  feet,  and  is 
of  frame  construction.  After  the  altering  and  remodeling,  the  peti¬ 
tioner  had  one  additional  private  office  and  additional  rooms  for 
stenographers  and  clerks. 

The  planing  mill  was  located  about  a  block  from  the  office.  The 
building  was  of  frame  construction,  90  feet  by  105  feet,  and  had 
been  acquired  some  twenty  years  previous  at  a  cost  of  approxi¬ 
mately  $5,000.  The  building  had  been  used  constantly  and  was  in 
need  of  some  repairs  in  1920.  Leaks  in  the  roof  were  repaired,  and 
in  certain  sections  the  old  roof  was  torn  off  and  replaced  with  new 
shingles.  About  one-third  of  the  roof  was  replaced  and  leaks  were 
repaired.  New  trusses  and  rafters  were  added  as  well  as  sheathing 
and  gables.  The  roof  was  not  a  continuous  surface  but  was  a  series 
of  roofs  with  gables.  In  the  interior  of  the  mill  partitions  were 
torn  out  and  braces  substituted.  The  alterations  made  were  to 
secure  additional  floor  space. 

On  its  return  for  1920  the  petitioner  took  as  a  deduction  for 
repairs  $6,954.78.  The  Commissioner  allowed  a  portion  of  this 
amount  but  disallowed  $2,770.87  as  repairs  to  the  office  and  $712.92 
as  repairs  to  the  mill,  upon  the  ground  that  these  amounts  repre¬ 
sented  capital  expenditures. 

OPINION. 

Morris  :  There  is  no  question  in  our  minds  but  that  some  of  the 
expenditures  made  by  the  petitioner  in  the  taxable  year  and  dis¬ 
allowed  as  deductions  bv  the  Commissioner  were  for  ordinary  and 
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necessary  repairs,  the  cost  of  which  is  deductible.  Appeal  of  Illinois 
Merchants  T'rust  Co .,  4  B.  T.  A.  103.  On  the  other  hand,  certain 
of  the  expenditures  were  for  replacements,  alterations  and  improve¬ 
ments,  which  are  additions  to  capital  investment  the  cost  of  which 
should  not  be  applied  against  current  earnings.  Appeal  of  Blanche 
Burbank ,  3  B.  T.  A.  1118.  See  also  Appeal  of  Simmons  cb  Ham¬ 
mond  Mfg.  Co .,  1  B.  T.  A.  803.  In  the  absence,  however,  of  any 
segregation  in  the  record  of  the  costs  disallowed  by  the  Commis¬ 
sioner,  we  are  unable  to  determine  what  amounts  are  deductible 
and  what  amounts  should  be  added  to  capital  investment.  The 
determination  of  the  Commissioner  is  therefore  approved. 

Judgment  will  be  entered  for  the  Commissioner. 


Appeal  of  Gilchrist  Company. 

Docket  No.  5397.  Decided  November  23.  1926. 

Value  ;  Opinion. — Since  value  implies  both  a  purchaser  and  a 
seller,  it  is  not  enough  that  he  who  would  be  a  seller  expresses  a 
categorical  opinion  as  to  value.  Held ,  value  not  proven. 

Frank  J .  Albus ,  Esq.,  for  the  petitioner. 

F.  O .  Graves ,  Esq.,  for  the  Commissioner. 

Deficiency  of  $360.05.  income  and  profits  taxes  for  the  fiscal  year 
ended  July  31,  1920.  arising  from  the  disallowance  of  a  deduction 
covering  the  exhaustion  of  leaseholds  owned  on  March  1,  1913.  At 
the  hearing  the  Commissioner  amended  his  answer  so  as  affirmatively 
to  allege  an  overstatement  of  invested  capital.  Xo  proof,  however,.’ 
was  offered  to  substantiate  the  allegation. 

FINDINGS  OF  FACT. 

The  petitioner  conducts  a  department  store  at  the  corner  of 
Washington  and  Winter  Streets.  Boston,  Mass. 

On  March  31,  1900,  the  petitioner  became  the  lessee  of  the  premises 
at  417-425  Washington  Street.  Boston,  at  an  annual  rental  of 
$58,626,  plus  the  annual  taxes  levied  against  the  property.  On 
Xovember  5.  1904.  the  petitioner  renewed  this  lease  for  a  period  of 
fifteen  years  from  1910.  at  an  annual  rental  of  $71,000.  plus  annual 
taxes,  plus  5  per  cent  of  any  assessment  against  the  property  for 
betterments. 

On  July  24,  1911.  the  petitioner  became  the  lessee  of  the  premises 
at  1-7  Winter  Street,  and  431-439  Washington  Street,  for  a  period 
of  30  years  from  the  completion  of  the  building  being  constructed 
thereon.  The  building  was  completed  in  October.  1912.  The  annual 
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rental  was  $95,000,  plus  5  per  cent  of  the  cost  of  the  building,  and 
5  per  cent  of  assessments  against  the  property  for  betterments,  plus 
taxes  and  insurance. 

On  February  16,  1910,  the  petitioner  became  the  lessee  of  the 
premises  at  413-415  Washington  Street  for  the  period  from  Janu¬ 
ary  1,  1910,  to  September  3,  1921,  at  an  annual  rental  of  $19,250. 

The  leases  of  November  5,  1904,  and  July  24,  1911,  were  not 
recorded  in  the  office  of  the  registry  of  deeds. 

The  above  leases  cover  adjoining  properties  at  the  intersection 
of  Washington  and  Winter  Streets,  an  important  and  valuable 
business  locality. 

By  March  1,  1913,  the  commercial  value  of  the  properties  cov¬ 
ered  by  these  leases  had  been  enhanced  by  the  construction  of 
subwaj'S,  the  terminals  of  which  are  close  to  petitioner’s  store, 
by  the  proposed  construction  of  other  subways,  and  by  the  erection 
by  other  merchants  of  large  stores  in  the  vicinity. 

On  August  1,  1912,  the  petitioner  by  a  vote  of  its  board  of  direc¬ 
tors  made  an  entry  on  its  books  of  account  setting  up  $150,000  as 
the  value  of  its  leases  and  making  a  credit  to  surplus  of  a  like 
amount. 

OPINION. 

Sternpiagen  :  The  petitioner  claims  that  its  leaseholds  were,  on 
March  1,  1913,  worth  the  amount  of  $150,000,  entered  upon  its  books 
in  August,  1912,  in  excess  of  the  value  represented  by  the  rentals 
and  other  terms  of  the  leases.  This  amount  it  seeks  to  have  recog¬ 
nized  as  the  basis  for  exhaustion  deductions  within  the  taxable 
year.  Grosvenor  Atterbury ,  1  B.  T.  A.  169.  It  has  introduced  in 
evidence  the  oral  depositions  of  several  witnesses  who  expressed 
their  opinion  that  the  leaseholds  were  of  greater  value  on  March  1, 
1913,  than  was  reflected  in  the  rentals,  and  that  this  alleged  in¬ 
crease  in  value  was  attributable  to  the  completion  of  the  subway 
near  by,  as  well  as  the  construction  of  large  commercial  buildings 
in  the  vicinity.  The  testimony  of  these  witnesses  is,  however,  not 
sufficient  to  indicate  the  measure  of  any  enhancement  in  value 
which  might  have  taken  place.  Their  testimony  indicates  that 
their  opinions  were  not  the  result  of  careful  consideration  but 
were  mere  casual  expressions  upon  which  no  prospective  willing 
purchaser  would  have  acted  on  March  1,  1913.  Bearing  in  mind 
that  value  implies  both  a  purchaser  and  a  seller,  it  is  not  enough 
that  he  who  would  be  a  seller  expresses  a  categorical  opinion  as  to 
value.  Unless  it  is  also  shown  that  such  an  opinion  represents 
the  common  point  of  dealing  with  a  willing  buyer,  it  does  not 
prove  value. 

Judgment  will  be  entered  for  the  Commissioner. 
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Appeal  of  Commercial  Truck  Company  of  America. 

Docket  No.  3300.  Decided  November  23,  1926. 

1.  Petitioner  did  not  possess  a  patent  on  March  1,  1913,  and  is 
not  entitled  to  ascribe  any  value  to  a  patent  subsequently  issued 
as  of  that  date. 

2.  Opinions  of  value  upon  the  hypothesis  that  a  patent  existed 
on  March  1,  1913,  based  upon  estimated  royalties  from  the  patented 
article,  are  insufficient  to  enable  the  Board  to  determine  the  fair 
market  price  or  value,  if  any,  of  the  application  for  letters  patent. 

John  T.  McCracken ,  Esq.,  for  the  petitioner. 

John  D.  Foley ,  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  a  deficiency  in  income 
and  profits  taxes  for  1918  in  the  amount  of  $45,287.53.  The  issue 
involved  is  the  value,  if  any,  on  March  1.  1913,  of  a  patent  issued 
June  24,  1913,  for  which  application  was  made  in  1909. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Pennsylvania  corporation  engaged  in  the  manu¬ 
facture  of  electrically  propelled  motor  trucks  in  Philadelphia.  Prior 
to  1909  and  subsequent  thereto  E.  It.  Whitney,  an  engineer,  was  in 
the  employ  of  the  petitioner,  and  there  existed  between  them  an 
oral  agreement  to  the  effect  that  all  devices  perfected  and  patented 
by  him  during  his  employment  should  become  the  property  of  the 
petitioner  in  so  far  as  such  devices  related  to  automobiles. 

On  February  26,  1909,  Whitney  filed  an  application  for  United 
States  letters  patent  on  an  invention  entitled  “  Improvement  in  Motoi 
Vehicles,”  known  as  a  “  Worm  Drive  Axle.” 

On  November  22,  1912,  the  United  States  Patent  Office  notified 
Whitney  that  all  claims  set  forth  in  his  application  for  the  patent 
had  been  allowed,  with  the  exception  of  claim  three,  to  the  wording 
of  which  objection  was  interposed.  Following  receipt  of  such  notice, 
and  on  December  23,  1912,  the  wording  of  this  claim  was  changed 
to  conform  to  the  suggestions  of  the  Patent  Office.  On  March  8, 
1913,  formal  notice  of  the  allowance  of  the  patent  was  forwarded 
to  Whitney.  On  April  19,  1913,  Whitney  executed  an  assignment 
of  the  patent  to  the  petitioner,  which  was  received  and  recorded  on 
the  22nd  day  of  April  in  the  Patent  Office,  in  Liber  92,  page  192, 
of  Transfer  of  Patents.  Letters  Patent  No.  1,065,413  were  issued 
by  the  Patent  Office  June  24,  1913. 

In  the  year  1918  petitioner  sold  this  patent  to  a  syndicate  of  auto¬ 
mobile  manufacturers  for  the  sum  of  $50,000,  reserving  to  itself  the 
right  to  manufacture,  use  and  sell  axles  embodying  the  invention. 
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In  determining  the  deficiency  the  Commissioner  regarded  as  in¬ 
come  all  of  the  $50,000  received  on  the  sale  of  the  patent  except  an 
amount  of  $1,530.41,  the  cost  of  procuring  the  patent,  and  increased 
petitioner’s  net  income  in  the  amount  of  $48,469.59,  the  amount  by 
which  the  selling  price  of  the  patent  exceeded  the  cost  thereof. 

OPINION. 

Littleton  :  E.  R.  Whitney  agreed  under  a  contract  of  employ¬ 
ment  with  the  petitioner  that  all  devices  perfected  and  patented  by 
him  during  his  employment  should  become  the  property  of  the  peti¬ 
tioner  so  far  as  such  devices  related  to  automobiles.  He  perfected 
a  device  known  as  the  “  Worm  Drive  Axle,”  for  which  application 
for  patent  was  pending  from  1909  to  June  24,  1913,  when  the  patent 
was  issued.  The  device,  however,  had  been  manufactured,  used  and 
sold  by  the  petitioner  for  several  years  prior  to  the  issuance  of  the 
patent.  At  least  two  other  automobile  manufacturers  made  and 
used  the  device  before  that  time. 

The  petitioner  takes  the  position  that  the  invention  was  perfected 
and  the  application  for  letters  patent  had,  with  one  exception,  been 
allowed  prior  to  March  1,  1913,  and  the  only  thing  which  remained 
to  be  done  was  the  issuance  of  the  patent;  also,  that  title  to  the 
patent  related  back  to  the  date  of  the  application  which  was  prior 
to  the  basic  date.  The  claims  set  forth  in  the  application  were  not 
allowed  in  full  until  March  8,  1913,  and  the  patent  was  not  issued 
until  June  24,  1913.  Petitioner  had  no  monopoly  on  the  invention 
until  the  patent  was  issued  and,  furthermore,  title  by  relation  does 
not  meet  the  requirements  of  the  statute  that  the  property  must  have 
been  acquired  before  March  1,  1913,  in  order  that  the  fair  market 
price  or  value,  as  of  that  date,  may  be  used  as  a  basis  for  determin¬ 
ing  gain  or  loss  on  the  subsequent  sale.  Appeal  of  City  Bank  Co ., 
1  B.  T.  A.  210.  It  is  further  contended  that  the  application  for  the 
patent  created  a  valuable  property  right  on  March  1,  1913,  and  that 
the  value  thereof  was  at  least  equal  to  or  in  excess  of  the  sale  price 
of  the  patent  in  1918.  We  agree  that  an  application  for  a  patent 
is  property  and  is  subject  to  valuation.  Individual  Towel  <&  Cabinet 
Service  Co.,  5  B.  T.  A.  158.  The  evidence  submitted  consisted  of 
the  testimony  of  engineers  familiar  with  the  petitioner’s  invention. 
Their  opinions  of  value  were  upon  the  hypothesis  that  petitioner 
owned  a  patent  on  March  1,  1913,  and  were  based  upon  the  esti¬ 
mated  royalties  from  the  patented  article.  This  evidence  is  not 
sufficient  to  enable  the  Board  to  determine  what  value,  if  any,  should 
be  ascribed  to  the  application  for  letters  patent,  which  application 
was  all  that  the  petitioner  owned  on  March  1,  1913. 

Judgment  will  be  entered  for  the  C ommissioner. 
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Cadillac  Automobile  Company  of  Illinois,  Petitioner,  v. 

Commissioner  of  Internal  Revenue,  Respondent. 

Docket  No.  2657.  Decided  November  23,  1920. 

An  amount  withdrawn  from  a  corporation  by  its  sole  stockholder 
as  a  loan  and  carried  on  the  corporation’s  books  and  balance  sheets 
as  an  account  receivable  upon  which  credit  has  been  secured,  there 
being  no  evidence  of  a  dividend,  is  within  its  invested  capital. 

Henry  W.  Wales ,  Esq.,  for  the  petitioner. 

A.  H.  Fast,  Esq.,  for  the  respondent. 

Deficiency  of  $9,278.59,  income  and  profits  taxes  for  the  calendar 
year  1918,  arising  from  the  reduction  of  invested  capital  (1)  by  a 
prorated  amount  based  on  a  tax  for  1917  said  to  be  greater  than 
the  true  amount,  (2)  by  excluding  the  amount  of  an  account  due 
the  corporation  on  December  31,  1917,  from  its  sole  stockholder, 
and  (3)  by  excluding  one-half  of  the  increase  of  this  stockholder’s 
indebtedness  during  1918. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  Illinois  corporation  with  its  principal  place 
of  business  in  Chicago.  In  1918  it  was  the  distributing  agent  for 
Cadillac  automobiles. 

C.  H.  Foster  was  the  president  and,  with  the  exception  of  those 
holding  qualifying  shares,  its  sole  stockholder.  For  several  years 
Foster’s  personal  account  had  been  carried  on  the  books  of  the  peti¬ 
tioner.  This  account  was  charged  with  withdrawals  made  by  Foster 
and  credited  with  various  items,  including  dividends.  On  August 
1,  1913,  the  debit  balance  due  the  corporation  was  $50,898.05.  On 
August  1,  1916,  the  debit  balance  was  $9,443.44;  on  December  31, 
1917,  it  was  $80,736.72;  and  on  December  31,  1918,  it  was  $86,575.04. 

In  1919  the  Cadillac  Motor  Car  Co.  served  notice  that  the  agency 
contract  would  be  canceled,  effective  August  1,  1919,  as  it  intended 
to  establish  a  direct  factory  branch.  On  August  1,  1919,  the  peti¬ 
tioner  ceased  doing  active  business  and  it  is  now  in  process  of  liquida¬ 
tion.  Foster’s  present  debit  balance  is  substantially  as  large  as  it 
was  during  1918.  The  petitioner’s  surplus  is  at  the  present  time  and 
always  has  been  more  than  sufficient  to  take  care  of  Foster’s 
indebtedness. 

The  principal  cause  of  Foster's  indebtedness  was  his  withdrawal 
of  funds  to  purchase  a  vacant  piece  of  property  required  for  the 
petitioner’s  use  in  the  storage  of  cars  brought  in  for  repairs.  Peti¬ 
tioner  paid  no  rent  for  this  property  in  1917  and  1918.  In  1919  a 
credit  was  carried  to  Foster’s  account  which  included  $21,000  to 
cover  three  years’  rent  at  $7,000  a  year. 
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A  dividend  of  $30,000  was  paid  in  1917.  It  was  credited  to 
Foster’s  account  under  date  of  September  6.  1917. 

On  August  30,  1917,  the  following  certification  was  made  by 
Foster  to  accountants  who  were  auditing  the  petitioner’s  books : 

1  hereby  certify  that  the  amount  to  the  debit  of  my  account,  namely 
$54,935.37,  at  June  30,  1917,  is  the  correct  amount  of  my  indebtedness  to  the 
Cadillac  Automobile  Company  of  Illinois  at  that  date. 

On  July  31,  1918,  a  similar  certification  was  made,  as  follows: 

I  hereby  certify  that  the  amount  to  the  debit  of  my  account,  namely, 
$84,450.93,  at  July  31,  1918,  is  the  correct  amount  of  my  indebtedness  to  the 
Cadillac  Automobile  Company  of  Illinois  at  that  date. 

In  1917  and  1918  balance  sheets  were  prepared  by  the  accountants 
as  of  the  same  dates  as  those  certified  to  by  Foster,  in  which  Foster’s 
indebtedness  was  included  as  a  part  of  the  assets  of  the  petitioner. 
These  balance  sheets  were  presented  to  the  National  City  Bank  of 
Chicago,  and  based  thereon  credit  of  $200,000  was  extended  to  the 
petitioner  in  each  of  those  years.  The  petitioner  borrowed  sums  of 
money  from  the  bank;  in  the  latter  part  of  1917  owed  it  in  excess 
of  $170,000;  and  at  various  times  in  1918  owed  it  in  excess  of 
$190,000. 

The  respondent  reduced  the  petitioner's  invested  capital  for  1918 
by  prorating  $28,815.46  as  the  amount  of  income  tax  for  1917.  The 
correct  tax  for  1917  as  finally  determined  is  $25,595.12. 

OPINION. 

Sternhagen  :  1.  The  Commissioner  admits  the  first  error  and 
hence  the  invested  capital  should  not  exclude  for  prior  year’s  tax 
more  than  $25,595.12,  properly  prorated.  Russel  Wheel  <&  Foundry 
Co .,  3  B.  T.  A.  1168. 

2.  The  only  evidence  we  have  is  to  the  effect  that  Foster  borrowed 
some  $80,000  and  promised  to  pay  it  back.  The  corporation  gave 
him  the  use  of  it  with  the  full  right  to  reclaim  it.  Foster,  so 
far  as  the  evidence  shows,  was  solvent  and  able  to  pay  the  amount, 
and  upon  the  strength  of  his  promise  as  an  account  receivable 
the  corporation,  to  some  extent,  secured  credit  at  the  bank.  By 
its  balance  sheet  it  held  out  to  third  persons  that  Foster’s  indebted¬ 
ness  was  part  of  its  assets,  and  Foster  certified  to  this.  We  know  of 
no  authority  for  saying  that  Foster  or  the  corporation  could  have 
contended  for  his  or  its  own  advantage  that  this  belonged  to  Foster 
by  way  of  dividend.  Irrespective  of  whether  Illinois  law  permitted 
such  a  dividend,  we  can  not  find  any  evidence  that  one  was  intended. 
When,  in  the  future,  either  in  the  ordinary  course  or  in  final  liquida¬ 
tion,  Foster  is  relieved  of  the  indebtedness,  it  will  be  necessary  to 
consider  whether  he  then  realizes  income.  Meanwhile,  what  is  for 
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all  other  purposes  a  loan  is  not  to  be  construed  as  a  dividend  solely  to 
support  a  tax.  See  Pictorial  Revieic  Co .,  5  B.  T.  A.  416.  Like  other 
accounts  receivable,  the  amount  is  within  the  petitioner's  invested 
capital,  and  the  Commissioner's  determination  is  reversed.  This 
makes  the  petitioner’s  third  assignment  of  error  unnecessary  to  con¬ 
sider.  as  it  was  raised  onlv  in  the  event  of  an  adverse  decision  of  the 

7  %/ 

second. 

Judgment  for  the  'petitioner  in  accordance 
with  this  opinion  mill  be  entered  on  15  days 
notice ,  under  Rule  50. 
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Arthur  A.  Cocke  and  wife,  Petitioners,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  809.  Decided  November  24,  1926. 

Arthur  A.  Cocke ,  Esq.,  for  the  petitioners. 

B.  II.  Saunders ,  Esq.,  for  the  respondent. 

The  deficiencies  involved  in  this  proceeding  are,  in  the  case  of 
each  of  the  petitioners,  income  taxes  for  the  year  1922  in  the  sum 
of  $3,492.19.  The  petitioners  are  husband  and  wife,  residing  in 
Texas.  The  income  involved  herein  was  reported,  and  treated  by 
the  Commissioner,  as  community  income. 

The  petitioners  allege  eight  errors  in  the  computation  of  the  net 
income : 

(1)  The  inclusion  in  net  income  of  the  amount  of  $82,500,  which 
it  is  alleged  never  became  income  to  either. 

(2)  The  disallowance  of  a  deduction  of  $6,191.90,  the  amount  of 
loss  which  it  is  alleged  resulted  from  the  surrender  of  71%  contracts 
in  the  United  Home  Builders  of  America. 

(3)  The  disallowance  of  a  deduction  of  $5,707.30,  the  amount  of 
an  alleged  loss  arising  from  an  investment  in  the  White  Banking 
System. 

(4)  The  disallowance  of  a  deduction  of  $5,910,  claimed  as  interest 
accrued  in  1922. 

(5)  The  disallowance  of  a  deduction  of  $1,734.30,  being  the 
amount  of  taxes  which  it  is  alleged  accrued  upon  a  certain  warehouse 
property  prior  to  its  acquisition  by  the  petitioners.  This  item  the 
Commissioner  treated  as  a  capital  expenditure,  treating  it  as  a  part 
of  the  cost  of  property  purchased. 

(6)  The  disallowance  of  a  deduction  for  taxes  in  an  amount 
not  stated  in  the  petition,  which  it  is  alleged  accrued  after  the 
acquisition  of  said  warehouse  property  in  1922. 
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(7)  The  disallowance  of  a  deduction  of  $8,305.10,  which  it  is 
alleged  was  a  loss  sustained  upon  45  contracts  in  the  United  Home 
Builders  of  America. 

(8)  The  disallowance  of  a  deduction  of  $16,453.95,  being  the  amount 
of  a  loss  which  it  is  alleged  resulted  in  1922  from  an  investment 
in  the  Community  Mausoleum. 

FINDINGS  OF  FACT. 

The  petitioners  are  residents  of  Dallas,  Tex.  Prior  to  January 
24,  1922,  the  petitioner,  Arthur  A.  Cocke,  had  an  interest — the  nature 
of  which  can  not  be  determined  from  the  record — in  the  United 
Home  Builders  of  America,  an  association  operating  under  the  laws 
of  the  State  of  Missouri.  He  was,  at  the  same  time,  one  of  the 
managing  trustees  of  the  association.  The  association  had  been 
seeking  to  purchase  a  building  within  which  to  conduct  its  business. 
The  managing  trustees  (the  petitioner,  Arthur  A.  Cocke,  and  another 
whose  name  is  not  material)  found  that  one  Sachs,  of  St.  Louis, 
was  offering  for  sale  a  building  in  that  city.  The  managing  trus¬ 
tees,  on  behalf  of  the  association,  purchased  the  building  from  Sachs 
for  $200,000. 

On  January  24,  1922,  that  being  the  same  time  as,  or  shortly  after, 
the  purchase  of  the  building  above  referred  to,  the  petitioner,  Arthur 
A.  Cocke,  sold  his  interest  in  the  association  to  Sachs  for  $100,000. 

Certain  persons  interested  in  the  association — whether  as  owners 
of  an  actual  interest  or  as  contract  holders,  does  not  appear — brought 
suit  against  the  petitioner  in  the  courts  of  Dallas  County,  Texas, 
alleging  that  the  association  did  not  have  in  its  expense  fund  an 
amount  sufficient  to  pay  the  purchase  price  of  the  building,  and 
that  there  had  been  expended  in  the  purchase  thereof  funds  which 
were  the  property  of  the  contract  holders.  It  was  alleged  that  the 
amount  received  by  the  petitioner  herein  did  not  rightfully  belong 
to  him;  that  the  interest  sold  could  not  be  disposed  of  by  him  as 
trustee,  to  his  own  benefit;  that  the  sale  inured  to  the  benefit  of  all 
contract  members  and  that  the  $200,000  paid  for  the  building  came 
out  of  the  loan  or  trust  fund;  and  that  therefore  the  $100,000  re¬ 
ceived  by  the  petitioner  herein  was  impressed  with  a  trust  and  could 
be  followed  as  such  fund  by  the  interested  parties.  A  writ  of  attach¬ 
ment  and  garnishment  wTas  issued  and  there  was  attached  thereunder, 
among  other  things,  the  petitioner’s  bank  account  in  which  had  been 
deposited  the  $100,000  received  from  Sachs. 

The  petitioner  filed  his  answer  in  the  suit  and  a  trial  was  had  at 
which  the  jury  disagreed.  The  suit  was  still  pending  at  the  date  of 
the  hearing  of  this  proceeding  and  the  petitioner  herein  still  con¬ 
tends  that  the  $100,000  is  his  and  that  it  is  not  impressed  with  a  trust. 
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During  the  taxable  year  the  petitioner  owned  or  held  116*4  con¬ 
tracts  in  the  association  above  referred  to.  Of  these  contracts  71  y2 
were  pledged  to  a  bank  as  collateral  security  for  a  loan.  These 
contracts  had  a  cash  surrender  value.  Some  time  prior  to  the  25th 
day  of  December,  1922,  the  petitioner  went  to  the  office  of  the  asso¬ 
ciation  and  arranged  with  it  for  the  surrender  of  the  contracts  and 
the  payment  to  the  bank  of  the  surrender  value  thereof.  The  bank 
surrendered  the  contracts  and  received  their  surrender  value,  but 
we  can  not  determine  from  the  record  how  or  when  this  was  done. 
The  evidence  does  not  disclose  the  costs  of  the  contracts  or  the 
amount  received  on  their  surrender. 

The  remainder  of  the  contracts  were  not  surrendered  and  they 
became  involved  in  the  receivership  proceeding  and  are  in  that  con¬ 
dition  today.  The  petitioner  charged  “  them  ”  off  as  a  loss. 

One  Charles  TI.  White  organized  and  put  into  operation  what  was 
known  as  the  White  Banking  System.  The  principal  feature  of  its 
business  was  what  were  described  as  “  cooperative  loans.”  The  peti¬ 
tioner  invested  $5,707.30  in  this  organization  in  the  year  1922 — 
whether  as  a  stockholder  or  in  some  other  capacity,  does  not  appear. 
White  maintained  his  office  in  the  offices  of  the  petitioners.  During 
the  taxable  year  some  disagreement  arose  between  the  petitioner, 
Arthur  A.  Cocke,  and  White  as  to  the  operation  of  the  banking  busi¬ 
ness  and  the  petitioners  refused  to  allow  White  to  office  with  them. 
The  amount  of  the  investment  in  the  White  Banking  System  was 
charged  off  as  a  loss.  On  December  26,  1923,  White  gave  the  peti¬ 
tioner  his  note  for  $4,850,  which  note  is  still  unpaid.  The  petitioner, 
during  the  year  1922  and  a  part  of  the  year  1923,  was  one  of  the 
trustees  of  the  White  Banking  System. 

OPINION. 

Green:  We  are  convinced  that  the  petitioner’s  sale  to  Sachs  was 
not  an  advantageous  one,  but  we  are  equally  convinced  that  he  de¬ 
rived  a  gain  thereon  and  that  that  gain  was  properly  included  in 
gross  income.  The  payment  was  deposited  in  the  petitioner’s  bank 
account  and  the  proceeds  thereof  lay  for  thirty  days  unincumbered 
by  either  attachment  or  garnishment.  The  plaintiffs  in  that  suit 
may  establish  a  trust — and  as  to  this  we  express  no  opinion — or  they 
may  establish  a  liability  on  the  part  of  the  petitioner  herein  which 
will  be  satisfied  by  an  execution  levied  upon  the  funds  garnisheed. 
This  disposes  of  the  first  allegation  of  error. 

In  regard  to  the  second  allegation  of  error,  it  appears  that  the  peti¬ 
tioner,  shortly  before  Christmas  of  1922,  made  a  trip  to  St.  Louis 
and  there  arranged  for  the  payment  to  the  bank  of  the  cash  sur¬ 
render  value  of  the  7iy2  contracts  belonging  to  him  and  held  by  it  as 
collateral.  The  evidence  is  that  the  bank  did  surrender  the  contracts 
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and  receive  their  value,  but  whether  in  1922  or  1923  we  can  not  ascer¬ 
tain,  and  therefore  affirm  the  Commissioner.  Likewise,  the  cost  of 
the  contracts  and  the  amount  received  on  their  surrender  is  not  in 
evidence. 

The  White  Banking  System,  another  cooperative  loan  organization, 
had  interested  the  petitioner  to  the  extent  of  investing  $5,707.30 
therein  and  becoming  a  trustee  thereof.  White  officed  with  the  peti¬ 
tioners.  A  disagreement  arose,  friendship  ceased,  and  White  moved 
his  office  elsewhere.  The  petitioners  were  dissatisfied  with  White’s 
management  of  the  business,  of  which  one  of  them  was  a  trustee. 
Some  time  in  1923  White  gave  the  petitioner  a  note  for  $4,850.  The 
proof  of  loss  is  lacking  and  we  must  affirm  the  Commissioner. 

The  proof,  if  any,  in  support  of  the  remaining  allegations  of  error, 
is  wholly  inadequate  and  makes  their  further  consideration  unneces¬ 
sary. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner. 

Korner,  Littleton,  and  Milliken  not  participating. 


J.  Fred  Smith  Gravel  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  735.  Decided  November  24,  1026. 

The  petitioner  corporation,  both  before  and  after  March  1,  1913, 
acquired  gravel  lands  in  exchange  for  its  stock.  Upon  the  evidence, 
held,  that  the  Commissioner  did  not  err  in  his  computations  of 
value  and  cost  used  by  him  in  the  computation  of  invested  capital 
and  the  allowance  for  depletion. 

George  S.  Atkinson ,  Esq.,  and  Luke  B.  Garvin,  C.  P.  A.,  for  the 
petitioner. 

B.  H.  Saunders,  Esq.,  for  the  respondent. 

The  petitioner  has  appealed  from  the  determination  of  deficiencies 
in  income  and  profits  taxes  for  the  years  1920  and  1921,  totaling 
$2,761.36.  Four  errors  are  alleged  in  the  petition,  as  follows: 

(1)  The  Commissioner  has  illegally  disallowed  depletion  deduc¬ 
tions  for  the  calendar  years  1920  and  1921  on  the  basis  of  a  fair 
market  value  as  at  March  1,  1913,  of  gravel  deposits  acquired  prior 
to  March  1,  1913,  allowing  only  depletion  deductions  on  the  basis 
of  cost. 

(2)  The  Commissioner  has  illegally  disallowed  depletion  deductions 
for  the  calendar  years  1920  and  1921  on  the  basis  of  the  value  definitely 
known  on  May  1,  1913,  and  accurately  ascertainable  on  May  1,  1913, 
of  gravel  deposits  transferred  to  the  corporation  in  exchange  for 
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stock  and  having  a  value  substantially  in  excess  of  the  consideration 
paid  therefor,  allowing  only  depletion  deductions  on  the  basis  of 
cost. 

(3)  The  Commissioner  has,  in  computing  profits  taxes  for  the 
calendar  years  1920  and  1921,  illegally  disallowed  paid-in  surplus 
represented  by  property  transferred  to  the  corporation  on  May  1, 
1913,  by  stockholders,  which  said  property  as  of  that  date  had  a 
value  clearly  and  substantially  in  excess  of  the  par  value  of  the 
stock  exchanged  therefor,  allowing  only  in  the  computation  of  in¬ 
vested  capital  the  par  value  of  the  stock  so  exchanged. 

(4)  The  Commissioner  has,  for  the  purpose  of  computing  the 
profits  taxes  for  the  calendar  years  1920  and  1921,  illegally  reduced 
the  invested  capital  for  each  of  said  years  by  assessing  illegal  and 
excessive  income  tax  for  the  calendar  year  1916  and  illegal  and  ex¬ 
cessive  income  and  profits  taxes  for  the  calendar  years  1917,  1918, 
and  1919. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  corporation  organized  under  the  laws  of  the 
State  of  Texas  and  engaged  in  the  business  of  producing  and  selling 
gravel  from  its  own  properties  situated  near  the  City  of  Dallas. 
Prior  to  October  1,  1912,  the  date  of  its  organization,  the  initial 
stockholders  of  the  corporation  were  engaged  in  a  similar  business 
individually  and  the  corporation  was  formed  to  take  over  from  the 
individuals  the  various  gravel  deposits  owned  by  them  and  to  carry 
on  the  business.  The  individuals  had  purchased  as  farm  lands  the 
properties  which  they  conveyed  to  the  corporation  and  had  developed 
them  to  the  extent  that  it  was  known  that  said  lands  contained  com¬ 
mercial  gravel  in  paying  quantities. 

On  October  1,  1912,  the  petitioner  acquired  the  first  of  several 
pieces  of  gravel-bearing  lands.  This  tract,  known  as  the  Trinity 
Mills  tract,  consisted  of  approximately  100  acres,  of  which  66  were 
gravel  lands,  and  was  transferred  to  the  petitioner  in  exchange  for 
its  stock  of  the  par  value  of  $30,000.  On  March  1,  1913,  this  tract 
contained  654,402.25  cubic  yards  of  commercial  gravel.  On  October 
10,  1912,  the  petitioner  acquired  the  Stanley  tract  containing  50 
acres.  This  was  transferred  to  the  corporation  in  exchange  for  its 
stock  of  the  par  value  of  $15,000.  On  March  1,  1913,  there  remained 
335,754.5  cubic  yards  of  gravel.  On  November  7,  1912,  the  petitioner 
purchased  the  Good  tract  containing  4.7034  acres  of  land,  paying 
therefor  a  cash  consideration  of  $2,116.53.  On  March  1,  1913,  there 
remained  in  this  tract  23,944  cubic  yards  of  commercial  gravel.  On 
May  1,  1913,  the  petitioner,  in  exchange  for  its  capital  stock  of  the 
par  value  of  $50,000,  acquired  from  two  of  its  stockholders  gravel 
lands  known  as  the  Stanley  and  May  tract,  consisting  of  220  acres 
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and  containing  on  that  date  1,071,396.54  cubic  }^ards  of  commercial 
gravel.  The  residual  value  after  the  removal  of  all  gravel  was 
$5,235.  On  the  same  date  it  acquired  from  its  stockholders  in  ex¬ 
change  for  its  capital  stock  of  the  par  value  of  $21,287.84  what  was 
known  as  the  Gribble  and  Trinity  Mills  tracts,  consisting  of  298.4 
acres  and  containing  208,385.8  cubic  yards  of  commercial  gravel. 
On  March  5,  1913,  it  purchased  for  a  cash  consideration  of  $1,000 
what  was  known  as  the  Cobb  tract.  This  tract  was  of  the  area  of 
6.71  acres,  of  which  approximately  two  acres  contained  30,815  cubic 
yards  of  commercial  gravel,  this  amount  being  the  total  gravel  con¬ 
tained  on  the  tract.  The  non-gravel  lands,  being  approximately  4.71 
acres,  had  a  value  at  the  date  of  acquisition  of  $25  per  acre. 

On  August  9,  1920,  the  petitioner  submitted  to  the  Commissioner  a 
compilation  entitled  “  Schedule  for  Valuation  of  Deposits  of  Non- 
metals,”  in  which,  among  other  things,  appeared  the  following  state¬ 
ment  : 

As  shown  in  Exhibit  “A”  the  J.  Fred  Smith  Gravel  Company  purchased  in 
1912  and  1913  certain  tracts  of  gravel  land,  giving  in  exchange  therefor  stock  of 
the  total  par  value  of  $116,287.84.  In  order  to  establish  the  fair  market  value 
of  this  stock  at  par  we  submit  below  a  list  of  stock  sales  made  by  the  J.  Fred 
Smith  Gravel  Company  in  1912  and  1913. 


DATE  SALE  NUMBER  AMOUNT 

1912  TO  WHOM  SALE  MADE  SHARES  PAID 

Oct.  10  Ernest  E.  McAnelly,  Dallas,  Texas _  25  $2,  500.  00 

J.  S.  M.  McKamey,  Gregory,  Texas _  5  500.  00 

Oct.  21  McKamey  Brothers,  Port  Lavaca,  Texas. _  10  1,  000.  00 

1913 

May  26  Ernest  E.  McAnelly,  Dallas,  Texas _  20  2,  000.  00 

May  20  H.  T.  Farrell,  Plano,  Texas _  150  15,  000.  00 

May  20  A.  A.  Fielder,  Sherman,  Texas _  100  10,  000.  00 

June  10  J.  E.  &  J.  W.  Rhea,  Roswell,  N.  M _  250  25,  000.  00 


(J.  E.  Rhea  spent  five  days  thoroughly  inspecting  the 
properties  and  the  office  records  before  giving  us  his  check 
for  $25,000.00.) 

In  the  year  1920  the  Commissioner  determined  that  the  petitioner 
was  entitled  to  a  depletion  deduction  of  4.658  cents  for  each  cubic 
yard  of  gravel  removed,  and  allowed  upon  this  basis  a  total  deple¬ 
tion  deduction  of  $6,688.99.  During  that  year  there  was  removed 
and  sold  by  the  petitioner  143,602.13  cubic  yards  of  gravel. 

For  the  year  1921  the  Commissioner  computed  the  depletion  de¬ 
duction  upon  the  basis  of  4.737  cents  per  cubic  yard  of  gravel,  and 
in  that  year  the  petitioner  produced  and  sold  82,060.46  cubic  yards 
of  gravel. 

OPINION. 

Green:  In  computing  the  petitioner’s  invested  capital  and  the 
depletion  allowances,  the  Commissioner  used  as  the  cost  of  the 
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gravel  lands  acquired  in  exchange  for  stock  the  par  value  of  the 
stock  issued  therefor.  As  to  those  lands  acquired  prior  to  March  1, 
1913,  he  held  that  between  the  date  of  acquisition  and  March  1,  1913, 
there  was  no  change  in  value. 

The  petitioner  contends  that  its  gravel  lands  were  worth  at  the 
date  of  their  acquisition  at  least  $1,000  per  acre  and  that  the  deple¬ 
tion  computed  on  that  basis  is,  for  1920,  8.6985  cents,  and  for  1921, 
8.7175  cents  per  cubic  yard,  and  that  it  is  entitled  to  a  paid-in 
surplus  equivalent  to  $900  per  acre. 

Of  the  six  tracts  of  gravel  lands  acquired  by  the  petitioner,  three 
were  acquired  before  March  1,  1913,  and  three  acquired  after  that 
date.  One  tract  out  of  each  group  was  acquired  for  cash  and  the 
others  were  acquired  in  exchange  for  stock.  The  tracts  acquired 
for  cash  are  relatively  unimportant  and  the  crucial  question  in  the 
case  is  the  value  of  the  stock  exchanged  for  the  four  tracts. 

The  record  discloses  a  series  of  sales  of  this  stock  commencing 
on  October  10,  1912,  and  continuing  to  June  10,  1913.  There  were, 
in  all,  seven  different  sales.  They  range  in  size  from  5  to  250  shares. 
In  each  instance  they  wTere  sold  for  cash  at  par.  There  is  nothing 
in  the  evidence  which  reduces  the  probative  effect  of  these  sales. 
We  are  of  the  opinion  that  the  stock  of  the  petitioner  at  the  various 
times  of  its  exchange  for  property  had  a  value  of  $100  per  share. 

Our  conclusion  as  to  the  value  of  the  stock  exchanged  fixes  the 
cash  value  of  the  properties  acquired.  This  disposes  of  the  question 
as  to  invested  capital,  since  the  statute  requires  that  properties 
acquired  for  stock  shall  be  included  at  their  cash  value. 

The  other  questions  relate  to  the  correctness  of  the  depletion 
allowance  used  by  the  Commissioner.  We  have  found  that  the 
stock  of  the  petitioner  at  the  time  of  its  exchange  was  worth  par, 
and  from  this  it  follows  that  the  cost  of  the  two  tracts  acquired  in 
exchange  for  stock  subsequent  to  March  1,  1913,  was  the  par  value 
of  the  stock  exchanged  therefor. 

The  Stanley  and  May  tract,  acquired  May  1,  1913,  for  stock  of  the 
par  value  of  $50,000,  contained  1,071,396.54  cubic  yards  of  gravel. 
Using  the  value  of  the  stock  as  the  measure  and  deducting  the 
residual  value,  we  have  $44,765  as  the  cost  of  the  gravel,  or  a  cost 
per  yard  of  4.178  cents,  which  is  somewhat  less  than  the  4.658 
cents  used  by  the  Commissioner  in  his  computation  for  the  year  1920. 
We  are  not  advised  as  to  the  elements  of  depletion  other  than  cost 
claimed  by  the  petitioner  or  used  by  the  Commissioner. 

On  the  same  date,  i.  e.,  May  1,  1913,  the  petitioner  acquired  the 
Gribble  and  Trinity  Mills  tracts,  containing  208,385.8  cubic  yards  of 
gravel,  in  exchange  for  its  stock  of  a  par  value  of  $21,287.84.  This 
gives  a  cost  per  cubic  yard  10.215  cents.  However,  it  is  noted  that 
this  tract  was  acquired  from  the  same  individuals  as  was  the 
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Stanley  and  May  tract  and  on  the  same  date,  and  that,  while  this 
tract  was  larger  by  76.40  acres,  its  gravel  content  was  863,010.74 
cubic  yards  less.  We  are  unable  to  account  for  this  difference  in 
cost. 

The  Cobb  tract,  consisting  of  6.71  acres,  containing  30,815  cubic 
yards  of  gravel,  was  purchased  on  March  5,  1913,  for  $1,000  in 
cash.  Of  this  approximately  two  acres  contained  gravel.  The  non¬ 
gravel  lands  were  worth  $25  per  acre.  The  30,815  cubic  yards  there¬ 
fore  cost  $882.50  or  2.86  cents  per  cubic  yard. 

The  Good  tract,  consisting  of  4.7034  acres,  was  acquired  on  No¬ 
vember  7,  1912,  for  a  cash  consideration  of  $2,116.53.  On  March 
1,  1913,  this  tract  contained  23,944  yards  of  gravel,  but  the  evidence 
does  not  disclose  its  gravel  content  at  the  date  of  acquisition  and  it 
is  impossible  for  us  to  compute  the  cost  per  yard  of  the  gravel  in 
this  tract. 

We  are  not  advised  of  the  amount  which  the  Commissioner  used 
as  the  cost  of  the  three  tracts  acquired  after  March  1,  1913,  nor  are 
we  advised  as  to  the  amount  which  the  Commissioner  used  as  the 
March  1,  1913,  value  of  the  three  tracts  acquired  prior  to  March  1, 
1913.  All  we  have  is  the  depletion  allowance  per  cubic  yard.  This 
the  Commissioner  computed  to  be  4.658  cents  for  all  of  the  gravel. 
The  average  cost  per  yard  of  the  gravel  acquired  subsequent  to 
March  1,  1913,  is  slightly  over  5  cents  per  yard,  and  this  we  assume 
is  the  cost  used  by  the  Commissioner,  inasmuch  as  we  have  used  his 
valuation  of  stock.  This  average  cost  is  slightly  in  excess  of  the 
depletion  allowance.  If  we  use  this  average  cost  as  the  value  per 
cubic  yard  of  the  gravel  in  place  in  the  three  tracts  acquired  prior  to 
March  1,  1913,  the  excess  remains  the  same.  The  Commissioner’s 
depletion  allowance  for  1920  is  approximately  one-half  cent  per  yard 
less  than  the  March  1,  1913,  value  or  cost  as  computed  by  us.  It  is 
obvious  that  our  computation  of  the  March  1,  1913,  value  is  inaccu¬ 
rate.  We  have  used  stock  sales  as  the  measure  of  the  value  of  stock 
exchanged  for  gravel  lands  and  thus  computed  the  cost  of  two  of  the 
tracts.  For  one  tract  this  cost  is  4.178  cents  and  for  the  other  10.215 
cents  per  cubic  yard.  We  averaged  these  costs  with  the  cash  pur¬ 
chase  at  2.86  cents  per  yard,  and  the  average  thus  obtained  was  used 
as  the  March  1,  1913,  value  of  the  gravel  in  the  three  tracts  first 
acquired.  All  of  this  we  have  done  to  test  the  correctness  of  the  Com¬ 
missioner’s  depletion  rate  applied  to  the  gravel  acquired  both  before 
and  after  March  1,  1913.  Our  computation  of  value  does  not  take 
into  consideration  many  factors,  as,  for  example,  accessibility,  depth 
of  strata,  over-burden,  or  subsequent  expenditures  because  this  data 
was  not  furnished  us. 

Since  our  computation  gives  a  depletion  allowance  only  one-half 
cent  (approximately)  greater  than  that  used  by  the  Commissioner 
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for  1920  (less  in  the  case  of  1921),  and  since  our  computation  is  based 
upon  costs  and  values  that  are  at  best  only  inaccurate  estimates,  we 
can  not  say  that  the  Commissioner  erred. 

Each  of  the  errors  alleged  relates  to  value  or  cost  used  in  the  com¬ 
putation  of  invested  capital  and  of  the  depletion  allowance.  We  find 
no  error  in  either  as  determined  b}^  the  Commissioner. 

Judgment  will  be  entered  for  the  Com¬ 
missioner. 


Chicago  Nut  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  19180.  Decided  November  24,  1926. 

In  determining  whether  the  net  income  for  1922  is  $25,000  or 
less  and  the  credit  of  $2,000  provided  for  by  section  236  (b)  of 
the  Revenue  Act  of  1921  is  to  be  allowed,  the  net  loss  provided  for 
by  section  204  (b)  may  not  be  deducted. 

V .  H.  Wilde ,  for  the  petitioner. 

Joseph  K.  Moyer ,  Esq.,  for  the  respondent. 

This  proceeding  is  for  the  redetermination  of  a  deficiency  in  in¬ 
come  tax  of  $645.80  for  the  year  1922,  of  which  $250  is  in  controversy. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  corporation  organized  under  the  laws  of  the 
State  of  Illinois  in  April,  1902,  and  is  engaged  in  the  manufacture 
of  nuts,  screws,  washers  and  other  metal  products.  Its  net  income 
for  the  year  1922,  before  the  allowance  of  any  loss  under  the  pro¬ 
visions  of  section  204  of  the  Revenue  Act  of  1921,  was  $46,562.60. 
The  net  loss  of  the  petitioner  for  the  year  1921,  under  the  provisions 
of  section  204  of  the  Revenue  Act  of  1921,  was  $34,141.07.  The  in¬ 
come  subject  to  tax  and  upon  which  the  present  deficiency  is  com¬ 
puted  for  the  year  1922,  after  applying  the  loss  under  section  204, 
amounts  to  $12,421.53. 

In  computing  the  deficiency  here  in  question  the  Commissioner 
denied  the  petitioner  the  specific  credit  of  $2,000  provided  for  under 
section  236  (b)  of  the  Revenue  Act  of  1921,  upon  the  ground  that 
the  net  income  of  the  petitioner  wyas  in  excess  of  $25,000. 

OPINION. 

Morris  :  The  petitioner  contends  that  its  net  income  for  1922, 
after  making  due  allowance  for  net  loss  in  the  year  1921  and  applying 
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the  provisions  of  section  204  of  the  Revenue  Act  of  1921,  is  less  than 
$25,000,  and  that  it  is  thereby  entitled  to  the  $2,000  credit.  That 
question  has  already  been  decided  adversely  to  the  petitioner  in  the 
Appeals  of  American  Varnish  Co.,  2  B.  T.  A.  201,  and  S.  W .  Bridges 
Co.,  4  B.  T.  A.  750,  and  upon  the  authority  of  those  appeals  the 
determination  of  the  Commissioner  is  approved. 

The  deficiency  for  1922  is  $649.80.  Order 
will  be  entered  accordingly . 


Fannie  L.  Wilson,  Executrix,  Estate  of  Charles  Scotto  Wilson, 
v.  Commissioner  of  Internal  Revenue,  Respondent. 

Docket  No.  4909.  Decided  November  24,  192G. 

Wm.  E.  Lady,  Esq.,  for  the  petitioner. 

George  E.  Adams,  Esq.,  for  the  respondent. 

Morris  :  This  proceeding  is  for  the  redetermination  of  a  deficiency 
of  $46.15  in  estate  tax.  The  Commissioner  valued  two  lots  included 
in  the  estate  at  $20,000  gross,  while  the  petitioner  is  contending  for  a 
valuation  of  $14,000. 

FINDINGS  OF  FACT. 

Charles  Scotto  Wilson  died  in  Florence,  Italy,  on  April  1,  1922,  his 
wife,  Fannie  L.  Wilson,  being  appointed  the  executrix  of  his  estate. 
At  the  date  of  his  death  he  was  a  resident  of  Los  Angeles  County, 
California. 

Included  in  the  estate  were  two  lots,  encumbered  by  a  mortgage, 
the  amount  thereof  with  interest  thereon  accrued  to  the  date  of  de¬ 
cedent’s  death  being  $3,738.85,  described  as  lots  2  and  3,  Block  K,  of 
the  Palisades,  located  in  Santa  Monica,  Los  Angeles  County,  Calif. 
The  lots  were  bought  six  or  seven  years  prior  to  decedent’s  death  for 
$9,000.  They  lay  side  by  side  and  were  each  108  feet  in  width  by 
207  feet  in  depth. 

About  two  years  prior  to  his  death  the  decedent  attempted  to  dis¬ 
pose  of  the  lots  for  approximately  $12,000  but  was  unable  to  secure 
any  offers  to  purchase.  Prior  to  1922  there  was  very  little  activity 
in  real  estate  in  Santa  Monica,  but  shortly  after  the  death  of 
decedent  property  values  increased  phenominalty.  On  August  20, 
1922,  slightly  more  than  four  and  one-half  months  after  the  death 
of  decedent,  his  wife  accepted  an  offer  to  purchase  the  lots  for 
$16,000.  The  contract  was  abandoned  because  the  will  had  not  been 
probated  and  because  of  advice  of  her  counsel  not  to  sell.  In  Sep¬ 
tember,  1922,  William  Campbell  and  Charles  A.  Tegner,  real  estate 
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men  with  years  of  experience,  made  a  proposition  to  Mrs.  Wilson  for 
their  clients  to  purchase  the  lots  for  $16,000.  Campbell  was  unable 
to  make  this  sale  because,  as  he  expressed  it,  “  Mrs.  Wilson  couldn’t 
deliver  the  goods  as  the  saying  is,  as  the  matter  was  in  probate,  I 
think,  so  that  everything  didn’t  go  through.” 

Thereafter,  in  April,  1923,  the  lots  were  sold  for  $25,000  to  the 
same  parties  who  made  the  offer  to  buy  in  September,  1922.  Mrs. 
Wilson  secured  an  order  from  the  court  allowing  the  sale.  In  Octo¬ 
ber,  1923,  the  purchaser  sold  the  lots  for  $55,000. 

The  value  of  the  lots,  free  of  encumbrance,  on  April  1,  1922,  was 
$14,000. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 


Arthur  C.  Levering,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Leonard  M.  Levering,  Jr.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  Nos.  5657,  7906.  Decided  November  26,  1926. 

The  share  of  profit  from  a  joint  venture  is  income  to  the  ven¬ 
turer,  although  transferred  to  another  immediately  upon  its  receipt. 

Theodore  B.  Benson ,  Esq.,  for  the  petitioners. 

W.  Frank  Gibbs ,  Esq .,  for  the  respondent. 

Deficiencies  of  approximately  $4,200  as  to  Arthur  C.  Levering  and 
$2,491  as  to  Leonard  M.  Levering,  Jr.,  income  taxes  for  the  year 
1920,  resulting  from  the  inclusion  by  the  Commissioner  as  income  of 
each  of  the  petitioners  of  a  share  of  the  profits  of  a  pool.  The  cases 
were  duly  consolidated  for  hearing  and  disposition. 

FINDINGS  OF  FACT. 

The  petitioners  are  brothers  and  constitute  the  partnership  of 
Levering  &  Levering,  carrying  on  a  brokerage  business.  In  1918 
their  father  organized  a  pool  to  buy  potash  in  Germany  and  import 
it  and  sell  it  in  this  country.  One  hundred  and  five  thousand  dollars 
was  required  to  finance  the  transaction.  This  amount  was  subscribed 
for  by  several  individuals,  including  the  petitioners,  although  they 
did  not  advance  or  otherwise  pa}^  any  money  into  the.  pool.  The 
aforesaid  amount  was  advanced  entirely  by  the  Piedmont  Mt.  Airy 
Guano  Co.,  a  corporation  of  which  petitioners’  father  was  a  large 
stockholder.  The  subscriptions  of  these  petitioners  were  made  by 
them  in  part  individually  and  in  part  in  partnership. 
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The  petitioners  were  the  principal  owners  of  stock  of  the  Securo 
Corporation.  In  the  latter  part  of  February  or  early  part  of  March, 
1920,  it  occurred  to  them  that  whatever  might  be  derived  from  the 
aforesaid  pool  would  be  more  beneficial  to  the  Securo  Corporation 
than  to  the  partnership.  They  therefore  decided  to  have  the  Securo 
Corporation  receive  the  amounts. 

On  May  8,  1920,  the  partnership  received  a  check  for  $13,580  as 
a  distributive  share  from  the  pool,  and  on  October  1,  1920,  a  second 
check  for  $19,000.  These  checks  were  banked  by  the  partnership 
and  credits  were  made  upon  the  books  of  the  Securo  Corporation  of 
the  amounts.  In  each  case  the  journal  of  the  Securo  Corporation 
contained  an  entry  debiting  Levering  &  Levering  and  crediting  mis¬ 
cellaneous  merchandise.  The  partnership  did  not  include  the 
amount  of  $32,580  in  the  income  shown  on  its  partnership  return 
for  1920,  and  neither  of  the  partners  included  any  part  thereof  in 
his  individual  return.  The  Commissioner  added  to  each  partner’s 
income  his  distributive  share  of  the  amount,  and  upon  this  basis 
determined  the  deficiencies  in  question. 

OPINION. 

Sternhagen  :  The  only  evidence  is  the  testimony  of  one  of  the 
petitioners.  He  testified  to  all  of  the  foregoing  facts.  The  con¬ 
tention  of  petitioners’  counsel  is  that  the  profit  from  the  pool  had 
been  assigned  to  the  Securo  Corporation  and  was  not  income  to  the 
members  of  the  partnership.  The  contention  is  clearly  untenable. 
The  partnership  subscribed  to  the  pool  and  undertook  to  pay  the 
subscription  if  called  upon.  No  payment  was  required.  In  1920  a 
profit  of  $32,580  was  realized  from  the  transaction,  and  like  any 
other  profit  it  was  within  the  partnership’s  gross  income.  What 
they  did  with  it  thereafter  does  not  make  it  otherwise.  So  far  as 
this  record  shows  there  was  no  consideration  for  the  credit  to  the 
Securo  Corporation,  and  the  transfer  of  the  profit  after  receipt  to 
that  corporation  does  not  affect  the  question. 

Judgment  will  be  entered  for  the  Com¬ 
missioner. 


Appeal  of  Boston  Hide  &  Leather  Co. 

Docket  No.  5105.  Decided  November  26,  1926. 

On  March  12,  1920,  the  petitioner  filed  what  it  designated  as  a 
“  tentative  return,”  which  contained  no  statement  of  gross  income, 
deductions,  credits,  or  net  income,  but  it  did  set  forth  the  estimated 
total  tax  for  the  year  1919.  At  the  same  time  it  made  a  written 
request  for  an  extension  of  time  within  which  to  file  what  it  desig- 
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nated  as  a  “  completed  return.”  Thereafter,  on  May  15,  1920,  it 
filed  its  return  in  which  was  set  forth  gross  income,  deductions, 
credits,  and  its  computation  of  net  income.  Held,  that  the  re¬ 
turn  filed  May  15  was  the  return  required  by  law,  and  that  the 
period  of  limitations  prescribed  in  section  277,  paragraph  (a)  (2) 
and  paragraph  (b),  of  the  Revenue  Act  of  1924,  commenced  to  run 
at  the  date  of  the  filing  of  the  completed  return. 

Allison  L.  II.  Newton ,  Esq.,  for  the  petitioner. 

J ohn  W.  Fisher ,  Esq.,  for  the  Commissioner. 

The  petitioner  seeks  a  redetermination  of  a  deficiency  in  income 
and  profits  taxes  for  the  year  1919  in  the  amount  of  $2,900.81.  The 
controversy  between  the  parties  is  as  to  whether  the  statute  of  limi¬ 
tations  commences  to  run  with  the  filing  of  a  tentative  return  accom¬ 
panied  by  a  request  for  an  extension  of  time,  or  with  the  filing  of  the 
complete  return.  The  pleadings  raise  the  issue  of  the  right  of  the 
petitioner  to  relief  under  sections  327  and  328  of  the  Revenue  Act  of 
1918,  but  this  issue  was  abandoned  at  the  hearing. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  corporation  duly  organized  and  operating  under 
the  laws  of  the  Commonwealth  of  Massachusetts,  with  its  principal 
place  of  business  at  Boston.  On  October  17,  1922,  it  made  an  assign¬ 
ment  of  its  assets  for  the  benefit  of  creditors,  to  J.  Butler  Studley 
and  Samuel  L.  Bailen.  This  proceeding  is  brought  by  the  assignees. 

On  March  12,  1920,  the  petitioner  mailed  the  following  letter  to 
the  collector  of  internal  revenue  at  Boston : 

BOSTON  HIDE  &  LEATHER  CO. 

Incorporated 

207  Essex  Street 
Boston  11,  Mass.  U.  S.  A. 
March  12,  1920. 

Mr.  Andrew  J.  Casey, 

Collector  of  Internal  Revenue, 

Little  Building,  Boston,  Mass. 

Dear  Sir : 

The  extension  to  May  15,  1920,  for  filing  the  completed  income  tax  return 
for  our  company  is  requested  in  view  of  the  fact  that  the  officers  of  the  com¬ 
pany  have  been  absent  from  the  country,  and  in  view  of  the  complications  in 
making  out  the  return  arising  through  the  foreign  business  done  by  the  com¬ 
pany  which  makes  it  impossible  for  us  to  prepare  the  completed  return  by 
March  15,  1920. 

. 

We  send  you,  herewith,  tentative  return  on  form  1120  for  the  Boston  Hide  & 
Leather  Company’s  corporation  income  tax  for  the  year  1919  on  which  the 
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estimated  tax  is  shown  as  $80,000.00.  We  also  enclose  check  for  one-quarter 
of  this  amount,  $20,000.00,  as  the  first  payment  due  March  15,  1920. 

r  *  •  « 

Respectfully, 

i 

Boston  Hide  &  Leather  Co.,  Inc. 

AGM/EB  (Signed)  Alf  G.  Moseley,  Treasurer. 

Enel. 

v 

The  tentative  return  which  accompanied  the  letter  was  made  out 
on  Form  1120.  Across  the  face  of  this  form  was  written  the  words 
“  tentative  return.”  It  contained  no  report  of  gross  income,  deduc¬ 
tions,  credits,  or  net  income.  Eighty  thousand  dollars  was  shown 
as  the  estimated  total  tax  for  the  year  1919. 

On  April  9,  1920,  the  following  letter  granting  the  extension 
requested  in  petitioner’s  letter  of  March  12  was  mailed  to  the  peti¬ 
tioner  by  Collector  John  J.  Mitchell; 


TDC 

Office  of  the  Collector, 
Third  District  of  Mass. 


TREASURY  DEPARTMENT 
Internal  Revenue  Service 

80  Boylston  Street, 
Boston,  Massachusetts. 


Boston  Hide  &  Leather  Co. 
210  Essex  Street, 
Boston,  Mass. 

Sirs : 


Serial  No.  408349 
April  9,  1920. 


extension  of  time  for  filing  corporation  RETURN,  FORM  1120, 

FOR  CALENDAR  YEAR  1919. 

Pursuant  to  your  request  extension  of  time  is  hereby  granted  you  until  May 
15tli,  1920,  to  file  your  income  tax  return,  Form  1120. 

You  are  hereby  advised  that  interest  will  be  charged  you  at  the  rate  of  six 
per  cent  per  annum  for  the  period  from  March  15th,  to  date  of  filing  final 
return  on  any  deficiency  which  may  develop  between  the  amount  of  the  first 
installment  as  paid  upon  submission  of  your  tentative  return  and  the  amount 
of  the  first  installment  properly  due  as  determined  upon  submission  of  final 
return. 


IN  ORDER  THAT  YOU  MAY  RECEIVE  PROPER  CREDIT  UPON  SUBMISSION 
OF  YOUR  FINAL  RETURN  FOR  THE  ESTIMATED  ONE-QUARTER  OF  TAX  DUE 
PAID  BY  YOU  UPON  SUBMISSION  OF  YOUR  TENTATIVE  RETURN  THIS  FORM 
MUST  BE  ATTACHED  SECURELY  TO  THE  FACE  OF  YOUR  FINAL  RETURN. 

Respectfully, 

John  J.  Mitchell, 

#307a  Collector. 

On  May  15,  1920,  the  complete  return  showing  a  tax  liability  of 
$80,732.52  wTas  filed  by  the  petitioner  in  the  office  of  the  collector 
in  Boston. 

The  deficiency  letter  wTas  mailed  to  the  petitioner  on  April  30,  1925. 
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OPINION. 

Green  :  TEe  facts  in  this  proceeding  are  almost  identical  with 
those  in  the  Appeal  of  ths  Dallas  Brass  <&  Copper  Co.,  3  B.  T.  A. 
856.  There  we  held  that  the  filing  of  a  tentative  return  similar  to 
that  filed  by  the  petitioner  in  this  proceeding  did  not  constitute 
the  filing  of  a  return  within  the  provisions  of  section  239  of  the 
Revenue  Act  of  1918,  which  in  part  reads  as  follows : 

That  every  corporation  subject  to  taxation  under  this  title  and  every  per¬ 
sonal  service  corporation  shall  make  a  return,  stating  specifically  the  items  of 
its  gross  income  and  the  deductions  and  credits  allowed  by  this  title.  The  re¬ 
turn  shall  be  sworn  to  by  the  president,  vice  president,  or  other  principal  officer 
and  by  the  treasurer  or  assistant  treasurer. 

In  the  opinion  in  that  appeal  we  said : 

The  return  required  by  the  statute  is  a  document  prepared  in  such  manner 
as  to  set  forth  the  information  called  for  in  the  above  quotation  from  section 
239  of  the  Revenue  Act  of  1918.  The  form  filed  by  the  taxpayer  on  March  12, 
1919,  contained  none  of  the  information  required  by  section  239,  above  quoted. 
We  must,  therefore,  treat  this  tentative  return  only  as  a  request  for  an  exten¬ 
sion  of  time  'within  "which  to  file  the  return,  accompanied  by  a  statement  that 
the  taxpayer  complied  with  the  Commissioner’s  requirements  of  making  a 
payment  of  one-fourth  of  the  amount  of  tax  estimated  to  be  due,  and  that  this 
taxpayer,  having  availed  itself  of  the  extension  offered  by  the  Commissioner 
to  it  and  all  other  taxpayers  in  similar  circumstances,  can  not  now  with  any 
degree  of  propriety,  claim  that  the  simple  form  used  by  it,  containing  none 
of  the  information  required  by  the  statute,  w^as  a  return  which  could  start  the 
running  of  the  statute  of  limitations. 

The  time  within  which  the  assessment  of  income  and  profits  taxes 
for  the  year  1919  must  be  made,  or  the  deficiency  letter  mailed,  is 
prescribed  in  paragraph  (a)-  (2)  and  paragraph  (b)  of  section  277 
of  the  Revenue  Act  of  1924.  These  paragraphs  are  as  follows: 

Sec.  277.  (a)  *  *  * 

(2)  The  amount  of  income,  excess-profits,  and  war-profits  taxes  imposed  by 
the  Act  entitled  “An  Act  to  provide  revenue,  equalize  duties,  and  encourage  the 
industries  of  the  United  States,  and  for  other  purposes,”  approved  August  5, 
1909,  the  Act  entitled  “An  Act  to  reduce  tariff  duties  and  to  provide  revenue 
for  the  Government,  and  for  other  purposes,”  approved  October  3,  1913,  the 
Revenue  Act  of  1916,  the  Revenue  Act  of  1917,  the  Revenue  Act  of  1918,  and 
by  any  such  Act  as  amended,  shall  be  assessed  within  five  years  after  the  re¬ 
turn  was  filed,  and  no  proceeding  in  court  for  the  collection  of  such  taxes  shall 
be  begun  after  the  expiration  of  such  period. 

******* 

(b)  The  period  within  which  an  assessment  is  required  to  be  made  by  sub¬ 
division  (a)  of  this  section  in  respect  of  any  deficiency  shall  be  extended  (1) 
by  60  days  if  a  notice  of  such  deficiency  has  been  mailed  to  the  taxpayer  under 
subdivision  (a)  of  section  274  and  no  appeal  has  been  filed  with  the  Board  of 
Tax  Appeals,  or,  (2)  if  an  appeal  has  been  filed,  then  by  the  number  of  days 
between  the  date  of  the  mailing  of  such  notice  and  the  date  of  the  final 
decision  by  the  Board. 
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The  true  return  required  by  l^w  was  filed  by  this  petitioner  on 
May  15,  1920;  the  deficiency  letter  was  mailed  on  April  30,  1925, 
which  is  within  the  five-year  period  prescribed  by  the  quoted  por¬ 
tions  of  section  277  of  the  Revenue  Act  of  1924,  and  we  therefore 
hold  that  the  period  of  limitations  prescribed  in  such  section  has 
not  expired. 

Judgment  will  be  entered  for  the  Com¬ 
missioner. 


T.  F.  Cross,  Executor,  Estate  of  Mollie  Rice  Cross,  Petitioner, 
v.  Commissioner  of  Internal  Revenue,  Respondent. 

Docket  No.  4266.  Decided  November  26,  1926. 

Palmer  Danaher ,  Esq .,  for  the  petitioner. 

J .  Arthur  Adams ,  Esq.,  for  the  respondent. 

The  taxes  in  controversy  are  estate  taxes  in  the  amount  of  $290, 
which  the  Commissioner  has  determined  to  be  due  from  the  estate  of 
Mollie  Rice  Cross.  The  executor  of  the  estate,  in  petition  filed,  avers 
that  the  Commissioner  erroneously  included  in  the  gross  estate  of 
the  decedent  notes  in  the  amount  and  value  of  $29,000. 

FINDINGS  OF  FACT 

Mollie  Rice  Cross  died  testate  on  August  9,  1923,  being  survived  by 
three  heirs-at-law,  T.  F.  Cross  and  C.  R.  Cross,  her  sons,  and  Mollie 
F.  Cross,  a  granddaughter.  The  last  will  and  testament  of  the 
decedent  was  admitted  to  probate  in  Pulaski  County,  Arkansas,  and 
provided  as  follows : 

I,  Mollie  Rice  Cross,  of  the  City  of  Little  Itock,  Arkansas,  being  of  sound 
mind,  memory  and  understanding,  do  hereby  make,  publish  and  declare  this 
to  be  my  last  will  and  testament,  hereby  revoking  and  making  void  all  other 
wills  and  testaments  by  me  at  any  time  heretofore  made.  I  give,  devise  and 
bequeath : — 

First: — To  Mr.  Joe  Nichols,  of  the  Simmons  National  Bank  of  Pine  Bluff, 
Arkansas,  in  trust  as  hereinafter  set  out,  the  last  maturing  promissory  note 
in  the  principal  sum  of  Ten  Thousand  ($10,000.00)  Dollars  of  the  approxi¬ 
mately  Forty  Thousand  Dollars  worth  of  notes  now  owned  by  me  and  in 
the  said  Simmons  National  Bank  for  collection,  the  said  note  to  be  held  by  the 
said  Joe  Nichols,  as  trustee  and  in  trust  for  my  beloved  granddaughter,  Mollie 
Flournoy  Cross,  daughter  of  my  son  C.  R.  Cross,  and  the  said  note  and  the 
proceeds  thereof  and  the  interest  thereon  shall  constitute  a  trust  fund  to  be 
collected  by  the  said  trustee  and  invested  and  reinvested  by  him  in  merchant¬ 
able  first  mortgage  real  estate  notes  until  my  said  granddaughter  shall  reach 
the  age  of  eighteen  years,  when  the  said  fund  shall  be  delivered  to  her  and 
become  hers  absolutely,  but  in  case  my  said  granddaughter  dies  before  reach¬ 
ing  the  age  of  eighteen  years,  then  and  in  that  event  the  said  trust  fund  shall 
be  delivered  to  and  vest  in  my  son  T.  F.  Cross  and  his  heirs; 


622 


5  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(621) 


Second  : — To  my  beloved  son,  T.  F.  Cyoss,  for  and  during  his  life,  the  two 
plantations  known  as  the  Camp  Ground  and  the  Pendleton  Places,  with 
remainder  at  his  death  to  his  wife  and  children  surviving  him,  share  and  share 
alike,  and  in  the  event  he  leaves  no  wife  and  no  children  surviving  him  then 
to  my  said  granddaughter,  Mollie  Flournoy  Cross,  and  her  heirs ; 

Third  : — To  my  beloved  son,  T.  F.  Cross,  in  addition  to  the  above  and  abso¬ 
lutely  and  in  his  own  right,  my  home  in  the  City  of  Little  Rock,  being  Lots 
Thirteen  and  Fourteen  of  Block  Thirteen,  of  Hillcrest  Addition  to  the  City 
of  Little  Rock,  the  household  goods,  my  automobile,  and  the  things  in  and 
about  the  house,  and  also  the  rest  of  the  notes  above  mentioned  and  all  money 
in  bank  and  also  all  the  rest  and  residue  of  my  property  real,  personal  and 
mixed,  of  whatsoever  nature  and  wheresoever  situate ; 

Since  I  deem  that  my  beloved  son,  C.  R.  Cross,  is  well  provided  for  by  his 
father’s  having  conveyed  to  him  a  large  estate,  I  make  no  bequest  or  devise 
to  him. 

I  hereby  appoint  my  said  son  T.  F.  Cross  as  the  executor  of  this  my  last 
will  and  testament  and  request  that  he  be  required  to  give  no  bond,  and  I 
grant  to  him,  as  such  executor  full  power  of  sale  and  conversion  at  public  or 
private  sale,  of  any  and  all  my  real  ,and  personal  property  not  specifically 
bequeathed  or  devised  herein. 

The  gross  estate  included  real  estate,  demand  notes,  cash  in  bank, 
and  other  miscellaneous  property.  The  gross  estate  consisted  of 
the  following  notes,  in  the  total  sum  of  $29,000,  of  C.  R.  Cross,  son 
of  the  decedent :  Note  for  $2,000,  dated  December  11,  1920,  payable 
on  demand;  note  for  $10,000,  dated  December  15,  1921,  with  credit 
of  $8,000;  note  for  $10,000,  dated  December  15,  1922;  note  for 
$10,000,  dated  December  15,  1923 ;  and  note  for  $5,000,  dated  Decem¬ 
ber  15,  1925.  All  of  the  aforesaid  notes  bore  interest  at  8  per  cent 
per  annum  from  maturity  and  were  secured  by  a  vendor’s  lien  on 
“  Sherrod  Place,”  Desha  County,  Arkansas. 

A  suit  was  brought  on  January  7,  1924,  in  the  Chancery  Court 
of  Desha  County,  Arkansas,  styled  C .  R.  Cross ,  Plaintiff ,  v.  T.  F. 
Cross ,  as  Executor  of  the  Estate  of  Mollie  Rice  Cross ,  Deceased , 
Defendant ,  to  have  the  aforementioned  notes  canceled  as  a  cloud 
upon  the  title  to  the  lands  of  the  plaintiff  and  the  vendor’s  lien 
securing  their  pa}mient  canceled  and  set  aside.  A  decree  was  entered 
by  the  Chancery  Court  of  Desha  County,  Arkansas,  ordering  the 
notes  canceled  and  the  vendor’s  lien  on  the  lands  of  the  plaintiff 
canceled,  set  aside  and  held  for  naught,  and  fully  satisfied. 

In  the  Federal  estate-tax  return  filed  by  the  executor  of  the  estate, 
it  is  stated,  in  referring  to  the  aforementioned  notes,  that  “the 
notes  were  ordered  canceled  by  decree  of  Desha  County  Chancery 
Court  in  the  case  of  C .  R.  Cross  v.  T.  F.  Cross  et  al .,  upon  testimony 
taken,  but  no  active  defense  made.” 

A  note  of  C.  R.  Cross  for  $10,000,  dated  March  1,  1921,  due  March 
15,  1924,  with  interest  from  maturity  at  8  per  cent,  was  reported 
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by  the  executor  on  the  Federal  estate-tax  return  as  having  a  value 
of  $8,933.33,  and  there  is  no  dispute  between  the  petitioner  and  the 
Commissioner  as  to  the  value  for  Federal  tax  purposes  of  the  note. 

i 

OPINION. 

Milliken  :  We  are  asked  to  decide  as  a  fact  that  the  notes,  in 
the  face  amount  of  $29,000,  of  C.  R.  Cross,  son  of  the  decedent,  were 
worthless  and  of  no  value  as  of  the  date  of  death  of  the  decedent, 
and  accordingly  that  no  value  may  be  ascribed  to  them  for  the 
purpose  of  determining  the  value  of  the  gross  estate  for  Federal 
estate-tax  purposes.  No  testimony  was  offered  by  either  the  peti¬ 
tioner  or  the  Commissioner,  and  the  only  evidence  submitted  was 
a  certified  copy  of  the  decree  of  the  Chancey  Court  of  Desha  County, 
Arkansas,  by  the  petitioner,  and  the  Federal  estate-tax  return,  by  the 
Commissioner.  We  are  without  information  as  to  the  facts  upon 
which  the  court  decree  Avas  based.  Perchance,  it  may  have  been 
based  upon  the  fact  that  a  partial  or  complete  settlement  had  been 
made  on  the  notes  in  question,  or  the  heirs  at  law  may  have  entered 
into  a  composition  agreement,  or  events  may  have  transpired  between 
the  date  of  death  of  the  decedent  and  the  date  of  the  decree  that 
vitally  affected  the  value  of  the  notes — but  as  to  all  these  matters  we 
can  only  surmise.  The  decree  standing  alone  does  not  supply  us 
with  evidence  upon  which  the  determination  of  the  Commissioner 
may  be  set  aside. 

It  should  also  be  observed  that  one  of  the  notes  of  C.  R.  Cross, 
in  the  amount  of  $8,933.33,  had  that  value  for  Federal  estate-tax 
purposes,  and  about  this  there  is  no  disagreement  between  the  parties. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner. 


Appeal  of  Samuel  E.  Prather. 

Docket  No.  2516.  Decided  November  26,  1926. 

The  petitioner  created  a  trust  by  a  conveyance  of  a  life  estate  in 
certain  real  property.  Subsequently  he  expended  certain  moneys 
in  the  construction  of  a  levee  upon  the  premises,  the  life  estate  in 
which  he  had  conveyed,  and  deducted  the  amount  of  such  expendi¬ 
ture  on  his  return  for  that  year.  The  Commissioner  disallowed  the 
deduction  and  determined  that  the  expenditure  should  be  amortized 
over  the  petitioner’s  expectancy  as  a  life  tenant.  Held,  that  the 
expenditure  was  an  additional  gift  to  the  trust  and  that  the  peti¬ 
tioner  is  entitled  to  no  deduction  by  reason  thereof. 
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W.  Frank  Gibbs ,  Esq.,  for  the  Commissioner. 

The  petitioner  has  appealed  from  the  determination  of  a  deficiency 
in  income  tax  for  the  year  1919  in  the  sum  of  $840.32,  and  in  his 
petition  alleges  the  following  errors : 

(1)  The  Commissioner  erred  in  transferring  from  taxable  income 
of  Ida  Prather,  wife  of  the  petitioner,  to  the  taxable  income  of  the 
petitioner  the  sum  of  $2,800. 

(2)  The  Commissioner  erred  in  disallowing  depreciation  claimed 
in  the  return  of  the  petitioner  for  the  year  1919. 

(3)  The  Commissioner  erred  in  amortizing  the  petitioner’s  claim 
for  improvements  made  upon  the  property  in  wdiich  he  held  a  life 
interest. 

FINDINGS  OF  FACT. 

For  many  years  prior  to  March  1,  1906,  the  petitioner  held  a  life 
estate  in  certain  Illinois  farm  lands.  The  remainder  of  the  estate 
was  vested  in  his  children.  On  that  date  he  created  a  trust  by  con¬ 
veying  to  a  trustee  certain  properties,  including  the  life  estate  above 
referred  to.  By  the  terms  of  the  trust  there  was  to  be  paid  to  him 
annually  a  stipulated  sum  of  money,  the  amount  of  which  is  not  dis¬ 
closed  by  the  record,  and  to  his  wife,  Ida  Prather,  the  sum  of  $2,000 
per  annum. 

In  the  year  1919  the  trustee  paid  to  Ida  Prather  the  sum  of  $2,800, 
which  amount  was  reported  by  her  as  separate  income.  The  Com¬ 
missioner  concluded  that  this  amount  was  income  to  the  husband 
and  added  it  to  his  gross  income  for  such  year. 

In  1918  the  petitioner  expended  $3,865.96  in  the  construction  of 
a  levee  on  the  lands  in  which  he  had  previously  had  a  life  estate 
and  which  had  been  conveyed  to  the  trustee,  and  claimed  such  amount 
as  a  deduction  in  his  return  for  that  year.  This  deduction  was 
denied  by  the  Commissioner  and  the  amount  thereof  amortized  over 
the  petitioner’s  expectancy  as  a  life  tenant.  In  the  recomputation  of 
the  petitioner’s  income  for  the  year  1919,  the  Commissioner  deducted 
the  sum  of  $441.67  by  reason  of  the  expenditures  so  amortized. 

OPINION. 

Green  :  The  first  allegation  of  error  relates  to  the  inclusion  in 
the  petitioner’s  income  of  the  sum  of  $2,800  paid  by  the  trustee  to 
the  wife  of  the  petitioner.  In  his  answer  the  Commissioner  concedes 
that  of  this  amount  $2,000  was  the  separate  income  of  the  wife  and 
that  it  should  not  have  been  included  in  the  income  of  the  husband. 
As  to  the  remaining  $800,  there  is  neither  evidence  nor  admission, 
and  we  therefore  hold  that  the  petitioner’s  net  income  should  be  re¬ 
duced  by  the  sum  of  $2,000. 
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The  second  allegation  of  error  relates  to  the  depreciation  dis¬ 
allowed.  No  evidence  having  been  introduced,  and  there  being  no 
admissions  in  the  pleadings  as  to  this  allegation  of  error,  we  must 
approve  the  action  of  the  Commissioner  in  this  regard. 

There  remain  only  the  questions  presented  by  the  third  allegation 
of  error.  The  petitioner,  by  certain  conveyances,  created  a  trust. 
Among  the  properties  conveyed  to  the  trustee  was  his  life  estate 
'  in  certain  lands.  After  the  creation  of  the  trust  and  the  conveyance 
above  referred  to,  the  petitioner  expended  the  sum  of  $3,865.96  in 
the  construction  of  a  levee  upon  the  lands  in  which  he  had  held  a 
life  estate.  The  petitioner  on  his  tax  return  for  1918  deducted  as  an 
expense  the  amount  expended  by  him  in  the  construction  of  the  levee. 
This  deduction  was  disallowed  by  the  Commissioner  upon  the  theory 
that  the  total  expenditure  should  be  amortized  over  the  petitioner’s 
expectancy  as  a  life  tenant.  In  his  answer  the  Commissioner  con¬ 
cedes  that  his  action  in  this  regard  was  in  error  and  contends  that 
the  petitioner  is  entitled  to  no  deduction  whatever  by  reason  of  the 
expenditure. 

If  we  are  correct  in  our  understanding  of  the  facts  in  this  pro¬ 
ceeding,  both  parties  have  misconceived  the  situation,  for  both  are 
apparently  proceeding  upon  the  theory  that  the  expenditure  was 
made  by  the  petitioner  upon  properties  in  which  he  held  a  life 
estate.  It  seems  to  us  that  the  petitioner  made  the  expenditure  as 
a  gift  to  the  trust.  He  had  prior  thereto  definitely  parted  wfith  any 
interest  which  he  had  as  a  life  tenant  and  his  only  interest  in  the 
property  was  that  of  cestui  que  trust.  We  conclude  that  the  expedi- 
ture  was  by  way  of  enlargement  of  the  trust  res  or  an  additional 
contribution  to  the  trust,  and  that  therefore  the  petitioner  is  entitled 
to  no  deduction  by  reason  thereof. 

Judgment  will  be  entered  after  15  days ’ 
notice ,  under  Rule  50. 


W.  C.  Miles  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  Nos.  3439,  9559.  Decided  November  26,  1926. 

Edmund  Burke ,  Esq.,  and  John  G.  Jaeger ,  Esq.,  for  the  peti¬ 
tioner. 

Arthur  H j.  Murray,  Esq.,  for  the  respondent. 

Littleton  :  Proceeding  Docket  No.  9559  involves  a  deficiency  in 
income  and  profits  tax  in  the  amount  of  $6,620.14  for  the  fiscal  year 
ending  January  31,  1920.  This  deficiency  was  assessed  February, 
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1925,  and  on  November  4,  1925,  the  Commissioner  denied  petitioner’s 
claim  for  the  abatement  of  $1,911.24,  the  amount  here  in  con¬ 
troversy. 

Proceeding  Docket  No.  3439  relates  to  a  deficiency  of  $6,506.02  for 
the  fiscal  year  ending  January  31,  1922,  of  which  amount  $3,225.27 
is  in  controversy. 

Petitioner  claims  that  the  inventory  used  by  the  Commissioner 
represented  neither  cost  nor  cost  or  market,  whichever  was  lower, 
but  was  purely  arbitrary,  and  that  the  Commissioner  should  have 
allowed  it  a  deduction  for  exhaustion,  wear  and  tear  of  machinery 
of  10  per  cent  instead  of  8  per  cent,  and  a  deduction  for  exhaustion, 
wear  and  tear  on  automobile  trucks  at  the  rate  of  20  per  cent  instead 
of  10  per  cent  per  annum. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Massachusetts  corporation  engaged  in  the 
manufacture  of  interior  finish,  house  finish,  and  office  fixtures,  with 
principal  office  at  Bedford.  All  of  the  stock  of  the  corporation 
was  owned  bv  W.  C.  Miles,  who  has  been  engaged  in  this  business 
for  forty  years. 

During  the  years  from  1919  to  1922,  inclusive,  the  corporation  was 
in  financial  difficulties,  which  necessitated  its  borrowing  sums  of 
money  from  time  to  time  during  this  period  upon  notes  endorsed  by 
its  president,  W.  C.  Miles.  The  banks  required  annual  financial 
statements  to  be  submitted  and  these  were  prepared  by  Miles  and  in¬ 
cluded  the  valuation  of  lumber  on  hand.  The  corporation  kept  an 
invoice  book  in  which  wrere  pasted  the  original  invoices  showing  the 
cost  of  all  lumber  purchased.  When  making  these  statements  to  the 
banks  at  the  end  of  each  j^ear,,  Miles  took  a  detailed  inventory  of  the 
different  grades  of  lumber  and  the  number  of  feet  of  each  grade. 
He  then  priced  the  lumber  at  an  arbitrary  figure  per  foot,  giving 
little  or  no  consideration  as  to  whether  the  price  represented  original 
cost,  or  replacement  cost  or  market.  These  inventories  were  written 
and  the  amounts  thereof  entered  in  a  separate  book  kept  for  that 
purpose.  After  taking  inventories  at  January  31,  1919,  1920,  1921, 
and  1922,  Miles  arbitrarily  reduced  the  total  of  the  inventory  for  the 
fiscal  year  ending  January  31,  1920,  in  the  amount  of  $2,500,  and  the 
inventory  at  January  31,  1921,  in  the  amount  of  $5,500,  before  sub¬ 
mitting  them  to  the  bank. 

The  total  of  the  inventories  for  the  years  ending  January  31,  1919, 
to  1922,  inclusive,  the  amounts  of  the  arbitrary  reduction,  and  the 
value  thereof  as  entered  upon  the  inventory  book  follow : 
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Year. 

Original 

inventory. 

Arbitrary 
reduction 
of  total. 

Used  for 
banking 
purposes. 

1919  ' . . . . . . . - 

$17, 351.  45 
33, 140.  14 
33,  951.  95 
30,  646.  58 

$17,351.  45 
30,  640.  14 
28,  451.  95 
30,  646.  58 

1920 . . . . . . . . . - . . 

$2,  500 
5,500 

1921 . . . . . - . 

1922  . . . . . . . . 

During  this  period  Miles  was  having  difficulty  in  warding  off 
insolvency  proceedings,  and  as  the  company’s  operations  were  not  v 
profitable  he  gave  no  consideration  to  the  matter  of  taxation  when 
pricing  the  inventories.  When  the  income-tax  returns  of  the  com¬ 
pany  for  each  of  the  years  were  prepared  by  the  bookkeeper,  they 
showed  no  tax  liability  and  the  inventories  as  priced  for  bank  state¬ 
ments  were  included  in  the  returns  without  further  consideration 
by  Miles  as  to  whether  the  values  represented  cost,  or  cost  or  market, 
whichever  was  lower.  Shortly  after  1922  the  Commissioner’s  field 
agent  investigated  the  company’s  records.  He  disallowed  certain 
deductions  claimed,  reduced  the  allowance  claimed  for  exhaustion, 
wear  and  tear  on  machinery  and  automobiles,  and  made  other  adjust¬ 
ments  not  here  in  controversy,  which  resulted  in  a  tax  in  the  amounts 
hereinbefore  stated.  Whereupon,  Miles  took  the  original  daily  in¬ 
ventories  for  each  of  the  years  and.  proceeded  in  a  careful  and  pains¬ 
taking  manner  accurately  to  price  the  items  listed  thereon  at  cost,  or 
cost  or  market,  whichever  was  the  lower.  He  had  the  original  in¬ 
voices  showing  cost  and  he  was  thoroughly  familiar  with  the  replace¬ 
ment  cost  or  market  of  lumber  at  the  end  of  each  year.  The  inven¬ 
tories  thus  priced  showed  a  decrease  in  the  inventories  originally 
taken  of  $1,399.39  for  the  fiscal  year  ending  January  31,  1919,  and 
$4,949.24  for  the  fiscal  year  ending  January  31,  1920,  an  increase  of 
$4,340.91  for  the  fiscal  year  ending  January  31,  1921,  and  a  decrease 
of  $3,233.83  for  the  fiscal  year  ending  January  31,  1922.  The  agent 
refused  to  accept  these  inventories  and  decreased  the  inventories 
originally  taken  and  shown  in  the  returns  for  the  taxable  years  end¬ 
ing  January  31,  1920  and  1922,  here  in  question,  in  an  arbitrary 
amount  less  than  the  amount  at  which  petitioner  priced  them  upon 
the  basis  of  cost,  or  cost  or  market,  whichever  was  lower.  This  action 
on  the  part  of  the  agent  was  approved  by  the  Commissioner  in  his 
determination  of  the  tax  in  controversy. 

The  petitioner’s  inventories  upon  the  basis  of  cost,  or  cost  or  mar¬ 
ket,  whichever  was  the  lower,  for  each  of  the  years  ending  January 
31,  1919,  to  1922,  inclusive,  were  as  follows : 

Jan.  31,  1919 _ _ _ $15,  952.  06 

Jan.  31,  1920 _  28, 191.  90 

Jan.  31,  1921 _  38,  292.  86 

Jan.  31,  1922 _  27,  412.  75 


628 


5  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(625) 


At  the  beginning  of  the  fiscal  year  ending  January  31,  1920,  peti¬ 
tioner  owned  and  used  in  its  business  wood-working  machinery  cost¬ 
ing  $14,624.22,  and  during  the  year  additions  were  made  costing 
$362.69.  It  also  had  during  this  year  certain  automobile  trucks 
used  in  its  business  which  cost  $4,085.25.  At  the  beginning  of  the 
fiscal  year  ending  January  31,  1922,  petitioner  owned  and  used  in 
its  business  machinery  costing  $16,929.35  and  automobile  trucks  cost¬ 
ing  $4,085.25,  as  stated  above. 

The  probable  useful  life  of  the  machinery  was  10  years,  and  a 
reasonable  allowance  for  exhaustion,  wear  and  tear  during  the  tax¬ 
able  years  was  10  per  cent  of  the  cost  thereof  per  annum.  The 
average  useful  life  of  the  automobile  trucks  which  were  used  for 
hauling  lumber  and  in  delivering  petitioner’s  products  was  5  years, 
and  a  reasonable  allowance  for  exhaustion,  wear  and  tear  was  20 
per  cent  of  the  cost  thereof  per  annum. 

Judgment  will  be  entered  for  the  'petitioner 
on  15  days ’  notice ,  under  Rule  50. 


John  S.  Gullborg,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  5173.  Decided  November  26,  1926. 

The  evidence  does  not  establish  that  petitioner  made  a  ~bona  fide 
transfer  of  the  deferred  purchase-price  installments  for  property- 
sold  by  him. 

Carlyle  N.  Keys ,  Esq.,  for  the  petitioner. 

C.  H.  Curl ,  Esq.,  for  the  respondent. 

The  Commissioner  determined  deficiencies  in  income  tax  for  the 
calendar  years  1920  and  1921,  in  the  amounts  of  $6,430.61  and 
$2,106.30,  respectively.  The  notice  of  the  deficiencies  for  these  years 
mailed  to  the  petitioner  sets  forth  the  Commissioner’s  determination 
of  no  deficiency  for  the  calendar  year  1919. 

Petitioner  claims  that  no  part  of  a  profit  derived  from  a  sale  by 
him  on  December  29,  1919,  of  his  interest  in  certain  property  was 
income  to  him,  for  the  reason  that  immediately  after  and  on  the 
date  of  the  sale  the  agreement  of  the  purchaser  to  pay  for  the  prop¬ 
erty  was  assigned  by  petitioner  to  his  wife. 

FINDINGS  OF  FACT. 

Petitioner  is  a  resident  and  citizen  of  Chicago,  Ill.  On  December 
29,  1919,  he  was  the  owner  of  an  undivided  interest  in  certain  prop¬ 
erty  known  as  the  “  Lubricator  Division  ”  of  the  Alemite  Die- 
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Casting  &  Manufacturing  Co.,  an  Illinois  corporation.  On  that 
date  he  sold  his  interest  in  this  property  for  $81,624.96  to  The 
Bassick  Company,  a  Connecticut  corporation.  The  written  agree¬ 
ment  between  the  parties  at  the  time  of  the  sale  was  in  part  as 
follows : 

This  Agreement,  Made  this  29  day  of  December,  A.  D.  1919,  by  John  S. 
Gullborg,  C.  M.  Hedman,  H.  R.  IIedman,  A.  V.  Gullborg  and  F.  E.  Johnson, 
all  of  Chicago,  Illinois,  parties  of  the  first  part,  and  The  Bassick  Company,  a 
corporation  duly  organized  unde?  the  laws  of  the  State  of  Connecticut,  party  of 
the  second  part, 

WITNESSETH  : 

******* 

Whereas,  the  first  parties  are  desirous  of  selling  all  of  their  interest  in  and 
to  said  property  and  are  willing  individually  and  severally  to  enter  into  a 
restrictive  covenant  not  to  engage  directly  or  indirectly,  in  the  lubricating  busi¬ 
ness,  with  limitations  as  to  time  and  space  as  hereinafter  more  fully  set  forth ; 
and 

Whereas,  the  second  party  is  willing  to  purchase  the  interest  of  the  first 
parties  in  and  to  said  property  with  the  protection  afforded  by  said  restrictive 
covenant,  upon  the  terms  and  conditions  hereafter  stated ; 

Now  Therefore,  in  consideration  of  the  sum  of  One  Dollar  ($1.00)  and  other 
good  and  valuable  consideration,  and  in  consideration  of  the  mutual  covenants 
and  agreements  hereinafter  contained,  the  parties  hereto  agree  as  follows : 

First:  The  first  parties  have  granted,  bargained,  sold  and  delivered,  and  by 
these  presents  do  grant,  bargain,  sell  and  deliver  to  said  Bassick  Company  all  of 
their  right,  title  and  interest  in  and  to  that  property  formerly  owned  by  the 
Alemite  Die-Casting  &  Mfg.  Co.  and  generally  known  and  described  by  the 
parties  as  “  the  lubricator  division  ”  of  said  Company,  including : — 

(a)  The  existing  lease  to  the  premises  at  361  West  Superior  Street,  Chicago, 
which  Bassick  Company  agrees  to  assume,  and  all  of  the  machinery  and  equip¬ 
ment,  both  office  and  factory,  at  present  therein. 

(b)  The  good  will  and  all  patent  and  trade  mark  rights,  both  domestic  and 
foreign,  and  including  the  sole  right  to  use  the  name  “Alemite  ”  in  the  conduct 
of  a  lubricator  business,  together  with  the  rights  and  obligations  under  any 
contracts  or  agreements  or  in  any  way  relating  thereto. 

(c)  All  existing  contracts  relating  to  said  property,  including  both  rights  and 
obligations  thereunder. 

(d)  All  inventory  materials,  raw,  in  process,  finished  and  on  the  floor,  at  the 
close  of  business  October  28,  1919. 

(e)  Any  and  all  die  casting  dies  or  special  tools,  fixtures  and  dies  now  used 
in  the  manufacture  of  lubricating  devices  at  341  West  Chicago  Avenue,  Chicago, 
Illinois. 

The  second  paragraph  provided  that  the  first  parties  should  not 
at  any  time  prior  to  January  2,  1923,  engage  in  the  business  of 
manufacturing  or  selling  any  lubricating  device  similar  to  the 
Alemite  Lubricator,  directly  or  indirectly,  within  the  United  States, 
except  in  the  counties  of  New  Mexica  and  Massac  in  the  State  of 
Illinois. 

Third:  The  Bassick  Company  agrees  to  pay  to  the  first  parties  for  their 
use  in  severalty  in  the  proportions  hereinafter  stated,  for  said  property  and 
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for  the  continuing  observance  by  the  first  parties  severally  of  the  restrictive 
covenant  heretofore  mentioned,  the  sum  of  Two  Hundred  and  Fifty  Thousand 
Dollars  ($250,000.00)  in  manner  following:  Sixty-two  Thousand,  Five  Hundred 
Dollars  ($62,500.00)  in  cash  upon  the  execution  and  delivery  of  this  agree¬ 
ment,  and 

$20,  406.  24  on  the  1st  day  of  May,  A.  D.  1920, 

$42,  093.  76  on  the  2nd  day  of  January,  A.  D.  1921, 

$20,  406.  24  on  the  1st  day  of  May,  A.  D.  1921, 

$42,093.76  on  the  2nd  day  of  January,  A.  D.  1922, 

$20,  406.  24  on  the  1st  day  of  May,  A.  D.  1922, 

$42,  093.  76  on  the  2nd  day  of  January,  A.  D.  1923. 

All  of  said  payments  shall  be  made  to  Foreman  Bros.  Banking  Company, 
Chicago,  Illinois,  for  the  sole  use  and  benefit  of  the  first  parties.  Upon  receiv¬ 
ing  the  said  payment  the  said  Banking  Company  shall  distribute  the  same  to 
the  first  parties  as  follows : 

To  John  S.  Gull  borg  on  December  29,  1919 _  $8, 1|62.  50 

“  “  “  “  “  January  2,  1920 _  12,243.74 

“  “  “  “  “  May  1,  1920 _  20,406.24 

“  “  “  “  “  “  1,  1921 _  20,406.24 

“  “  “  “  “  “  1,  1922 _ ' _  20,406.24 

$81,  624.  96 

Here  follows  a  tabulation  similar  to  the  above  relating  to  the 
amounts  to  be  paid  to  the  other  four  individuals  mentioned  in  the 
agreement  and  a  provision  that  Foreman  Bros.  Banking  Co.  was 
acting  for  the  parties  of  the  first  part  and  ivas  to  be  compensated  by 
them,  after  which  the  agreement  continued: 

To  secure  the  payment  of  said  deferred  installments,  The  Bassick  Company 
has  this  day  deposited  with  Foreman  Bros.  Banking  Company  the  following 
securities  as  collateral :  $39,000  U.  S.  Liberty  Bonds  and  150  shares  of  the  capi¬ 
tal  stock  of  American  Telephone  &  Telegraph  Co.  (Certificates  G41536  for  100 
shares  and  P53243  for  50  shares)  ;  25  shares  common  capital  stock  of  Union 
Pacific  Railroad  Co.  (Certificate  A203139)  ;  45  shares  capital  stock  of  the 
Southern  Pacific  Co.  (Certificate  F104220)  ;  170  shares  of  common  capital 
stock  of  U.  S.  Steel  Corporation  (Certificates  F667279  for  70  shares  and 
G719502  for  100  shares,  together  with  Powers  of  Attorney  to  transfer  said 
stocks.  The  Foreman  Bros.  Banking  Company  so  long  as  The  Bassick  Com¬ 
pany  is  not  in  default,  is  to  forward  to  it  regularly  and  without  charge  coupons 
on  said  bonds  as  they  become  due. 

Then  followed  a  provision  that,  upon  default  in  the  payment  of 
any  installment  or  installments,  Foreman  Bros.  Banking  Co.  should 
give  notice  by  mail  to  all  parties  fifteen  days  before  it  should  take 
any  further  action  under  the  contract,  and  that  if  the  second  party 
was  still  in  default  at  the  termination  of  such  notice  Foreman  Bros. 
Banking  Co.  was  authorized  to  sell  so  many  of  the  securities  as  might 
be  necessary  to  satisfy  the  defaulted  installments  with  interest,  to¬ 
gether  with  all  costs  and  charges,  including  attorney's  fees.  The 
agreement  then  further  declared : 
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And  to  further  secure  the  payment  of  said  installments,  The  Bassick  Com¬ 
pany  does  hereby  authorize  irrevocably  any  attorney  of  any  court  of  record 
to  appear  for  it  in  such  Court  during  term  time  or  vacation,  at  any  time  after 
default  and  expiration  of  said  fifteen  days  notice,  and  confess  a  judgment 
without  process  against  it  in  favor  of  the  first  parties,  or  any  one  or  more 
of  them,  for  such  amount  as  may  appear  to  be  unpaid  on  this  contract,  together 
with  interest,  costs  and  reasonable  attorney’s  fees  on  such  amount;  to  waive 
and  release  all  errors  which  may  intervene  in  such  proceedings  and  consent 
to  immediate  execution  upon  such  judgment,  hereby  ratifying  and  confirm¬ 
ing  all  that  said  attorney  may  do  by  virtue  hereof. 

Installments  past  due  shall  bear  interest  at  the  rate  of  seven  (7)  per  cent 
per  annum  until  paid. 

No  collateral  securities  placed  in  the  hands  of  said  Banking  Company  shall 
be  delivered  to  Bassick  Company  until  all  payments  under  this  contract  are 
fully  made,  except  that  the  Banking  Company  may  in  its  discretion  allow  the 

substitution  or  withdrawal  of  securities. 

*  *  *  *  *  *  * 

This  agreement  was  signed  by  the  petitioner  and  the  other  indi¬ 
viduals  mentioned,,  as  parties  of  the  first  part,  and  The  Bassick  Com¬ 
pany,  as  party  of  the  second  part,  on  December  29,  1919. 

When  the  sale  had  been  made  and  the  aforementioned  agreement 
had  been  signed,  petitioner  and  his  attorney  discussed  the  matter  of 
Federal  income  tax.  The  attorney  stated  that  in  his  opinion  the  sale 
was  not  taxable,  but  advised  petitioner  to  assign  the  agreement  to 
his  wife  in  order  to  save  any  income  tax  which  might  result  from  a 
holding  that  there  had  been  a  taxable  gain.  Pursuant  to  this  advice, 
and  because  of  the  often  expressed  wish  of  his  wife  that  she  should 
have  separate  funds  to  invest,  petitioner,  in  the  evening  of  the  day 
on  which  the  sale  was  made,  executed  and  delivered  to  Agda  H. 
Gullborg,  his  wife,  the  following  agreement : 

For  value  received  I  hereby  assign  all  my  right,  title  and  interest  in  the 
within  contract  with  the  Bassick  Mfg.  Company  to  Agda  H.  Gullborg  and 
covenant  to  observe  any  covenants  that  will  entitle  the  assignee  herein  to  re¬ 
ceive  the  amounts  set  forth. 

John  G.  Gullborg  (seal) 

Dated  at  Chicago, 

this  29th  day  of  December  1919. 

All  payments  under  the  agreement  were  made  by  The  Bassick 
Company  to  Foreman  Bros.  Banking  Co.  and  by  the  latter  to  the 
petitioner. 

The  first  two  payments  of  $8,162.50  and  $12,243.74  were  deposited 
by  the  petitioner  in  his  individual  bank  account.  Thereafter,  he 
drew  checks  for  the  amounts  in  favor  of  his  wife  and  she  deposited 
the  same  in  a  bank  account  opened  by  her  in  her  own  name.  On  or 
shortly  before  May  1,  1920,  the  date  of  the  third  payment,  petitioner, 
after  discussing  the  matter  with  his  wife,  and  at  her  suggestion, 
opened  a  joint  bank  account  in  the  name  of  the  two  of  them,  and  the 
payments  thereafter  received  by  the  petitioner  were  deposited  by 


632 


5  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(628) 


him  in  this  account.  At  the  time  of  the  sale  hereinbefore  mentioned 
petitioner  was  indebted  to  the  Alemite  Die-Casting  &  Manufacturing 
Co.,  a  corporation  in  which  he  owned  a  one-fifth  interest,  in  the 
amount  of  $28,000.  With  the  consent  of  his  wife  he  used  $14,000  of 
the  proceeds  of  the  sale  in  partial  liquidation  of  that  indebtedness. 

Out  of  the  proceeds  of  the  sale  received  during  1920  and  1921 
petitioner’s  wife  expended  $8,000  for  certain  stock  of  the  Unity  Oil 
&  Gas  Co.  of  Muncie,  Indiana,  $5,000  of  which  was  taken  in  her 
name  and  $1,500  in  the  name  of  each  of  her  two  children.  A  portion 
of  the  amounts  received  was  used  to  satisfy  a  mortgage  on  the  home, 
the  title  to  which  was  in  the  name  of  petitioner  and  his  wife ;  a  por¬ 
tion  was  used  to  purchase  land  in  Michigan,  the  title  to  which  was 
taken  in  the  name  of  petitioner  and  his  wife,  and  to  erect  thereon 
a  summer  home.  Approximately  $7,000  Avas  used  to  purchase  certain 
real  estate  located  in  Chicago,  the  title  to  which  was  taken  in  the 
name  of  petitioner  and  his  wife.  Certain  real  estate  in  Florida  was 
purchased  for  $15,000  and  title  thereto  was  taken  in  the  name  of 
Mrs.  Gullborg.  Certain  undisclosed  sums  were  used  in  refurnishing 
the  home  and  paying  the  tuition  and  expenses  of  a  daughter  in 
college. 

Mrs.  Gullborg  and  the  petitioner  always  conferred  together  before 
making  any  payments  out  of  money  received  under  the  agreement. 
The  petitioner  made  suggestions  as  to  the  advisability  of  contem¬ 
plated  purchases  and  no  expenditures  or  investments  were  made 
without  his  consent  first  being  obtained. 

OPINION. 

Littleton  :  The  petitioner  reported  no  income  from  sale  of  his 
interest  in  certain  property  to  The  Bassick  Company  on  December 
29,  1919,  and  claims  that  he  is  not  subject  to  tax  thereon  for  the 
reason  that  he  assigned  his  rights  under  the  agreement  to  his  wife. 
The  Commissioner  apparently  held  that  the  transaction  between  the 
petitioner  and  others,  and  The  Bassick  Company,  was  an  installment 
sale  and  determined  the  petitioner’s  gain  in  the  taxable  years  1920 
and  1921  upon  that  basis.  The  Commissioner  insisted  that  the  pur¬ 
ported  assignment  by  petitioner  to  his  wife  of  his  right,  title,  and 
interest  under  the  agreement  with  The  Bassick  Company  was  only 
a  pretended  one  and  that  it  was  not  bona  -fide. 

The  Board  is  of  the  opinion  that  the  Commissioner’s  determination 
was  correct.  We  believe  the  petitioner  did  not  relinquish  his  right, 
title,  and  interest  to  the  proceeds  of  the  sale.  Every  installment 
was  paid  to  and  received  by  him.  For  a  period  of  five  months  he 
deposited  the  payments  in  his  individual  bank  account.  Thereafter, 
as  he  received  payments,  they  were  deposited  by  him  in  a  joint  bank 
account  which  he  had  opened  in  the  name  of  himself  and  his  wife, 
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A  large  amount  of  the  proceeds  of  the  sale  was  used  by  him  to  dis¬ 
charge  and  liquidate  his  personal  indebtedness.  No  portion  of  the 
money  was  expended  or  invested  without  his  advice  and  consent. 
With  the  two  exceptions  of  the  Florida  real  estate  and  the  Unity  Oil 
&  Gas  Co.  stock,  all  expenditures  and  investments  were  for  the  joint 
use  and  benefit  of  the  petitioner  and  his  wife.  The  record  does  not 
specifically  show,  but  the  evidence  would  indicate,  that  the  petitioner 
in  some  cases  disbursed  the  money.  The  proceeds  of  the  sale  were  so 
held  by  the  petitioner  that  they  were  at  all  times  subject  to  his  use 
and  disposition.  The  expenditures  and  investments  indicated  noth¬ 
ing  more  than  that,  as  a  prudent  husband  and  father,  the  petitioner 
was.  handling  the  fruits  of  his  labor  in  what  he  regarded  as  a  wise 
and  judicious  manner.  With  the  exception  of  the  property  sold  on 
December  29,  1919,  petitioner’s  only  assets  consisted  of  $10,000  par 
value  of  capital  stock  of  the  Alemite  Die-Casting  &  Mfg.  Co.  and 
a  residence  of  the  approximate  value  of  $18,000,  owned  by  himself 
and  his  wife  jointly. 

We  are  of  opinion  from  the  entire  record  that  the  petitioner  did 
not  by  the  assignment  part  absolutely  with  his  right,  title,  and  in¬ 
terest  in  the  unpaid  installments  provided  in  the  sales  agreement, 
and  that  the  Commissioner  correctly  held  that  whatever  gain  re¬ 
sulted  from  the  payments  made  to  petitioner  during  the  taxable 
years  was  income  to  him. 

Judgment  will  be  entered  for  tbe  Commis¬ 
sioner. 


Appeal  of  Dickerman  &  Englis,  Inc. 

Docket  No.  4928.  Decided  November  20.  1926. 

1.  Under  the  provisions  of  the  Revenue  Act  of  1926,  the  Board 
has  jurisdiction  to  determine  an  overpayment  of  tax  in  respect  of 
a  taxable  year  for  which  the  Commissioner  has  determined  a  de¬ 
ficiency,  whether  the  proceeding  before  the  Board  is  filed  prior  to 
or  subsequent  to  the  passage  of  the  Revenue  Act  of  1926. 

2.  The  Board  has  no  jurisdiction  to  determine  whether  such  an 
overpayment  of  tax  should  be  credited  or  refunded  to  the  taxpayer 
or  to  determine  whether  credit  or  refund  is  barred  by  the  period  of 
limitation  provided  by  statute. 

Maxwell  Goldstein ,  Esq.,  for  the  petitioner. 

George  G.  Witter ,  Esq.,  for  the  Commissioner. 

Phillips:  Under  date  of  July  28,  1926,  the  Board  promulgated  its 
decision  herein,  wherein  it  was  held  that  the  taxpayer  was  entitled  to 
classification  as  a  personal  service  corporation.  4  B.  T.  A.  447.  On 
October  4,  1926,  pursuant  to  the  decision  of  the  Board,  the  appeal 
22847—27 - 3 
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came  on  for  redetermination  of  the  deficiency  under  Rule  50  of  the 
Board,  whereupon  counsel  for  the  Commissioner  admitted  of  record 
that  under  the  decision  of  the  Board  there  was  no  deficiency  in  in¬ 
come  and  profits  taxes  for  1920  and  that  an  assessment  of  income 
and  profits  taxes  for  1920  in  the  amount  of  $9,397.77  had  been  paid. 
He  then  offered  to  introduce  evidence  to  show  that,  by  reason  of  the 
expiration  of  the  statutory  period  allowed  therefor,  no  refund  or 
credit  of  such  overpayment  could  be  made.  The  presiding  Member 
declined  to  receive  such  evidence,  upon  the  ground  that  the  Board 
had  jurisdiction  to  determine  whether  there  had  been  any  overpay¬ 
ment  of  tax  but  had  no  jurisdiction  to  determine  whether  credit  or 
refund  of  any  such  overpayment  was  barred  by  the  statute,  and  an 
order  was  entered  determining  that  there  is  no  deficiency  for  1920 
and  that  the  taxpayer  has  made  an  overpayment  of  tax  in  respect  of 
such  year  in  the  amount  of  $9,397.77. 

The  Commissioner  now  moves  to  vacate  said  order  upon  three 
grounds.  He  first  asks  that  the  order  be  vacated  and  that  an  order 
be  entered  determining  that  there  is  no  deficiency  for  1920  and  mak¬ 
ing  no  finding  as  to  any  overpayment  of  tax  for  that  year,  upon  the 
ground  that  the  Board  has  no  jurisdiction  to  determine  an  overpay¬ 
ment  of  tax  in  an  appeal  heard  and  submitted  prior  to  the  passage  of 
the  Revenue  Act  of  1926.  Section  1000  of  the  Revenue  Act  of  1926 
provides : 

Sec.  1000.  Title  IX  of  the  Revenue  Act  of  1924  is  amended  to  read  as  follows : 
******* 

“  Sec.  904.  The  Board  and  its  divisions  shall  have  such  jurisdiction  as  is 
conferred  on  them  by  Title  II  and  Title  III  of  the  Revenue  Act  of  1926  or  by 
subsequent  laws.  *  *  *  ” 

Section  284  (e)  of  the  Revenue  Act  of  1926,  under  the  subtitle 
“  Credits  and  Refunds,”  provides : 

(e)  If  the  Board  finds  that  there  is  no  deficiency  and  further  finds  that  the 
taxpayer  has  made  an  overpayment  of  tax  in  respect  of  the  taxable  year  in 
respect  of  which  the  Commissioner  determined  the  deficiency,  the  Board  shall 
have  jurisdiction  to  determine  the  amount  of  such  overpayment  *  *  *. 

In  view  of  the  express  provisions  of  the  law,  it  seems  apparent 
that,  whether  the  appeal  was  filed  before  or  after  the  passage  of  the 
Revenue  Act  of  1926,  the  only  jurisdiction  the  Board  now  has  is  that 
conferred  by  the  Revenue  Act  of  1926  or  subsequent  acts,  and  that 
the  1926  Act  expressly  grants  jurisdiction  to  determine  the  amount 
of  any  overpayment  in  tax  for  the  year  in  question.  The  first  motion 
set  out  by  the  Commissioner  in  his  application  must  be  denied. 

In  the  event  the  Board  denies  his  first  motion,  the  Commissioner 
moves  that  the  order  entered  herein  be  vacated  and  that  an  order  be 
entered  determining  that  there  is  no  deficiency  in  tax  for  the  year 
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1920,  finding  that  the  taxpayer  made  an  overpayment  of  tax  for  said 
year  in  the  sum  of  $9,397.77,  and  further  determining  that  the  re¬ 
fund  of  said  overpayment  is  barred  by  the  statute  of  limitations; 
and  he  further  offers  to  introduce  evidence  that  under  the  provisions 
of  the  Revenue  Act  of  1926  the  period  of  the  statute  of  limitations 
for  the  refund  of  any  tax  paid  by  the  taxpayer  for  1920  has  expired. 

A  portion  of  section  284  (e)  has  been  quoted  above.  The  entire 
subsection  reads  as  follows : 

(e)  If  the  Board  finds  that  there  is  no  deficiency  and  further  finds  that  the 
taxpayer  has  made  an  overpayment  of  tax  in  respect  of  the  taxable  year  in 
respect  of  which  the  Commissioner  determined  the  deficiency,  the  Board  shall 
have  jurisdiction  to  determine  the  amount  of  such  overpayment,  and  such 
amount  shall,  when  the  decision  of  the  Board  has  become  final,  be  credited  or 
refunded  to  the  taxpayer  as  provided  in  subdivision  (a).  Such  refund  or 
credit  shall  be  made  either  (1)  if  claim  therefor  was  filed  within  the  period 
of  limitation  provided  for  in  subdivision  (b)  or  (g),  or  (2)  if  the  petition  was 
filed  with  the  Board  within  four  years  after  the  tax  was  paid,  or,  in  the  case 
of  a  tax  imposed  by  this  Act,  within  three  years  after  the  tax  was  paid. 

It  would  seem  unnecessary  to  point  out  the  distinction  between  a 
determination  that  the  taxpayer  has  made  an  overpayment  of  tax 
and  a  determination  that  the  taxpayer  is  entitled  to  a  credit  or  to  a 
refund.  The  statute  grants  the  Board  jurisdicion  to  determine  that 
the  taxpayer  has  made  an  overpayment  of  tax  in  respect  of  the  tax¬ 
able  year  for  which  the  Commissioner  determined  the  deficiency, 
and  then,  so  far  as  jurisdiction  of  the  Board  is  concerned,  becomes 
silent.  The  remainder  of  the  provision  is  administrative,  directing 
as  it  does  that  such  overpayment  shall  be  credited  or  refunded  under 
certain  circumstances.  It  gives  the  Board  no  jurisdiction  to  deter¬ 
mine  whether  such  circumstances  exist. 

The  provisions  of  section  284  of  the  Act  set  out  in  some  detail  a 
comprehensive  scheme  for  the  credit  or  refund  of  overpayments. 
After  a  careful  examination,  we  can  find  no  expression  of  any 
intention  that  the  Board  shall  determine  whether  an  overpayment 
is  to  be  credited  or  refunded  or  that  credit  or  refund  is  barred  by 
the  statute.  It  appears,  on  the  contrary,  that  other  provisions  of 
the  statute  make  it  impossible  for  the  Board  to  determine  this 
question.  Before  any  determination  can  be  made  of  the  applica¬ 
tion  of  the  overpayment,  it  becomes  necessary  to  determine  whether 
there  are  any  income  or  profits  taxes  due  from  the  taxpayer.  Sec¬ 
tion  284(a),  Revenue  Act  of  1926.  Section  274(g)  of  the  same  Act 
provides  in  effect  that  the  Board  shall  have  no  jurisdiction  to  deter¬ 
mine  whether  or  not  the  tax  for  any  taxable  year  other  than  that 
before  it  has  been  overpaid  or  underpaid.  In  view  of  this  provi¬ 
sion,  it  would  be  impossible  for  the  Board  to  determine  whether  an 
overpayment  should  be  credited  or  refunded. 
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There  is  a  further  provision  of  the  Revenue  Act  of  1926  which 
leads  us  to  the  same  result,  for  in  section  284(d)  the  statute  saves 
to  the  taxpayer  the  right  to  file  a  claim  for  credit  or  refund  or  to 
institute  suit  for  the  recovery  of  such  overpayment.  This  is  one 
of  the  few  instances  where  the  taxpayer,  having  elected  after  the 
passage  of  the  Revenue  Act  of  1926  to  proceed  before  the  Board 
after  the  determination  of  a  deficiency,  has  the  right  to  initiate  a 
proceeding  in  the  courts. 

Furthermore,  it  will  be  noted  that  the  jurisdiction  of  the  Board  to 
determine  whether  the  statute  has  run  on  the  assessment  or  collec¬ 
tion  of  a  deficiency  is  expressly  granted.  Section  906(e),  Revenue 
Act  of  1924,  as  amended.  There  is  no  similar  provision  with  respect 
to  overpayments.  It  seems  clear  to  us  that  the  duty  of  the  Board  is 
to  determine  the  amount  of  any  overpayment,  if  possible  from  the 
record,  and  that  when  this  has  been  determined  the  jurisdiction 
ceases.  We  therefore  dismiss  the  second  motion  of  the  Commis¬ 
sioner. 

The  Commissioner  further  moves  that,  in  the  event  the  Board 
denies  the  first  two  motions,  the  Board  enter  an  order  determining 
that  there  is  no  deficiency  in  tax  for  the  year  1920,  finding  that  the 
taxpayer  made  an  overpayment  of  tax  for  the  said  year  in  the  amount 
of  $9,397.77,  and  further  determining  that  the  Board  is  without  ju¬ 
risdiction  to  pass  upon  the  question  of  whether  or  not  the  refund  of 
said  overpayment  is  barred  by  the  statute  of  limitations.  While  it 
seems  apparent  to  us  that  the  Board  has  no  jurisdiction  to  determine 
whether  an  overpayment  should  be  credited  or  refunded,  or  whether 
the  statute  has  run  on  a  credit  or  refund,  it  appears  that  the  order 
entered  was  strictly  in  conformity  with,  and  indeed  followed,  the 
precise  phraseology  of  the  law.  The  record  of  the  hearing  before 
the  Board,  where  it  was  expressly  stated  that  the  Board  was  without 
jurisdiction  to  pass  upon  the  question,  is  available  to  the  parties,  and 
it  should  be  clear  from  this  record  that,  in  determining  the  amount 
of  the  overpayment,  the  Board  did  not  and  does  not  purport  to  de¬ 
termine  what  disposition  should  be  made  of  such  overpayment.  This 
is  a  matter  for  further  proceedings,  and  for  the  Board  in  its  final 
order  or  decision  to  attempt  to  state  what  jurisdiction  it  lacks  would 
be,  to  say  the  least,  surplusage.  For  the  reasons  stated  the  order 
dated  October  4,  1926,  is  affirmed  by  the  Board  and  the  motion  of 
the  Commissioner  is  denied. 


Order  will  be  entered  accordingly. 
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Appeal  of  National  Pneumatic  Co. 

Docket  No.  3651.  Decided  November  26,  1926. 

i 

The  cash  value  of  patents  paid  in  for  shares  of  stock  of  a  cor¬ 
poration  determined. 

John  F.  McCarron ,  Esq.,  George  E.  Hamilton ,  Esq.,  Philip  Stein, 
Esq.,  and  Albert  I.  Coe,  C.  P.  A.,  for  the  petitioner. 

Ward  Loveless,  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  deficiencies  in  income 
and  profits  tax  as  follows: 


Year. 

Deficien¬ 

cies 

Overassess  - 
ments 

1915 _ _ _ _ _ 

$556.  51 
375. 56 

1916 _ _ _ _ _ _ _ _ _ _ _ _ _ 

1917 _ _ _ _ _ _ _ 

$42,  220.  50 

1918 _ _ _ . _ _ 

119,  432.  82 
22,  218. 12 

1919 _ _ _ _ _ _ 

1920.. . . . . . . . . 

4,  655.  74 

Total . . . . .  . . 

142,  583.  01 

46,  876.  24 

The  issues  presented  by  this  appeal  are: 

(1)  Valuation  of  the  assets  acquired  by  the  petitioner  at  the  time 
of  organization  for  invested  capital  purposes. 

(2)  Valuation  of  capital  stock  of  the  Prepayment  Car  Sales  Co. 
as  of  1911,  the  date  acquired  in  exchange  for  other  assets. 

(3)  Valuation  of  the  patents  as  of  March  1,  1913,  for  deprecia¬ 
tion  purposes. 

(4)  The  profit  realized,  if  any,  in  1911,  on  the  sale  of  certain  assets 
to  the  Prepayment  Car  Sales  Co.  for  stock  of  that  company.  This 
profit,  if  any,  affects  the  computation  of  the  war-profits  credit 
in  1918. 

(5)  A  determination  of  the  proper  deduction  from  invested  capi¬ 
tal  on  account  of  inadmissible  assets. 

(6)  Loss  sustained  on  the  sale  of  Prepayment  Car  Sales  Co.  stock 
in  1918. 

(7)  Whether  the  petitioner  is  entitled  to  a  determination  of  its 
profits  tax  for  the  year  1918  under  the  provisions  of  section  328  of 
the  Revenue  Act  of  1918. 

Petitioner’s  allegation  of  error  with  respect  to  the  computation  of 
the  allowance  for  amortization  for  1918  was  withdrawn  at  the 
hearing. 
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FINDINGS  OF  FACT. 

Since  the  questions  are  numerous  and  the  facts  involved  are 
detailed,  the  facts  will  be  subdivided  by  appropriate  headings  to 
correspond  with  the  questions  presented. 

1.  Valuation  of  assets  acquired  at  date  of  organization. — The  peti¬ 
tioner  was  incorporated  February  2,  1910,  with  an  authorized  capi¬ 
tal  stock  of  $500,000,  divided  into  5,000  shares  of  a  par  value  of  $100 
each,  for  the  purpose  of  taking  over  certain  patents  owned  prin¬ 
cipally  by  J.  B.  Burdett  and  Harold  Bowntree,  or  by  corporations 
whose  stock  was  principally  owned  by  them,  and  shares  of  capital 
stock  of  corporations  either  owned  by  them  or  in  which  they  were 
principally  interested.  There  were  five  incorporators,  each  of  whom 
first  paid  in  to  the  petitioner  $100  cash,  for  which  each  received  one 
share  of  stock. 

On  April  9,  1910,  Burdett  and  Bowntree  entered  into  an  agree¬ 
ment  wfith  the  petitioner  by  which  they,  in  full  payment  for  4,995 
shares  of  petitioner’s  capital  stock,  agreed  to  cause  to  be  sold,  as¬ 
signed,  transferred  and  set  over  to  the  petitioner : 

(1)  Eighteen  patents,  principally  on  door  devices  then  owned 
by  Burdett-Bowntree  Manufacturing  Co. 

(2)  Twenty-one  patents  or  applications  for  patents,  among  which 
were  a  number  relating  to  pneumatic  door-operating  devices. 

(3)  Certain  contracts  as  follows:  (a)  Contract  pertaining  to  door 
safety  devices  made  between  the  Burdett-Bowntree  Manufacturing 
Co.,  and  James  S.  Hoyle,  dated  July,  1909;  (b)  contract  pertain¬ 
ing  to  an  air  trap  device,  made  between  Burdett-Bowntree  Manu¬ 
facturing  Co.,  and  George  M.  Spencer,  dated  June  1,  1909;  (c)  con¬ 
tract  pertaining  to  door  devices  made  between  the  Burdett-Bown¬ 
tree  Manufacturing  Co.,  and  H.  C.  Bandall,  dated  October  8,  1909. 

(4)  Four  air  brake  patents  owned  by  Harold  Bowntree. 

(5)  Two  applications  for  air  brake  patents  owned  by  Harold 
Bowntree. 

(6)  The  entire  capital  stock  then  issued  and  outstanding  ($92,- 
500  par  value)  of  the  Pay-Within  Car  Co.,  but  with  the  proviso 
that  the  then  stockholders  of  that  company  should  have  and  retain 
all  of  the  cash  on  hand,  bills  and  accounts  receivable,  or  devices  as 
the  same  existed  February  1,  1910,  and  that  it  should  also  complete 
such  contracts  at  its  own  expense;  that  they  should  also  discharge 
ail  of  the  bills  and  accounts  payable  and  obligations  of  the  company 
as  they  existed  February  1,  1910.  It  was  further  provided  that  the 
capital  stock  of  The  Pay-Within  Car  Co.,  so  sold,  assigned,  trans¬ 
ferred  and  set  over  to  the  petitioner  should  carry:  (a)  All  letters 
patent  owned  b}7  said  The  Pay-Within  Car  Co.;  (b)  all  agreements 
relating  to  patents,  or  interests  therein,  or  licenses  thereunder,  of 
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said  The  Pay-Within  Car  Co.;  (c)  all  contracts  made  by  said  The 
Pay-Within  Car  Co.  for  furnishing  or  installing  machinery  or 
devices  on  and  after  February  1,  1910.  The  letters  patent  thus 
referred  to  were  six  in  number. 

(7)  Six  hundred  and  thirty-three  shares  of  the  capital  stock  of 
the  Chicago  Welding  Co.,  the  entire  capital  stock  of  which  then 
issued  and  outstanding  was  1,000  shares  of  a  par  value  of  $100  each. 
The  petitioner  further  agreed  to  purchase  for  $4,000,  the  remaining 
367  shares  of  the  capital  stock  so  that  the  petitioner  should  then  own 
the  entire  capital  stock  of  that  company. 

(8)  Seventeen  thousand,  seven  hundred  and  fifty  dollars  cash. 

The  agreement  also  provided  in  Article  IX,  in  part,  as  follows  : 

(a)  As  a  part  of  this  transaction  the  National  Pneumatic  Company  shall  pay 
all  expenses  of  prosecuting  the  applications  for  patents,  hereinbefore  men¬ 
tioned  and  described,  and  of  the  issue  of  Letters  Patent  thereon,  incurred 
from  and  after  February  1,  1910. 

(b)  As  a  part  of  this  transaction  the  National  Pneumatic  Company  shall 
enter  into  a  contract  with  the  Burdett-Rowntree  Manufacturing  Company 
(which  contract  we  will  procure  the  Burdett-Rowntree  Manufacturing  Com¬ 
pany  to  execute),  providing  for  the  manufacture  by  said  Burdett-Rowntree 
Manufacturing  Company,  of  all  machinery  and  devices  hereafter  sold,  furnished 
or  installed  by  said  National  Pneumatic  Company,  its  agents,  sub-contractors 
or  licensees,  such  contract  to  be  substantially  in  the  form  of  contract  sub 
mitted  herewith. 

(c)  As  a  part  of  this  transaction  the  National  Pneumatic  Company  shall, 
if  required  by  the  Electric  Service  Supplies  Company,  enter  into  a  contract 
with  that  Company  and  also  enter  into  contracts  J.  B.  Burdett,  Harold  Rown- 
tree,  Paris  R.  Forman,  and  Frank  T.  Johnson,  respectively  (which  contracts 
we  will  procure  to  be  executed  by  the  individuals  above  mentioned,  respec¬ 
tively),  all  such  contracts  to  be  respectively  in  substantially  the  form  of  con¬ 
tracts  submitted  herewith. 

(d)  As  a  part  of  this  transaction  the  National  Pneumatic  Company,  having 
acquired  the  entire  capital  stock  of  the  Chicago  Welding  Company,  as  herein¬ 
before  set  forth,  shall  procure  and  cause  the  Chicago  Welding  Company  to  sell 
and  deliver  to  the  Burdett-Rowntree  Manufacturing  Company,  and  the  Bur¬ 
dett-Rowntree  Manufacturing  Company  shall  purchase  from  the  Chicago 
Welding  Company,  (and  we  will  procure  the  Burdett-Rowntree  Manufactur¬ 
ing  Company  to  so  purchase)  the  entire  manufacturing  plant,  including  tools, 
machinery  and  appliances  and  the  stock  of  material  manufactured  and  in 
process  of  manufacture  of  said  Chicago  Welding  Company  at  its  present  fair 
cash  value,  such  fair  cash  value  to  be  fixed  and  determined  by  the  undersigned 
J.  B.  Burdett  and  W.  G.  McCune. 

The  cash  received  by  the  petitioner  for  its  shares  of  stock  was 
$18,250,  which  was  duly  recorded  on  its  cash  book.  The  remaining 
assets  acquired  were  set  up  under  a  single  item  “  Sundries,”  in  the 
“  Plant  Account  ”  carried  on  its  general  ledger. 

The  petitioner’s  capital  stock  was  placed  at  $500,000,  for  the 
reason  that  the  incorporators  thought  that  was  a  fair  price  for  the 
assets  to  be  transferred  to  the  corporation  in  exchange  for  its  capital 
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stock.  The  incorporators  agreed  among  themselves  as  to  how  the 
stock  should  be  split  up  among  the  several  owners  of  the  assets  to  be 
transferred  to  the  petitioner,  and  the  stock  which  was  issued  to 
Burdett  and  Rowntree  in  the  first  instance  was  turned  back  to  the 
corporation  by  them  and  certificates  of  stock  were  issued  in  accord¬ 
ance  with  such  agreement.  The  several  assets  acquired  and  carried 
on  the  books  under  the  title  of  “  Sundries  ”  in  the  plant  account  were 
not  segregated  until  some  time  in  1917.  The  segregation  then  made 
was  as  follows: 


Apr.  22,  1910 — For  cash,  organizers _  $500.  00 

Apr.  22,  1910 — For  cash,  per  agreement _  17,  750.00 

Apr.  22,  1910 — For  services  under  contract,  (stock  held  in  trust  by 
taxpayer  corporation) _  3,500.00 

In  Plant  Account. 

Apr.  22, 1910 — For  patents  of  Burdett-Rowntree  Mfg.  Co _  240,  000.  00 

Apr.  22, 1910— For  entire  capital  stock  of  Pay-Within  Car  Co _  166,  750.  00 

Apr.  22, 1910— For  capital  stock  of  Chicago  Welding  Co _  25,  000.  00 

Apr.  22,  1910 — For  air  brake  patents _  12,  750.  00 

Mar.  31,  1911  For  foreign  patents _  30,  250.  00 

Mar.  31,  1911  For  two  Pay-Within  patents _  3,  500.  00 


Prior  to  January  1,  1917,  the  petitioner  did  no  manufacturing  of 
its  own ;  its  income  consisted  of  royalties,  dividends  and  profits  from 
subcontracting.  On  or  after  January  1,  1917,  the  corporation  pur¬ 
chased  machinery,  tools  and  other  equipment  incidental  to  the  manu¬ 
facture  of  street  car  supplies  and  started  operating  as  a  manufac¬ 
turing  concern,  along  which  lines  it  has  directed  its  attention  up  to 
the  present  time. 

In  its  tax  returns  for  1918  and  1919,  the  petitioner  claimed  as  the 
actual  value  of  the  assets  listed  above,  subject  to  the  statutory  limita¬ 
tions  applicable,  the  amounts  set  out  in  the  first  column  of  the  follow¬ 
ing  tabulation.  The  amounts  allowed  by  the  Commissioner  for  such 
assets  in  his  determination  of  deficiencies  for  those  tax  years  are 
shown  by  the  second  column. 


* 

Taxpayer. 

Commis¬ 

sioner. 

Cash...*.. _ _ _ _ 

$18, 250 
240, 000 
166, 750 
25, 000 
12, 750 
30,  250 
3,  500 
3,  500 

$18, 250.  00 
162, 610. 88 
112, 980.63 
16,  938.  63 
8, 469. 31 
None. 
None. 
None. 

(a)  Patents  of  Burdett,  Rowntree  Mfg.  Co., _  _ 

(b)  Entire  capital  stock  of  The  Pay-Within  Car  Co..  _ 

(c)  Capital  stock  of  Chicago  Welding  Co . . . . . . 

(d)  Air  brake  patents _ _ _ _ _ 

(e)  Foreign  patents . . . . . . . . . 

(f)  Two  Pay-Within  car  patents _ _ _ 

(g)  Services  under  contract _ _ _ _ _ _ _ 

500,  000 

319,  249.  45 

(a)  Actual  cash  -value  of  patents  of  Burdett-Rowntree  Manufac¬ 
turing  Co. — The  Burdett-Rowntree  Manufacturing  Co.  was  incor- 
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porated  April  11,  1894.  It  acquired  certain  patents  on  opening  and 
closing  door  devices  for  street  cars,  and  in  1905  secured  a  contract 
from  the  Metropolitan  West  Side  Elevated  Railroad  Co.  in  Chicago 
to  equip  certain  of  its  cars  with  such  devices.  It  secured  contracts 
of  a  similar  nature  during  succeeding  years  and  in  1909  and  1910 
was  doing  a  large  business  along  this  line.  In  1910  it  had  three 
distinct  businesses ;  one  was  manufacturing  various  street  car  special¬ 
ties  of  which  the  principal  one  was  a  pneumatic  door-closing  device 
for  street  cars;  the  second  was  the  manufacture  of  pneumatic  air 
closing  devices  for  elevators  or  elevator  doors;  the  third  was  the 
manufacture  of  electric  dumb-waiters  or  package  elevators.  It  had 
patents  protecting  its  business  in  each  line. 

The  Burdett-Rowntree  Manufacturing  Co.  had  a  capital  stock  of 
$75,000  during  the  period  1905  to  1911,  inclusive.  The  patents  owned 
by  it  were  not  listed  as  an  asset.  Its  tangible  assets  at  the  beginning 
of  each  year,  its  book  income  for  such  year,  and  the  dividends  paid 
during  such  year  are  shown  by  the  following  tabulation: 


Date. 

Tangible 

assets. 

Fiscal  period. 

Book 

income. 

Dividends 

paid. 

Jan.  31,  1905..- . . . . . . 

$62, 017. 81 
69, 350.  38 
88,  282.  40 
79,  560.  60 
91,602.  11 
148,  622.  53 
187,  026.  32 

Jan.  31,  1905  to  Dec.  31,  1905. 
1906 _ _ _ 

$14, 832.  57 
47,  551.  63 
40, 028.  20 
42, 041.51 
78,  795.  53 
146,  477.  74 
127,  544.  79 

$7,  500 
30, 000 
48,  750 
30, 000 
15, 000 
80, 000 
52,  500 

Jan.  1,  1906 _ _ _ _ _  .. 

Jan.  1,  1907 . . .  . 

1907 . . . . 

Jan.  1,  1908 . _• _  .  _ 

1908 . . . . . 

Jan.  1,  1909 _ _ _  ... 

1909 . . . . 

Jan.  1,  1910..-  _ _ _  .. 

1910 _ _ _ 

Jan.  1,  1911 . . . .  .. 

1911 _ _ _ 

The  following  is  a  summary  of  gross  contracts  taken  each  year  and 
the  resulting  profits  therefrom,  regardless  of  the  year  in  which  the 
contract  was  completed : 


Gross  con¬ 
tract  price. 

Profits  on 
contracts. 

Contracts  taken  in  1905. .. 

Street  car  work. 

$6, 624. 25 
46, 810. 14 
29,  563.  50 
117,167.  63 
408, 153. 14 

$906.  63 
7, 327. 10 
5, 381.  87 
50, 315.  67 
135,  918.  05 

“  “  “  1906... 

“  “  “  1907... 

“  “  “  1908... 

“  “  “  1909... 

• 

Elevator  work. 

Contracts  taken  in  1905... 

105,  742.  36 
56,  938.  98 
33,  738.  76 
51,  266.  53 
43,  979.  51 

38, 35y.  38 
18, 515. 08 
7,  600.  67 
16,  747. 08 
12,  888.  21 

“  “  “  1906... 

“  “  “  1907... 

“  “  “  1908... 

“  “  “  1909... 

Dumb-waiter  work. 

Contracts  taken  in  1905... 

68, 106.  30 
96,  749.  66 
99,  675. 30 
96,  619.  56 
165,  564.  63 

15, 966.  55 
26,  598.  25 
26,  216.  37 
23,  832.  53 
39,  667.  87 

“  “  1906... 

“  “  “  1907. 

“  “  “  1908... 

“  “  “  1909.. 

22847—27 - 4 
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In  the  business  of  the  Burdett-Rowntree  Manufacturing  Co.,  the 
corporation  did  the  work  of  manufacturing  as  well  as  the  work  of 
installing.  None  of  its  contracts  or  tangible  assets  or  patents  re¬ 
lating  to  dumb-waiters  were  transferred  to  the  petitioner.  The 
value  of  the  Burdett-Rowntree  Manufacturing  Co.  patents  acquired 
b}^  the  petitioner  in  exchange  for  its  shares  of  stock  was  based 
largely  upon  the  earnings  attributable  thereto. 

The  contracts  taken  by  the  Burdett-Rowntree  Manufacturing  Co. 
under  its  patents  were  based  on  a  definite  contract  price  and  a  pre¬ 
determined  estimate  of  cost.  The  cost  of  each  contract  was  deter¬ 
mined  in  advance  from  the  nature  and  size  of  the  contract  and 
the  known  cost  of  material  and  shop  labor,  with  a  further  per¬ 
centage  to  cover  all  overhead  charges,  which  percentage  was  based 
on  the  previous  experience  of  the  company.  Upon  the  basis  of  such 
computation,  the  incorporators  reached  the  conclusion  that  the  Bur¬ 
dett-Rowntree  Manufacturing  Co.  patents  to  be  transferred  to  the 
petitioner  had  a  value  of  $240,000.  The  books  of  account  of  the 
Burdett-Rowntree  Manufacturing  Co.  show  the  sale  of  those  patents 
at  a  price  of  $240,000. 

The  average  remaining  life  of  these  patents  at  the  time  of  their 
acquisition  by  the  petitioner  was  15  years.  The  Commissioner  made 
his  determination  of  a  value  of  $162,610.88  for  the  patents  upon 
the  following:  Earnings  of  the  predecessor  owner  for  the  five-year 
period  preceding  the  date  of  organization  of  the  petitioner  in  excess 
of  a  fair  return  on  the  tangible  assets  was  $37,356.11 ;  he  determined 
that  58  per  cent  of  the  earnings  of  the  predecessor  owner  was  at¬ 
tributable  to  the  patents  acquired  by  the  petitioner.  The  value  of 
the  patents  acquired  was  determined  by  taking  the  present  worth 
of  an  annuity  of  $21,666.54  for  15  years  discounted  at  the  rate  of 
10  per  cent,  with  provision  for  a  4  per  cent  sinking  fund.  By  the 
use  of  Hoskold’s  tables,  it  was  determined  that  such  an  annuity 
had  a  present  wrorth  of  $162,610.88,  and  that  figure  was  accepted 
as  the  value  of  the  patents. 

(b)  Capital  stock  of  The  Pay -Within  Car  Co. — While  the  Bur¬ 
dett-Rowntree  Manufacturing  Co.  was  manufacturing  its  door  de¬ 
vices  for  cars  where  the  passenger  entered  at  the  end  of  the  car,  a 
“  Pay-as-you-enter  ”  car  came  into  use,  where  fares  were  collected  as 
the  passenger  passed  by  the  conductor.  Harold  Rowntree  thought 
he  could  make  an  improvement  on  that  car  and  he,  with  a  man 
named  Lincoln,  in  Philadelphia,  got  out  a  patent  on  what  they  called 

the  “  Pay-Within  ”  car.  This  car  had  doors  on  the  side  and  these 
«/ 

doors  were  operated  by  a  mechanism  which  it  was  contemplated 
would  be  made  by  the  Burdett-Rowntree  Manufacturing  Co.  The 
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Pay-Within  Car  Co.  was  organized  in  1908  and  its  business  increased 
very  rapidly.  In  1910  it  had  an  authorized  capital  stock  of  $100,000, 
only  ,$92,500  of  which  was  outstanding.  For  this  capital  the  owners 
received  $166,750  of  the  capital  stock  of  the  petitioner  corporation. 
The  Commissioner  has  allowed  an  actual  cash  value  for  this  stock  at 
the  time  acquired  by  the  petitioner  of  $112,980.63.  The  basis  for  this 
determination  is  that,  since  2,400  shares  of  stock  were  issued  for  the 
patents  of  the  Burdett-Rowntree  Manufacturing  Co.,  which  patents 
had  a  value  determined  to  be  $162,610.88,  the  value  of  each  share  was 
$67.7545;  that  this  value,  multiplied  by  l,6671/2  shares  issued  to  the 
owners  of  the  capital  stock  of  The  Pay-Within  Car  Co.,  gives  a 
value  for  the  stock  of  $112,980.63. 

At  the  time  acquired  by  the  petitioner,  The  Pay-Within  Car  Co. 
had  but  one  asset,  namely,  patents.  The  previous  stockholders  were 
permitted  to  withdraw  all  cash,  accounts  and  bills  receivable,  and 
contracts  for  furnishing  or  installing  machinery  or  devices,  as  the 
same  existed  on  Februarjr  1,  1910.  They  also  assumed  all  indebted¬ 
ness  of  the  company  existing  on  February  1,  1910. 

The  accounts  of  The  Pay-Within  Car  Co.  from  November  1,  1908, 
to  February  1,  1910,  show  the  contracts  acquired  and  completed  with 
the  profit  derived  therefrom,  but  do  not  include  contracts  acquired 
under  the  patents  and  in  process  of  completion  which  were  uncom¬ 
pleted  on  February  1,  1910.  Such  net  income  on  work  completed 
alone  and  tangible  assets  at  the  beginning  of  each  year  were  as 
follows : 


Period. 

Tangible 
assets  at 
beginning 
of  period. 

Net  income 
for  period. 

Nov.  1-Dec.  31,  1908  (2  months) _ _ _ 

$1, 000.  00 
4, 883.  41 
11, 024.  76 

$3, 883. 41 
18,  515.  88 
13,  208.  87 

Jan.  1-Dec.  31,  1909  (12  months) _ 

Jan.  1-Jan.  31,  1910  (1  month) _ _ _ 

Total _ _ _ _ _ 

$35,  608. 16 

The  dividend  record  of  the  company  shows  as  follows: 


September  20,  1909 _ $4,  518.  05 

October  18,  1909 _  5,240.99 

December  31,  1909 _  2,  620.  49 

January  31,  1910 _  2,  620.  49 


Total _  15,000.02 


Liquidating  dividend  Feb.  1,  1910  (balance  of  surplus) _  20,  608. 14 


35,  60S.  16 
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(c)  Capital  stock  of  Chicago  Welding  Co. — The  Chicago  Welding 
Co.  had  been  recently  started  for  acetylene  welding  and  cutting, 
and  it  was  believed  that  it  might  be  a  good  thing  in  the  street  car 
business  in  the  repair  of  castings  and  in  making  sheet  iron  special¬ 
ties  and  things  of  that  kind.  Some  of  the  stockholders  of  that  com¬ 
pany  insisted  upon  receiving  cash  for  their  shares.  This  was  the 
occasion  for  the  provision  that  the  petitioner  should  issue  $25,000 
par  value  of  its  capital  stock  for  633  shares  of  the  capital  stock  of 
the  Chicago  Welding  Co.  and  pay  $4,000  cash  for  the  balance  of  the 
shares.  The  Commissioner’s  determination  of  a  value  of  $16,938.63 
for  the  633  shares  of  stock  acquired  is  the  same  as  that  referred  to 
as  the  basis  for  the  determination  of  the  value  of  the  capital  stock 
of  The  Pay-Within  Car  Co. 

(d)  Air-brake  patents. — Rowntree  owned  four  air-brake  appli¬ 
ances  upon  which  patents  had  been  issued  or  for  which  applications 
were  pending.  The  petitioner  issued  to  Rowntree  $50,000  par  value 
of  its  capital  stock  for  these  patents.  He  donated  all  but  $12,500 
of  this  stock  back  to  the  corporation.  These  patents  had  never 
been  used  by  Rowntree  nor  Avere  they  used  by  the  petitioner  after 
they  had  been  acquired  by  it,  but  the  incorporators  believed  that 
they  had  a  trading  value,  inasmuch  as  the  Burdett-Rowntree  Manu¬ 
facturing  Co.  sold  some  of  its  products  to  manufacturers  of  air 
brakes,  and  the  ownership  of  these  patents  might  be  instrumental 
in  retaining  such  business. 

(e)  Rowntree  patents — foreign. — The  petitioner  issued  $30,250  par 
value  of  its  capital  stock,  donated  to  it  by  Rowntree,  for  foreign 
patents  of  Rowntree.  The  patents  were  never  used  by  Rowntree 
and  were  never  used  by  the  petitioner.  The  Commissioner  allowed  no 
invested  capital  in  respect  of  them. 

(f)  Pay-Within  car  pjatents. — The  petitioner  acquired  two  pat¬ 
ents  relating  to  the  manufacture  of  Pay-Within  cars,  through  Bur- 
dett  and  Rowntree.  These  patents  were  included  in  the  sundries 
shown  in  petitioner’s  plant  account  and  were  set  up  in  the  segrega¬ 
tion  of  the  plant  account  at  $3,500.  The  Commissioner  found  no 
value  for  the  patents  in  his  computation  of  invested  capital. 

(g)  Services  under  contract. — The  agreement  made  by  Burdett 
and  Rowntree  with  petitioner  corporation  on  April  9,  1910,  provided 
that  petitioner  corporation  should  enter  into  an  agreement  for  the 
employment  of  one  Hpgh  L.  Adams,  of  Chicago,  and  that  it  should 
issue  to  him,  in  addition  to  the  payment  of  a  regular  salary,  certain 
shares  of  stock.  To  enable  the  petitioner  to  carry  out  the  agreement, 
Burdett  and  Rowntree  obligated  themselves  to  turn  over  to  the  cor¬ 
poration  the  shares  of  capital  stock  necessary  to  pay  Adams.  Adams 
was  employed  under  a  contract  for  a  term  of  Sy2  years,  with  a  pro¬ 
vision  that  he  should  receive,  a$  a  bonus  for  each  year  of  employ- 
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ment,  ten  shares  of  capital  stock.  He  resigned  from  his  position 
before  the  termination  of  the  contract  and  only  thirty  shares  of  the 
stock  were  issued  to  him. 

2.  Valuation  of  the  capital  stock  of  the  Prepayment  Car  Sales  Co. 
as  of  1911 ,  the  date  acquired ,  in  exchange  for  their  assets. — On  March 
1,  1911,  the  petitioner  exchanged  60.03  per  cent  of  the  patents  ac¬ 
quired  from  the  Burdett-Rowntree  Manufacturing  Co.,  and  the 
patents  (the  only  assets)  of  The  Pay-Within  Car  Co.,  for  4,000 
shares  of  the  capital  stock  of  the  Prepayment  Car  Sales  Co.  There¬ 
after,  The  Pay-Within  Car  Co.,  although  continuing  its  corporate  ex¬ 
istence,  had  no  assets  or  income  and  transacted  no  business  whatever. 
The  entire  capital  stock  of  this  company  was  $1,000,000,  divided  into 
10,000  shares.  The  Commissioner  determined  that  the  cost  to  the 
petitioner  of  these  4,000  shares  of  stock  was  the  value  at  date  of  ac¬ 
quisition  by  it  of  the  assets  turned  over  to  the  Prepayment  Car  Sales 
Co.  for  the  shares,  since  the  petitioner  had  shown  no  increase  in  value 
of  such  assets  from  the  date  acquired  to  March  1,  1911.  The  Commis¬ 
sioner  used  as  the  value  of  the  capital  stock  of  The  Pay-Within  Car 
Co.  $112,980.63  (computed  in  the  manner  outlined  above),  and  com¬ 
puted  the  cost  and  value  of  60.03  per  cent  interest  in  the  patents 
acquired  from  the  Burdett-Rowntree  Manufacturing  Co.  at  60.03 
per  cent  of  $162,610.88,  the  amount  fixed  by  him  as  the  value  of  the 
patents  acquired  from  the  Burdett-Rowntree  Manufacturing  Co. 
The  Commissioner  used  as  the  March  1,  1913,  value  the  cost  at  March 
1,  1911.  The  cost  of  the  stock  at  March  1,  1911,  and  the  value  at 


March  1,  1913,  was  computed  as  follows: 

Value  of  capital  stock  of  The  Pay-Within  Car  Co _ $112,  980.  63 

Patents  acquired  from  Burdett-Rowntree  Mfg.  Co.,  given  as  part 

consideration  ( 60.03%  X  $162,610.88 ) _  97,  615.  31 

Value  of  stock  of  Prepayment  Car  Sales  Co.,  at  March  1,  1911,  and 
March  1,  1913 _  210,595.94 


3.  V aluation  of  patents  as  of  March  /,  1913 ,  for  depreciation  pur¬ 
poses. — The  values  of  the  patents  at  March  1,  1913,  for  purposes  of 
determining  depreciation  deductible  during  the  taxable  years,  were 
the  values  at  the  date  of  acquisition,  less  the  exhaustion  occasioned 
by  the  lapse  of  time  from  the  date  acquired  to  March  1,  1913.  The 
patents  had  an  average  life  of  15  years  from  February  1,  1910. 

4.  The  profit  realized ,  if  any ,  in  1911 ,  on  the  sale  of  certain  assets 
to  the  Prepayment  Car  Sales  Co.  for  stock  of  that  company. — The 
cost  of  the  4,000  shares  of  stock  of  the  Prepayment  Car  Sales  Co. 
was  the  sum  of  (a)  The  value  of  the  capital  stock  of  The  Pay-Within 
Car  Co.  at  the  date  acquired  by  the  taxpayer,  plus  (b)  60.03  per  cent 
of  the  value  of  the  patents  of  the  Burdett-Rowntree  Manufacturing 
Co.  when  acquired  by  the  petitioner  in  February,  1910,  less  the  pro¬ 
portionate  exhaustion  of  the  patents  of  the  Burdett-Rowntree  Man- 


646 


5  U.  S.  BOARD  OF  TAX  APPEARS  REPORTS. 


(637) 


ufacturing  Co.  from  February  1,  1910,  to  March  1,  1911,  on  the 
basis  of  a  fifteen-year  life. 

5.  Determination  of  the  'proper  deduction  from  invested  capital  on 
account  of  inadmissible  assets. — The  nature  of  the  petitioner’s  busi¬ 
ness  is  such  that  certain  of  its  contracts  extend  over  several  years. 
The  method  employed  in  keeping  its  books  of  account  is  to  charge  the 
incurred  costs  of  its  uncompleted  contracts  to  “  Contract  Construc¬ 
tion  Account.”  At  intervals  during  the  course  of  completion  of  con¬ 
tracts,  bills  are  sent  to  its  customers  and  entries  are  made  charging 
“Accounts  Receivable  ”  and  crediting  “  Contracts  Private  Account.” 
Upon  completion  of  the  contract  the  “  Contracts  Construction  Ac¬ 
count  ”  and  “  Contracts  Private  Account  ”  are  closed  out  and  the  dif¬ 
ference  credited  to  surplus.  In  preparing  its  balance  sheets  for  the 
taxable  years  1917  to  1920,  inclusive,  the  petitioner  showed  as  a  lia¬ 
bility  the  difference  between  the  costs  of  the  contracts  and  the 
amounts  billed.  The  amounts  billed  and  the  incurred  costs,  as  shown 
by  the  “Accounts  Receivable  ”  and  “  Contracts  Private  Account  ”  at 
December  31  of  each  of  the  years  1917  to  1920,  inclusive,  were  as 
follows : 


Date. 

Amounts 

billed. 

Incurred 

costs. 

December  31,  1917 _ 

$601, 337. 82 

853. 619. 11 
181, 324.  29 

813. 305. 11 

$494, 934.  85 
605,  620.  82 
141, 393.  56 
704, 856.  73 

December  31, 1918 . . . . . . . 

December  31,  1919 _ 

December  31, 1920 _ 

- 

The  excess  of  the  amounts  billed  over  the  amounts  of  the  incurred 
costs  at  the  close  of  each  of  the  years  1917  to  1920,  inclusive,  is  shown 
on  the  petitioner’s  balance  sheets  at  the  close  of  each  year  as  a 
liability,  with  the  descriptive  title  “  Contracts  in  Process.”  Thus, 
the  amount  at  December  31,  1920,  is  shown  by  the  petitioner’s 
balance  sheet  to  have  been  $108,448.28. 

6.  Loss  sustained  on  the  sale  of  Prepayment  Car  Sales  Co.  stock 
in  1918. — In  1918  the  petitioner  sold  its  4,000  shares  of  stock  in  the 
Prepayment  Car  Sales  Co.  for  $5,000.  The  Commissioner  determined 
that  the  petitioner  sustained  a  loss  of  $210,595.94  on  the  sale. 

OPINION. 

Smith:  The  principal  point  involved  in  this  appeal  is  the  value 
of  assets  acquired  by  the  petitioner  in  exchange  for  its  capital  stock. 
Ro  question  of  affiliation  of  the  petitioner  with  the  Burdett-Rowntree 
Manufacturing  Co.  is  involved.  The  petitioner  apparently  never 
claimed  affiliation  with  that  company  and  no  evidence  as  to  the  stock 
ownership  of  that  company  or  of  the  petitioner  is  before  us.  Since 
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the  questions  are  numerous  they  will  be  considered  in  the  same  order 
in  which  they  are  stated  in  the  preliminary  statement  and  in  the 
findings  of  fact. 

1„  Valuation  of  assets  acquired  at  date  of  organization. —  (a) 
Actual  cash  value  of  'patents  of  Burdett-Rowntree  Manufacturing 

Co. — The  Burdett-Rowntree  Manufacturing  Co.  had  been  in  exis¬ 
tence  since  1894  and  was  doing  a  large  and  profitable  business  in 
1910.  Although  it  was  engaged  in  three  lines  of  business,  the  largest 
and.  most  profitable  line  was  that  connected  with  street  car  work. 
This  work  was  secured  by  reason  of  the  ownership  of  numerous 
patents.  These  patents,  together  with  certain  other  patents  and 
applications  for  patents,  relating  to  elevator  doors,  etc.,  were  trans¬ 
ferred  to  the  petitioner  and  eventually  the  petitioner  issued  for  such 
assets  $240,000  capital  stock.  Under  the  agreement  of  transfer  the 
Burdett-Rowntree  Manufacturing  Co.  was  to  continue  to  manufac¬ 
ture  under  its  patents.  The  provisions  of  the  contract  were  not 
introduced  in  evidence.  The  books  of  account  of  the  Burdett- 
Rowntree  Manufacturing  Co.  showed  the  sale  of  these  assets  for 
$240,000.  The  Commissioner  determined  that  the  actual  cash  value 
of  these  assets  was  $162,610.88.  The  basis  of  this  determination  is 
a  capitalization  of  the  earnings  of  the  Burdett-Rowntree  Manu¬ 
facturing  Co.  attributable  to  the  patents  during  a  five-year  period 
immediately  preceding  the  date  of  transfer. 

The  findings  of  fact  show  a  very  large  increase  in  volume  of  busi¬ 
ness  of  the  company  during  the  three  years  preceding  1910.  Many  of 
the  contracts  begun  in  1908  and  1909  had  not  been  completed  at  the 
date  of  transfer  of  the  assets  to  the  petitioner,  and  very  large  profits 
were  realized  by  the  Burdett-Rowntree  Manufacturing  Co.  from  the 
completion  of  such  contracts.  The  Commissioner  did  not  take  into 
account  these  profits  in  determining  the  earnings  attributable  to  the 
patents  during  the  five-year  period  prior  to  February  1,  1910. 

The  petitioner  contends  that  if  the  value  of  its  patents  is  to  be 
predicated  upon  its  earnings,  the  earnings  realized  during  the  years 
1910,  1911  and  1912,  from  the  contracts  in  hand  but  uncompleted  at 
the  date  of  transfer,  should  be  taken  into  consideration. 

We  are  of  the  opinion  that  the  contention  of  the  petitioner  upon 
this  point  is  well  founded.  The  contracts  from  which  the  Burdett- 
Rowntree  Manufacturing  Co.  had  a  large  income  in  1910,  1911  and 
1912  were  attributable  to  the  patents  owned  by  it  prior  to  February 
1,  1910,  and  assigned  to  the  petitioner  in  1910. 

No  hard  and  fast  rule  can  be  laid  down  for  determining  the  value  of 
patents  paid  in  for  capital  stock  of  a  corporation.  Appeal  of  Gamon 
Meter  Co.,  1  B.  T.  A.  1124.  The  value  is  a  question  of  fact  in  any 
case.  Appeal  of  J.  J.  Gray,  Jr.,  2  B.  T.  A.  672.  See  also  Appeals  of 
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Saenger  Amusement  Co.,  1  B.  T.  A.  96;  Dwight  &  Lloyd  Sintering 
Co.,  1  B.  T.  A.  179;  William  H.  Jackson  Co.,  2  B.  T.  A.  411. 

In  the  instant  case,  the  interested  parties  determined  that  the  value 
of  the  assets  to  be  transferred  to  the  petitioner  by  the  Burdett- 
Rowntree  Manufacturing  Co.  was  $240,000.  We  think  that  that  de¬ 
termination  is  entitled  to  serious  consideration.  We  are  satisfied 
that  the  assets  had  a  greater  value  than  was  placed  upon  them  by 
the  Commissioner,  and  from  a  consideration  of  the  entire  record  we 
are  of  the  opinion  that  $240,000  was  not  in  excess  of  the  cash  value. 

(b)  Capital  stock  of  The  Pay -Within  Car  Co. — For  the  entire 
capital  stock  of  The  Pay-Within  Car  Co.,  the  petitioner  issued 
$166,750  of  its  capital  stock.  It  claims  that  that  was  its  actual  cash 
value.  It  is  true  that  The  Pay-Within  Car  Co.  had  been  in  existence 
for  only  a  short  period,  but  its  earnings  during  that  period  had  been 
very  large.  There  was  a  prospect  that  the  business  would  continue 
to  increase  in  the  manner  shown  by  the  record  of  its  earnings  from 
November  1,  1908,  to  February  1,  1910.  If  those  earnings  should 
continue,  the  patents  from  which  they  arose  had  a  very  large  cash 
value.  We  are  of  the  opinion  that  the  actual  cash  value  was  at  least 
$166,750. 

(c)  Capital  stock  of  the  Chicago  Welding  Co. — The  petitioner 
claims  that  the  actual  cash  value  of  633  shares  acquired  by  it  was 
$25,000,  the  par  value  of  the  shares  of  stock  of  the  petitioner  corpora¬ 
tion  issued  therefor.  It  appears,  however,  that  the  petitioner  was  to 
acquire  the  remaining  367  shares  for  $4,000  cash.  The  Commissioner 
determined  the  actual  cash  value  of  the  633  shares  to  be  $16,938.63. 
The  evidence  of  record  does  not  warrant  a  cash  value  in  excess  of 
$16,938.63. 

(d)  Air-brake  patents. — The  Commissioner  determined  the  actual 
cash  value  of  the  air-brake  patents  to  have  been  $8,469.31.  In  our 
opinion  the  evidence  does  not  warrant  a  greater  cash  value. 

(e)  Burdett-Rowntree  patents — Foreign. — Although  these  patents 
were  placed  upon  the  petitioner’s  books  of  account  at  a  value  of 
$30,250,  the  evidence  shows  that  the  patents  were  never  used  by  the 
Burdett-Rowntree  Manufacturing  Co.  and  were  never  used  by  the 
petitioner.  No  evidence  has  been  adduced  which  would  warrant 
a  finding  that  the  patents  had  a  cash  value. 

(f)  Pay-Within  car  patents. — There  is  no  evidence  of  record  that 
would  warrant  any  finding  of  fact  that  these  patents  had  an  actual 
cash  value  at  the  date  of  acquisition.  In  the  absence  of  evidence  the 
Commissioner’s  determination  of  not  value  must  be  approved. 

(g)  Services  under  contract. — The  evidence  shows  that  $3,000  par 
value  of  capital  stock  of  petitioner  was  issued  to  Hugh  L.  Adams 
as  compensation  for  services.  All  of  his  services  were  performed 
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prior  to  the  tax  years  under  consideration.  The  services  were  worth 
the  par  value  of  the  capital  stock  issued  therefor  and  the  Board  is 
of  the  opinion  that  the  petitioner  is  entitled  to  invested  capital  in 
the  amount  of  $3,000  in  respect  of  such  services  paid  for  by  capital 
stock. 

2.  Valuation  of  the  capital  stock  of  the  Prepayment  Car  Sales 
Co.  as  of  1911 ,  the  date  acquired  in  exchange  for  their  assets. — At 
the  hearing  of  this  case  it  was  stipulated  as  follows : 

On  March  1,  1911,  the  taxpayer  acquired  4,000  shares  of  the  capital  stock 
of  the  Prepayment  Car  Sales  Company,  par  value  $100  per  share.  The  con¬ 
sideration  given  for  this  stock  was  the  patents  of  The  Pay-Within  Car  Company 
and  60.03  per  cent  of  the  patents  acquired  by  the  taxpayer  from  the  Burdett- 
Rowntree  Manufacturing  Company  in  February,  1910. 

It  is  further  stipulated  that  the  Board  may  find  that  the  cost  of  the  4,000 
shares  of  stock  of  the  Prepayment  Car  Sales  Company  was  the  sum  of  (a) 
the  value  fixed  by  the  Board  as  the  value  of  the  capital  stock  of  The  Pay- 
Within  Car  Company  at  the  date  acquired  by  the  taxpayer,  plus  (b)  60.03 
per  cent  of  the  value  fixed  by  the  Board  as  the  value  of  the  patents  of  the 
Burdett-Rowntree  Manufacturing  Company  when  acquired  by  the  taxpayer  in 
February,  1910,  less  the  proportionate  exhaustion  on  the  patents  of  the  Burdett- 
Rowntree  Maufacturing  Company  to  March  1,  1911,  on  the  basis  of  a  fifteen- 
year  life. 

It  is  further  stipulated  that  the  value  so  fixed  shall  be  accepted  both  as 
the  cost  and  the  March  1,  1913,  value  of  the  said  4,000  shares  of  capital  stock 
of  the  Prepayment  Car  Sales  Company. 

In  accordance  with  the  stipulation,  it  is  found  that  60.03  per  cent 
of  the  value  of  the  patents  acquired  from  the  Burdett-Rowntree 
Manufacturing  Co.  was  $144,072;  that  the  exhaustion  of  the  interest 
in  the  patents  to  March  1,  1911,  amounted  to  $10,405.20,  and  that 
the  cost  and  the  March  1,  1913,  value  of  the  4,000  shares  of  capital 
stock  of  the  Prepayment  Car  Sales  Co.  was  $300,416.80. 

3.  Valuation  of  patents  as  of  March  7,  1913 ,  for  depreciation  pur¬ 
poses. — It  was  stipulated  by  and  between  counsel  for  the  petitioner 
and  counsel  for  the  Commissioner  that  the  value  of  the  patents  that 
were  determined  by  the  Board  might  be  accepted  as  the  March  1, 
1913,  value,  less  the  exhaustion  occasioned  by  the  lapse  of  time  from 
the  date  acquired  to  March  1,  1913. 

4.  The  profit ,  if  any ,  realized  in  1911  on  the  sale  of  certain  assets  to 

the  Prepayment  Car  Sales  Co.  for  stock  of  that  company. — It  was 
originally  the  contention  of  the  petitioner  that  it  realized  a  profit 
in  1911  upon  the  sale  of  certain  assets  to  the  Prepayment  Car  Sales 
Co.  for  stock  of  that  company.  This  contention  was  withdrawn 
at  the  hearing  and  is  covered  by  the  stipulation  referred  to  above 
under  “Valuation  of  the  capital  stock  of  the  Prepayment  Car  Sales 
Co.  as  of  1911  *  * 


650  5  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS.  (637) 

5.  Determination  of  the  proper  deduction  from  invested  capital  an 
account  of  inadmissible  assets. — Section  326  (c)  of  the  Revenue  Act 
of  1918  provides : 

There  shall  be  deducted  from  invested  capital  as  above  defined  a  percentage 
thereof  equal  to  the  percentage  which  the  amount  of  inadmissible  assets  is  of 
the  amount  of  admissible  and  inadmissible  assets  held  during  the  taxable  year. 

In  making  up  its  balance  sheets  the  petitioner  showed  as  a  liability 
the  difference  between  the  amount  billed  on  uncompleted  contracts 
and  the  incurred  costs  on  such  contracts.  It  is  the  contention  of  the 
petitioner  that  this  was  in  error,  and  that  in  place  thereof  the  peti¬ 
tioner  should  have  shown  as  an  asset  the  entire  amount  billed  on 
uncompleted  contracts,  and,  as  a  liability,  the  incurred  costs. 

With  respect  to  this  contention  it  should  be  noted  that  the  entire 
amounts  billed  on  uncompleted  contracts  appear  in  the  balance 
sheets  as  assets  either  as  “  accounts  receivable  ”  or  as  “  cash  55  or 
some  other  asset.  The  petitioner  seeks  to  pad  its  balance  sheet  by 
adding  to  the  asset  side  a  certain  amount  representing  the  incurred 
costs,  and  to  add  a  like  amount  to  the  liability  side.  It  is  the  con¬ 
tention  of  the  Commissioner  that,  if  such  an  addition  is  made,  the 
petitioner  is  in  fact  duplicating  its  admissible  assets  and  that  under 
the  statute  there  is  no  provision  for  such  deduction. 

In  our  opinion  the  contention  of  the  Commissioner  upon  this  point 
is  entirely  correct.  The  original  balance  sheets  were  properly  made 
out.  Every  asset  of  the  company  was  listed  on  the  asset  side  of 
the  balance  sheet.  We  see  no  warrant  of  law  for  increasing  those 
assets  in  any  particular. 

6.  Loss  sustained  on  the  sale  of  Prepayment  Car  Sales  Co.  stock 
in  1918. — As  a  result  of  litigation  in  1915,  the  patents  owned  by  the 
Prepayment  Car  Sales  Co.  were  adjudged  invalid.  The  market 
price  of  the  stock  of  the  company  declined  very  rapidly.  In  1918 
the  petitioner  sold  its  4,000  shares  of  the  stock  of  that  company, 
which  had  a  cost  and  a  fair  market  value  on  March  1,  1913,  of 
$300,416.80,  for  $5,000.  The  Commissioner  allowed  the  petitioner 
the  deduction  of  a  loss  of  $210,595.94.  It  is  the  contention  of  the 
petitioner  that  the  loss  sustained  was  $433,807.49. 

We  have  found  that  the  cost  and  the  March  1,  1913,  value  of  the 
stock  wTas  $300,416.80.  The  loss  sustained  upon  the  sale  in  1918  was, 
therefore,  that  amount  less  $5,000,  or  $295,616.80. 

7.  Whether  the  petitioner  is  entitled  to  a  determination  of  its 
profits  taxes  for  the  year  1918  under  the  provisions  of  section  328 
of  the  Revenue  Act  of  1918. — The  petitioner  advanced  no  arguments 
in  favor  of  its  claim  that  its  tax  for  the  year  1918  should  be  deter¬ 
mined  under  the  provisions  of  section  328.  We  are  of  the  opinion, 
in  view  of  the  findings  made  herein,  that  there  are  no  features  of 
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abnormality  of  income  or  invested  capital  which  warrant  such  con¬ 
sideration. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 


C.  J.  W.  Ottolander,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  4494.  Decided  November  26,  1926. 

Petitioner  was  employed  by  a  partnership  at  a  salary  of  $200 
per  month  and  a  cash  bonus  of  one-sixth  of  the  cash  profits.  He 
was  not  a  member  of  the  partnership,  and  had  no  capital  invest¬ 
ment  therein.  Held,  that  he  is  not  chargeable  with  any  income 
accrued  to  the  partnership  other  than  his  salary  of  $200  per  month, 
and  one-sixth  of  the  partnership’s  cash  income. 

C.  J.  W.  Ottolander  pro  se. 

D.  D.  Shepard ,  Esq.,  for  the  respondent. 

The  Commissioner  asserts  a  deficiency  in  income  tax  for  the  year 
1920  in  the  amount  of  $184.25.  The  only  issue  is  whether  the  peti¬ 
tioner  was  a  partner  in  a  certain  partnership  during  the  taxable  year. 

FINDINGS  OF  FACT. 

The  petitioner  was  employed  by  the  F  and  F  Nurseries,  a  partner¬ 
ship,  with  its  main  offices  at  Springfield,  N.  J.,  during  the  taxable 
year.  His  contract  for  compensation  provided  for  a  stated  salary 
of  $200  per  month  and  a  cash  bonus  of  one-sixth  of  the  cash  profits. 
He  had  no  capital  investment  in  the  F  and  F  Nurseries.  In  his 
income-tax  return  for  1920,  under  Schedule  B — Income  from  Sal¬ 
aries ,  Wages ,  Commissions ,  Bonuses ,  Director's  Fees ,  and  Pensions , 
the  petitioner  listed  two  items  of  income,  viz,  F  F  and  G  Nurseries, 
Springfield,  N.  J.,  $2,400  on  the  first  line  and,  on  the  line  below, 
share  of  profits,  $5,798.48.  He  listed  no  income  under  Schedule  C — 
Income  from  Partnerships ,  Personal  Service  Corporations  and 
Fiduciaries. 

Upon  audit  of  the  accounts  and  income-tax  returns  of  the  F  and 
F  Nurseries  for  the  year  1920,  the  Commissioner  increased  the  income 
of  such  partnership  in  an  amount  in  excess  of  $10,000,  held  that  the 
petitioner’s  share  of  such  increase  was  $1,674.96,  and  determined  the 
deficiency  here  in  controversy. 

OPINION. 

Lansdon  :  The  contract  of  employment  between  the  petitioner  and 
the  F  and  F  Nurseries  was  oral  and  was  to  the  effect  that  the  peti- 
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tioner  should  receive  for  his  services  as  office  and  sales  manager  a 
stated  salary  of  $200  a  month  and,  in  addition  thereto,  a  bonus  or 
extra  compensation  equal  to  one-sixth  of  the  cash  profits  of  the 
employer. 

We  are  convinced  that  the  petitioner  was  not  a  member  of  the 
partnership  operating  the  F  and  F  Nurseries  and  was  not  entitled 
to  receive  any  part  of  the  distributive  net  earnings  of  such  partner¬ 
ship.  The  petitioner  testified  that  neither  in  the  taxable  year  nor 
at  any  subsequent  time  did  he  receive  any  payment  on  account  of  the 
additional  profits  which  the  Commissioner  has  determined  were 
earned  by  the  partnership  in  1920.  From  this  evidence,  which  was 
not  rebutted  in  any  way,  we  conclude  that  the  additional  income 
upon  which  this  deficiency  is  based  was  neither  received  nor  accrued 
by  the  petitioner  in  the  taxable  year. 

Judgment  will  be  entered  for  the  petitioner. 

Green  and  Sternhagen  not  participating. 


Appeal  of  Yost  Furniture  Co. 

Docket  No.  1567.  Decided  November  26,  1926. 

In  a  case  where  the  Commissioner  has  declined  to  accept 
amended  returns  of  a  taxpayer  seeking  to  return  his  income  on 
the  installment  basis,  the  Board  can  not  disturb  the  Commis¬ 
sioner’s  determination  where  the  taxpayer  has  produced  no  evi¬ 
dence  as  to  the  amount  of  income  for  the  year  in  question,  the 
proportion  of  the  installment  payments  actually  received,  the  total 
profit  realized  when  the  payment  is  completed,  and  the  total  con¬ 
tract  price. 

E.  H.  Whitcombe ,  Esq.,  for  the  petitioner. 

A.  H.  Fast ,  Esq.,  for  the  Commissioner. 

* 

The  Commissioner  has  determined  a  deficiency  in  income  and 
profits  taxes  for  the  calendar  year  1920  in  the  amount  of  $736.87. 
The  petitioner  alleges  that  the  Commissioner  erred  in  refusing  to 
accept  amended  returns  for  the  calendar  year  1920  on  the  install¬ 
ment  basis. 

FINDINGS  OF  FACT. 

Petitioner  was  incorporated  under  the  laws  of  Missouri  with  its 
principal  place  of  business  at  Kansas  City.  During  the  taxable  year 
in  question  it  was  engaged  in  the  business  of  selling  at  retail  furni¬ 
ture  and  household  equipment.  The  greater  percentage  of  the  busi¬ 
ness  in  1920  was  conducted  on  the  installment  basis.  The  books  of 
petitioner  were  kept  on  the  accrual  basis  and  during  1920  and  prior 
years  it  made  its  income-tax  returns  on  that  basis.  It  adjusted  its 
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accounts  for  the  year  1920  so  as  to  place  them  on  an  installment 
basis  rather  than  on  the  accrual  basis,  and  thereafter  filed  with  the 
Commissioner  an  amended  return  for  the  year  1920.  The  Commis¬ 
sioner  declined  to  permit  the  filing  of  this  amended  return  and  found 
a  deficiency  in  the  sum  of  $736.87. 

OPINION. 

Arundell:  The  petitioner  reported  its  income  for  the  calendar 
year  1920  on  the  accrual  basis,  which  was  in  accordance  with  the 
manner  in  which  its  books  were  kept.  Upon  being  advised  that  the 
Commissioner  permitted  returns  on  the  installment  basis,  the  peti¬ 
tioner  employed  accountants  to  adjust  its  books  to  that  basis  and 
thereafter  filed  an  amended  return  for  the  year  1920,  which  return 
purported  to  set  forth  its  income  in  accordance  with  the  plan  laid 
down  by  article  42  of  Regulations  45.  The  Commissioner  refused 
to  accept  the  amended  return. 

The  petitioner  has  fallen  short  of  establishing  facts  upon  which 
the  Board  may  determine  what,  if  any,  deficiency  is  due.  No  evi¬ 
dence  was  introduced  as  to  the  income  for  the  year  1920,  the  propor¬ 
tion  of  the  installment  payments  actually  received,  the  total  profit 
realized  when  the  payment  is  completed,  or  the  total  contract  price. 
The  books  were  not  presented  and  only  copies  of  certain  data  were 
offered  in  evidence.  On  objection  by  counsel  for  the  Commissioner, 
they  were  rejected.  The  original  and  amended  returns  were  received 
in  evidence  over  the  objection  of  Commissioner’s  counsel,  but  we  can 
not  accept  the  statements  therein  contained  as  establishing  their  cor¬ 
rectness.  So  far  as  the  returns  are  concerned,  we  can  only  find  that 
such  returns  were  in  fact  filed. 

The  petitioner  has  failed  to  prove  its  case,  though  it  may  be 
assumed  that  it  had  available  in  the  city  where  the  hearing  was  held 
the  required  records  by  which  it  could  have  given  the  Board  the 
needed  information.  The  burden  is  on  the  taxpayer  to  establish  its 
case  and,  having  failed  to  do  so,  no  course  is  open  to  us  but  to  affirm 
the  Commissioner. 

Petitioner  also  asks  that  it  be  given  the  benefit  of  the  relief  pro¬ 
visions  of  sections  327  and  328  of  the  Revenue  Act  of  1918.  In 
support  thereof  one  witness  testified  that  a  large  amount  of  bor¬ 
rowed  money  was  used  in  the  conduct  of  the  business.  No  evidence 
as  to  the  amount  borrowed,  the  nature  of  the  borrowings,  or  other 
relevant  information  was  offered.  Such  a  general  statement,  stand¬ 
ing  alone,  is  wholly  insufficient  to  establish  the  right  of  petitioner  to 
assessment  under  the  provisions  of  sections  327  and  328  of  the  Reve¬ 
nue  Act  of  1918. 

Judgment  will  be  entered  for  the  Com¬ 
missioner . 


654 


5  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 
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Houses  erected  or  acquired  by  a  coal  mining  company  for  its 
employees,  under  the  facts  of  this  case,  are  facilities  erected  or 
acquired  for  the  production  of  articles  contributing  to  the  prosecu¬ 
tion  of  the  war,  and  as  such  are  subject  to  the  amortization 
deduction. 

William  S.  Pritchard ,  Esq.,  for  the  petitioner. 

/.  Arthur  Adams ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  and  profits  taxes  for  1918  in  the  amount  of  $30,773.33. 

The  petitioner  admits  a  deficiency  of  $5,000,  leaving  the  amount 
in  controversy  $25,773.33.  The  questions  involved  are: 

(1)  The  amount  of  amortization  deduction,  if  any,  allowable  in 
1918. 

(2)  Whether  the  petitioner  is  entitled  to  deduct  the  cost  of  certain 
items  of  equipment  and  plant  during  the  taxable  year,  or  whether 
such  items  are  properly  chargeable  to  capital  account. 

(3)  Whether  the  petitioner  is  entitled  to  a  deduction  on  account  of 
the  exhaustion,  wear  and  tear  of  assets  used  in  its  business  in  an 
amount  greater  than  that  allowed  by  the  Commissioner. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  corporation,  which  was  organized  under  the 
laws  of  Alabama  in  1907,  having  its  principal  place  of  business  at 
Marvel.  It  was  organized  for  the  purpose  of  mining  coal.  Marvel 
is  in  a  remote,  rugged  section  of  the  Alabama  coal  fields,  about 
forty  miles  south  of  Birmingham.  There  is  no  town  or  village 
within  a  radius  of  approximate^  ten  miles,  except  certain  camps 
of  competitive  mining  companies.  It  was  necessary  for  carpenters 
and  laborers  who  were  employed  at  the  beginning  of  the  mining 
operations  to  live  in  tents  until  houses  could  be  erected. 

The  first  coal  was  shipped  from  the  mines  during  the  fall  of 
1908.  The  following  is  a  statement  showing  the  production  of  the 
mine  in  tons  for  each  of  the  years  from  1908  through  1924 : 


Tipple  weights. 


Year.  Tons. 

1909  _  77,  708 

1910  _  152,494 

1911  _  186,809 

1912  _  264,584 

1913  _  347,633 

1914  _  301,358 

1915  _  191,607 

1916  _  198,682 


Tipple  weights. 


Year.  Tons. 

1917  _  216,668 

1918  _  238,131 

1919  _  163,334 

1920  _  92,  889 

1921  _  91,  643 

1922  _  135,194 

1923  _  168,018 

1924  _  138,919 
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The  maximum  production  was  reached  in  1913. 

In  1907  the  petitioner’s  original  plan  provided  for  100  tenant 
dwelling  houses  of  the  customary  three  and  four-room  type.  Seventy 
of  these  houses  were  built  and  occupied  by  the  petitioner’s  em¬ 
ployees  in  1908.  The  remaining  30  of  the  first  100  houses  originally 
planned  were  completed  and  occupied  during  the  latter  part  of  1909 
and  the  first  part  of  1910.  This  group  of  100  houses  is  designated 
as  group  1. 

Another  group  of  houses,  97  in  number,  was  built  and  occupied 
during  the  early  part  of  1913.  The  third  group  of  houses,  60  in 
number,  was  purchased  by  the  petitioner  corporation  during  1913 
from  the  Alabama  Fuel  &  Iron  Co.  for  the  sum  of  $10,000  in  cash. 

During  the  first  part  of  1918  large  quantities  of  coal  were  ordered 
by  the  United  States  Government,  through  the  United  States  Fuel 
Administration,  to  be  furnished  to  the  Southern  Railway  Co.  and 
the  Louisville  &  Nashville  Railroad  System.  Also  during- that  time 
further  orders  were  placed  with  the  petitioner,  through  the  War 
Department,  for  coal  to  be  furnished  to  the  United  States  military 
cantonments  and  camps  at  Camp  McClellan,  Ala.,  Montgomery,  Ala., 
Hattiesburg,  Miss.,  the  United  States  Naval  Air  Station  at  Pensacola, 
Fla.,  and  other  places,  for  the  use  of  the  Government. 

From  January  1,  1918,  until  the  signing  of  the  Armistice  on 
November  11,  1918,  from  75  to  85  per  cent  of  the  petitioner’s  entire 
output  was  furnished,  either  to  the  United  States  or  to  railroad  and 
steamship  companies,  under  orders  of  the  United  States  Fuel  Ad¬ 
ministration,  or  to  corporations  or  individuals,  in  accordance  with 
orders  and  directions  from  the  United  States  Fuel  Administration. 
This  coal  was  sold  by  the  ton  and  no  coal  was  furnished  to  the  Gov¬ 
ernment  or  to  any  other  purchaser  on  a  cost-plus  basis. 

During  1918  most  of  the  unmarried  employees  of  the  petitioner 
were  called  into  military  service.  In  order  to  produce  the  coal  and 
furnish  it  to  fill  the  orders  and  carry  out  directions  of  the  United 
States  Fuel  Administration,  it  was  necessary  for  the  petitioner  to 
employ  married  men.  Buildings  which  had  been  erected  by  the  peti¬ 
tioner  as  bachelor  apartments  became  vacant.  Married  men  refused 
to  work  for  the  petitioner  in  this  remote  section  unless  it  would 
furnish  tenant  dwelling  houses  for  their  families.  In  order  to  meet 
the  exigencies  of  the  situation,  the  petitioner  erected,  between  June 
1  and  November  11,  1918,  52  buildings  of  the  four  and  six-room 
tenant  dwelling  house  type,  suitable  to  be  occupied  by  families. 
The  petitioner  planned  to  erect  60  of  such  houses.  On  November 
11,  1918,  52  of  that  number  had  been  completed.  Of  those  completed 
only  32  were  occupied  on  November  11,  1918.  The  remaining  20 
had  not  been  occupied. 
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Upon  the  signing  of  the  Armistice  the  United  States  canceled  all 
contracts  which  it  had  placed  with  the  petitioner  for  fuel.  Imme¬ 
diately  upon  notice  of  such  cancellation  the  petitioner  stopped  con¬ 
struction  of  the  houses  which  had  not  been  completed.  Of  the  20 
houses  which  were  never  occupied,  19  were  four-room  houses  which 
had  cost  the  petitioner  $896.43  each.  One  was  a  six-room  house 
which  had  cost  $1,200.  The  total  cost  to  the  petitioner  of  the  said 
20  houses  which  were  never  occupied  wTas  $18,232.17.  This  does  not 
take  into  consideration  any  cost  of  the  land  upon  which  the  houses 
were  situated. 

All  of  the  said  20  houses  which  were  never  occupied  were  discarded 
and  abandoned  and  have  remained  vacant  at  all  times.  They  have, 
for  all  practical  purposes,  become  demolished  because  of  the  fact 
that  they  were  never  occupied  and  received  no  care  or  attention 
whatever.  The  residual  value  of  the  houses  is  $50  each,  or  $1,000 
for  the  20  houses. 

The  total  cost  to  the  petitioner  of  the  52  houses  which  were  built 
during  1918  was  $44,400.  Thirty-two  of  the  52  houses  were  occupied, 
although  other  houses  which  the  petitioner  had  built  became  vacant 
because  there  was  no  need  for  such  increased  number  over  the  ordi¬ 
nary  post-war  use  of  the  petitioner.  These  32  houses  had  cost  the 
petitioner  $26,167.83.  Their  estimated  cost  of  reproduction  under 
post-war  conditions  was  $24,838.80.  Approximately  100  houses  of 
the  petitioner  have  remained  vacant  since  1919. 

During  1918  the  petitioner  acquired  items  of  equipment  and  parts 
in  accordance  with  the  following  statement: 


Pipe  Mine  No.  3 _ $3,134.78 

Waterworks - -  1,  016.  49 

Steel  sharpener  and  scale _  660.  90 

Pumping  plant _  1,  522.  00 

Mine  cars _  3, 110.  00 

Rails  and  fasteners _  2,  400.  00 

Repairs,  mine  pumping  plant _  878. 16 

Repairs,  hoisting  and  haulage _  1,  466.  98 

Repairs,  electric  air  drills _  1,  847.  28 

Repairs,  Mine  Entry  No.  3 _  1,  730.  65 


Total _  17,767.24 


Pipe  Mine  No.  3,  $3,131^.78. — This  item  represents  6-inch  pipe  pur¬ 
chased  by  petitioner  to  be  placed  in  its  mine  entry  No.  3  to  take 
the  place  of  4-inch  pipe  formerly  in  use.  This  pipe  was  used  for  the 
purpose  of  pumping  water  from  the  bottom  of  the  mine  to  the  sur¬ 
face  for  the  purpose  of  keeping  the  mine  dry.  Mine  entry  No.  3  had 
reached  its  maximum  production  while  the  4-inch  pipe  wTas  in  use 
and  prior  to  the  purchase  of  the  6-inch  pipe.  The  6-inch  pipe  was 
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made  necessary  by  the  increased  depth  of  petitioner’s  workings  and 
consequent  increased  volume  of  water.  The  6-inch  pipe  did  not  in¬ 
crease  the  output  of  the  mine,,  but  was  placed  there  for  the  purpose 
of  maintaining  the  normal  production. 

Waterworks,  $1,016.49. — This  item  represents  pipe  purchased  for 
the  purpose  of  conveying  water  from  the  petitioner’s  waterworks 
reservoir  to  the  steam  boilers  at  mine  entry  No.  3.  The  pipe-line 
in  use  was  not  large  enough  to  supply  sufficient  water  to  afford  ade¬ 
quate  steam  made  necessary  on  account  of  the  fact  that  the  mine  had 
become  deeper  and  longer.  The  old  pipe  was  2-inch  and  the  new 
pipe  was  4-inch.  The  new  pipe  did  not  increase,  and  was  not  intended 
to  increase,  the  normal  output  of  the  mine.  The  maximum  develop¬ 
ment  of  the  mine  had  been  reached  before  the  4-inch  pipe  was  put  in. 

Steel  sharpener  and  scale,  $660.90. — This  represents  a  small  tool 
used  by  the  petitioner  in  its  general  machine  shop  for  the  purpose  of 
sharpening  drills.  It  took  the  place  of  a  hand  sharpener  formerly 
in  use  for  this  purpose.  The  machine  is  about  9  inches  wide  and  18 
inches  long.  It  is  mounted  upon  a  tripod  or  pedestal  which  raises  the 
machine  a  sufficient  height  from  the  floor  for  convenient  operation. 
This  item,  like  the  two  preceding  items,  was  acquired  by  the  peti¬ 
tioner  after  the  mine  had  reached  its  maximum  production. 

Pumping  plant,  $1,522. — This  item  represents  a  pump  used  in 
mine  entry  No.  1  as  pump  No.  1.  It  is  a  replacement  item.  The 
original  pump  No.  1  was  moved  down  to  No.  2  and  thereafter  used 
as  pump  No.  2.  Water  in  this  entry  is  raised  to  the  surface  in 
five  successive  stages  by  five  successive  sets1  of  pumps.  The  pump 
lifts  the  water  up  to  the  next  pump,  and  as  the  mine  goes  deeper 
into  the  earth  it  is  necessary  to  move  them  all  down  and  put  in  new 
ones  from  time  to  time.  Purchase  of  this  pump  wras  made  necessary 
on  account  of  the  deepening  of  the  mine.  The  normal  production 
of  the  mine  was  not  increased  by  this  pump  and  the  maximum  pro¬ 
duction  had  been  reached  before  it  was  put  in. 

Mine  cars,  $3,110. — This  item  does  not  represent  mine  cars  but 
represents  wheels  for  small  one-ton  mine  cars.  The  wheels  were 
required  for  repairing  cars  in  use.  They  wrere  to  be  used  as  repair 
parts  only  as  it  became  necessary  to  replace  wheels  on  cars  from 
time  to  time. 

Rails  and  fasteners,  $2,400. — This  item  represents  light  weight 
second-hand  rails  purchased  by  the  petitioner  to  be  used  under  the 
ground  in  its  slopes  and  headings. 

Repairs,  mine  pumping  plant,  $878.16. — This  item  represents  an 
electric  motor  purchased  to  drive  pump  No.  1  in  entry  No.  1  men¬ 
tioned  above.  This  electric  motor  was  placed  with  and  affixed  to  the 
pump  2,000  feet  under  ground. 
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Repairs ,  hoisting  and  haulage ,  $1,466.98. — This  item  represents  a 
small  hoist  for  handling  one  one-ton  car  at  a  time,  used  by  the 
petitioner  in  developing  the  man-way. 

Repairs ,  electric  air  drills ,  $1,84-7.28. — This  item  represents  a  small 
portable  compressor  that  took  the  place  of  a  compressor  which  had 
to  be  scrapped  for  lack  of  capacity  to  drive  the  petitioner’s  drills. 

Repairs,  Mine  Entry  No.  3,  $1,730.65. — This  item  represents  fit¬ 
tings  used  for  the  purpose  of  connecting  two  water-storage  reservoirs 
under  the  ground. 

All  of  the  above  items  of  equipment  and  parts  had  a  life  in  excess 
of  one  year.  The  item  under  the  head  of  “  Mine  cars,”  which  repre¬ 
sented  wheels  purchased  to  repair  mine  cars,  represented  a  supply 
of  wheels  which  the  petitioner  kept  on  hand.  All  of  the  items, 
however,  were  purchased  after  the  petitioner  corporation  had 
reached  its  maximum  development  and  did  not  increase  the  pro¬ 
duction. 

OPINION. 

Trammell  :  The  facts  relating  only  to  two  issues  are  set  out  in  the 
findings  of  fact.  The  petitioner,  however,  in  its  petition  claimed 
that  it  was  entitled  to  a  deduction  on  account  of  the  exhaustion, 
wear  and  tear  of  assets  in  excess  of  the  deduction  allowed  by  the 
Commissioner.  Considerable  testimony  wras  introduced  as  to  what 
the  depreciation  on  certain  assets  allowed  by  the  Commissioner  w^as, 
but  there  is  no  evidence  of  record  upon  which  we  could  find  what 
is  a  reasonable  deduction  to  be  allowed  the  petitioner  on  account 
of  the  exhaustion,  wear  and  tear  of  its  assets,  and  for  that  reason 
we  are  unable  to  make  a  finding  of  fact  upon  that  question.  The 
determination  of  the  Commissioner,  therefore,  with  respect  to  the 
amount  of  depreciation,  is  approved. 

On  the  question  of  the  amortization  deduction  claimed  by  the  peti¬ 
tioner,  the  question  arises  as  to  whether  the  petitioner  acquired  the 
buildings  in  question  as  facilities  for  the  production  of  articles 
contributing  to  the  prosecution  of  the  war. 

It  is  argued  that  the  removal  of  coal  from  the  ground  is  not  the 
production  of  coal  and  that  the  petitioner  did  not  produce  articles 
contributing  to  the  prosecution  of  the  war.  We  believe,  however, 
that  the  bringing  of  coal  from  the  ground  and  making  it  fit  for  use 
by  mining  operations  is  the  production  of  an  article.  While  in  the 
ground  it  is  useless.  Mining  it  and  thereby  making  it  commercially 
useful  is,  in  the  economic  sense,  production.  This  is  also  the  common 
understanding  of  the  meaning  of  the  word  when  applied  to  natural 
resources. 

The  question  then  is  whether  coal  furnished  to  railroads  and  others 
under  the  orders  and  directions  of  the  United  States  Fuel  Admin- 
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istration  as  well  as  coal  furnished  to  manufacturers,  may  be  said 
to  have  been  an  article  which  contributed  to  the  prosecution  of  the 
war.  From  75  to  85  per  cent  of  the  output  of  the  petitioner’s  mine 
was  furnished  either  to  the  Government  for  use  in  camps  and 
cantonments,  or  to  railroads  or  others  under  compulsion  of  an  agency 
of  the  United  States  Government.  It  seems  to  us  that  it  can  not  be 
questioned  that  coal  furnished  to  the  Government  for  the  use  of  its 
Army  camps  and  cantonments  was  an  article  which  contributed  to 
the  prosecution  of  the  war.  We  think  also  that  coal  furnished  to 
railroads  and  steamship  companies  clearly  contributed'to  the  prosecu¬ 
tion  of  the  war.  An  adequate  supply  of  coal,  not  only  for  such 
purposes  but  for  private  manufacturing  concerns,  was  considered  so 
important  by  the  Government  that  the  United  States  Fuel  Admin¬ 
istration  was  created  for  the  purpose  of  supervising  the  distribution 
of  coal  and  to  make  adequate  provision  for  fuel  to  be  supplied  to 
industries  in  the  United  States  and  to  railroads. 

The  amortization  section  does  not  provide  that  the  articles  pro¬ 
duced  must  be  absolutely  necessary  or  essential  to  the  prosecution 
of  the  war,  but  only  that  they  contribute  thereto.  Efficient  operation 
of  the  railroad  systems  and  the  carrying  on  of  manufacturing  opera¬ 
tions,  especially  by  those  plants  which  the  Fuel  Administrator 
considered  were  entitled  to  receive  coal,  in  our  opinion,  were  instru¬ 
mentalities  which  contributed  to  the  prosecution  of  the  war,  and  we 
believe  that  coal  used  for  the  purpose  for  which  the  petitioner’s 
output  was  used  was  an  article  which  contributed  to  the  prosecution 
of  the  war. 

The  houses  which  the  petitioner  was  required  to  build  on  account 
of  war  conditions,  and  the  fact  that  it  could  not  otherwise  secure 
laborers  or  employees  in  order  to  produce  the  coal,  are,  in  every 
substantial  sense  of  the  word,  facilities  acquired  for  the  production 
of  an  article  contributing  to  the  prosecution  of  the  war.  The  peti¬ 
tioner’s  mine  was  located  in  an  isolated  community.  It  had  no  labor 
supply  upon  which  it  could  draw.  It  was  necessary  to  bring  in 
employees.  Unmarried  men  who  had  been  employed  by  the  peti¬ 
tioner  had  gone  to  war  and  it  was  necessary  to  have  married  men 
carry  on  the  work.  Married  men  would  not  accept  employment  unless 
adequate  housing  facilities  were  provided. 

These  houses  were  built  by  the  petitioner  during  1918  at  a  cost 
of  $44,400.  Twenty  of  them  were  never  used  or  occupied  and  were 
abandoned  and  became  useless,  except  for  such  residual  value  as 
they  may  have  had.  The  testimony  is  that  the  residual  value  of 
each  house  abandoned  was  $50.  The  cost  of  the  houses  was  $896.42 
each,  except  two,  which  had  cost  $1,200  each.  One  of  the  $1,200 
houses  was  among  those  abandoned.  This  makes  a  total  of  19  houses 
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at  $896.42  each,  and  one  at  $1,200,  which  were  abandoned.  The 
residual  value  of  these  20  houses  was  $1,000. 

The  deduction  with  respect  to  the  houses  erected  in  1918  and 
entirely  abandoned  is  the  difference  between  their  cost  and  their 
residual  value. 

The  other  32  houses  erected  in  1918  were  used  and  occupied,  but 
by  using  them  the  petitioner  abandoned  an  equal  number  of  other 
houses  which  it  would  have  used  if  it  had  not  erected  them,  and  in 
addition  thereto  the  petitioner  had  other  houses  which  were  not 
used  and  were  not  useful  in  its  post-war  business.  There  was  a 
surplus  of  at  least  one  house  for  each  one  occupied.  The  usefulness 
of  these  houses  in  the  business  would  thus  be  50  per  cent.  In  our 
opinion,  a  reasonable  allowance  on  account  of  amortization  with 
respect  to  these  32  houses  should  be  determined  by  taking  these  facts 
into  consideration. 

With  respect  to  these  houses  (which  we  have  held  to  have  been 
useful  in  the  business  to  the  extent  of  50  per  cent),  in  view  of  all 
the  evidence  in  the  case,  in  our  opinion  a  reasonable  allowance  on 
account  of  amortization  is  $12,500. 

The  amortization  deduction  should  be  allowed  in  1918.  Appeal 
of  Walcott  Lathe  Co.  2  B.  T.  A.  1231;  Appeal  of  John  Polachek , 
3  B.  T.  A.  1051. 

On  the  question  of  the  deductibility  as  expense  of  the  articles  of 
equipment  and  parts  which  were  purchased  by  the  petitioner  during 
1918  wdiich  did  not  increase  production  and  were  not  acquired  for 
that  purpose,  we  do  not  consider  that  the  petitioner  is  entitled  to  the 
deduction  claimed.  The  articles  Tvere  capital  items.  Appeal  of 
Union  Collieries  Co .,  3  B.  T.  A.  540;  Appeal  of  Kirk  Coal  Co .,  3  B. 
T.  A.  755. 

Judgment  will  be,  entered  after  15  days’’ 
notice ,  under  Rule  50. 


Spring  Valley  Water  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  3727.  Decided  November  27,  1926. 

Interest  paid  by  a  water  corporation  on  borrowed  funds  used 
in  the  construction  of  a  dam  may  not  be  included  in  the  cost  of 
the  dam  in  determining  the  amount  deductible  as  a  loss  upon  its 
destruction. 

F.  F.  Thomas ,  Jr.,  Esq.,  and  FLenry  D.  Costigan ,  Esq.,  for  the  peti¬ 
tioner. 

A.  Colder  Mackay,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in  in¬ 
come  tax  for  the  calendar  year  1918  in  the  amount  of  $8,562.28,  of 
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which  $4,586.94  is  in  controversy,  the  balance  being  admitted  by  the 
petitioner  to  be  correct.  The  question  in  issue  is  whether  interest 
paid  on  funds  borrowed  for  construction  of  a  dam  and  deducted 
from  income  for  the  years  in  which  paid  may,  upon  destruction  of 
the  dam,  be  included  as  a  part  of  the  cost  and  deducted  as  a  part 
of  the  loss  sustained. 

FINDINGS  OF  FACT. 

The  petitioner  during  the  years  1913  to  1918,  both  inclusive,  was, 
and  now  is,  a  California  public  utility  corporation  engaged  in  the 
business  of  supplying  water  to  the  City  and  County  of  San  Fran¬ 
cisco  and  to  the  inhabitants  thereof.  It  is  privately  owned. 

As  a  part  of,  and  for  use  in,  its  business  the  petitioner  engaged 
during  the  years  1913  to  1918,  inclusive,  in  the  construction  of  a  dam 
on  Calaveras  Creek,  in  Alameda  County,  California. 

During  the  years  1913,  1914  and  1915,  the  petitioner  had  outstand¬ 
ing  obligations  in  the  form  of  interest-bearing  notes  in  the  amount 
of  $1,075,000,  and  other  interest-bearing  indebtedness,  amounting  to 
approximately  $359,000.  The  funds  covered  by  these  obligations 
had  been  borrowed  by  the  petitioner  for  general  corporate  purposes 
and  a  part  of  them  was  used  for  the  construction  of  the  Calaveras 
Dam. 

At  the  end  of  each  month  the  petitioner  computed  interest  at  the 
current  rate  then  paid  on  its  notes  on  the  amount  theretofore  ex¬ 
pended  in  the  construction  of  the  Calaveras  Dam  and  charged  the 
amounts  thus  determined  to  the  Calaveras  Dam  construction  account. 
The  interest  so  computed  amounted  to  $38,224.51  for  the  years  1913, 
1914  and  1915.  The  interest  paid  during  those  years,  totaling  an 
amount  which  includes  the  item  of  $38,224.51,  was  deducted  by  the 
petitioner  from  gross  income  in  the  returns  filed,  as  interest  paid 
for  the  respective  years,  and  allowed  as  such  deductions  by  the 
Commissioner. 

On  March  24,  1918,  a  slide  occurred  at  the  dam  whereby  a  con¬ 
siderable  part  of  it  was  destroyed  and  lost  to  the  petitioner,  who  was 
not  compensated  for  the  loss.  In  its  income-tax  return  for  the  year 
1918  the  petitioner  deducted  from  its  gross  income  the  sum  of 
$460,000,  representing  the  amount  of  its  alleged  loss  sustained 
through  the  destruction  of  the  dam.  The  Commissioner,  in  auditing 
the  return  filed,  increased  the  net  income  reported  by  the  sum  of 
$38,224.51,  by  disallowing  the  inclusion  of  that  amount  in  the  claimed 
loss  of  $460,000. 

OPINION. 

Arundell  :  The  sole  question  for  decision  is  whether  the  petitioner 
may  include  as  a  part  of  the  loss  sustained  by  the  destruction  of  a 
dam  the  interest  paid  on  the  borrowed  funds  used  in  its  construction, 
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the  interest  having  been  claimed  and  allowed  as  deductions  from 
gross  income  in  prior  years  as  interest  paid. 

The  petitioner  argues  that  the  item  of  $38,224.51,  representing 
interest  during  construction  of  the  dam,  is  a  part  of  the  cost  of  the 
dam,  and,  as  the  basis  for  deduction  of  a  loss  under  section  234(a)  (4) 
of  the  Revenue  Act  of  1918  is  cost,  this  item  is  an  allowable  deduc¬ 
tion.  The  propriety  of  including  so-called  carrying  charges  (taxes 
and  interest)  in  capital  investment  in  computing  gain  or  loss  is  con- 
cidered  and  decided  in  Westerfteld  v.  Rafferty ,  4  Fed.  (2d)  590;  5 
Am.  Fed.  Tax  Rep.  5342.  The  taxpayer  in  that  case  claimed  the 
right  to  deduct  interest  and  taxes  paid  from  the  sales  price  of  prop¬ 
erty.  The  substance  of  the  decision  is  that  these  items  do  not  form 
a  part  of  the  cost  for  the  purpose  of  determining  gain  or  loss,  the 
court  saying,  in  part : 

This  leads  us  to  consider  what  these  taxes  were  and  what  this  interest  was. 

To  be  sure,  they  are  often  called  “  carrying  charges,”  and  it  goes  without 
question  that,  in  fixing  a  selling  price,  most  business  men  include  these  charges 
and  many  other  expenditures.  *  *  *  Yet  taxes  and  interest,  when  prop¬ 

erly  defined,  do  not  really  represent  anything  paid  into  the  capital  invest¬ 
ment  *  *  *. 

The  principle  announced  in  that  case  has  been  followed  by  this 
Board  in  Appeal  of  Columbia  Theatre  Co .,  3  B.  T.  A.  622,  628. 

The  petitioner  says  that  the  T V esterfield  and  Columbia  Theatre 
cases  are  not  in  point,  as  in  neither  of  them  was  the  taxpayer  re¬ 
quired  by  law  to  capitalize  interest  as  was  the  taxpayer  in  the  present 
case.  The  laws  of  California  (Act  of  Dec.  23,  1911,  c.  14,  sec.  48, 
Stats.  1911,  Ex.  Sess.,  p.  18;  Act  of  Apr.  23,  1915,  c.  91,  sec.  48,  Stats. 
1915,  p.  115)  empower  the  Railroad  Commission  of  the  State  “*  *  * 
to  establish  a  system  of  accounts  to  be  kept  by  the  public  utilities 
subject  to  its  jurisdiction,  or  to  classify  said  public  utilities  and  to 
establish  a  system  of  accounts  for  each  class,  and  to  prescribe  the 
manner  in  which  such  accounts  shall  be  kept.  It  may  also  in  its 
discretion  prescribe  the  forms  of  accounts,  records  and  memoranda 
to  be  kept  by  such  public  utilities  *  * 

Water  corporations,  under  the  California  statutes,  are  included  in 
the  classification  of  public  utilities.  Pursuant  to  the  authority  con¬ 
ferred  by  the  above  statute,  the  Railroad  Commission  promulgated 
a  “Uniform  Classification  of  Accounts  for  Water  Corporations,” 
which  became  effective  January  1,  1913.  In  this  classification  it  is 
provided  as  a  subheading  under  the  general  head  of  “  Tangible 
Capital  ”  as  follows : 

C-20.  Interest  During  Construction : 

Charge  to  this  account  the  interest  accrued  upon  all  moneys  (and  credits 
available  upon  demand)  acquired  for  use  in  connection  with  the  construction 
and  equipment  of  the  property  from  the  time  of  such  acquisition  until  the 
construction  is  ready  for  use. 
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The  reason  for  the  classification  of  accounts  as  prescribed  by  the 
Railroad  Commission  is  not  shown,  nor  is  it  any  concern  of  ours  to 
determine  the  reason,  but  obviously  it  was  not  for  the  purpose  of 
determining  income  within  the  meaning  of  the  Federal  Revenue 
Acts. 

It  is  also  contended  that  good  accounting  practice  requires  the 
inclusion  of  interest  in  determining  the  cost  of  property.  This 
contention  overlooks  that  portion  of  the  decision  in  Westerfield  v. 
Rafferty ,  supra ,  holding  that  interest  does  not  represent  anything 
paid  into  the  capital  investment. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner. 


Appeal  of  The  Eastern  Rolling  Mill  Co. 

Docket  No.  5451.  Decided  November  27,  1926. 

Interest  paid  upon  money  used  during  the  erection  of  a  building 
held  not  to  be  an  item  which  can  be  properly  capitalized  for  the 
purpose  of  computing  invested  capital. 

O.  N.  Hutchinson ,  C.  P.  A .,  for  the  petitioner. 

T.  P.  Dudley ,  Jr .,  Esq.,  for  the  Commissioner. 

The  petitioner  appeals  from  the  determination  of  deficiencies  in 
income  and  profits  taxes  of  $788.79  for  1919  and  $10,129.31  for  1920. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Maryland  corporation  with  its  principal  office 
and  plant  located  in  Baltimore. 

In  June,  1919,  the  petitioner,  through  its  bankers,  offered  for  sale 
to  the  public  its  original  issues  of  preferred  and  common  capital 
stock.  In  accordance  with  the  subscription  agreement,  subscribers 
for  such  stock  made  payments  of  25  per  cent  as  of  July  1,  1919, 
25  per  cent  as  of  September  15,  1919,  and  the  remaining  50  per  cent 
as  of  December  31,  1919.  The  subscription  agreement  provided  that 
until  final  payment  was  made  interest  would  be  paid  by  the  petitioner 
on  the  subscriber’s  advance  installment  payments  at  the  rate  of  6 
per  cent  per  annum.  Such  interest  amounted  to  $35,330.70  as  of 
December  31,  1919,  and  payment  thereof  was  made  by  the  petitioner 
on  January  23,  1920.  In  the  deficiency  letter  from  which  the  appeal 
is  taken  the  Commissioner  concedes  that  such  interest  is  an  allowable 
deduction  from  the  income  for  the  year  1919,  but  in  computing  the 
amount  of  the  deficiency  no  deduction  was  allowed  for  such  interest. 
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Invested  capital  for  1920  was  reduced  by  such  amount,  prorated 
from  January  23,  1920. 

The  subscription  agreement  further  provided  that  from  the  date 
of  final  payment,  as  of  which  date  the  stock  would  be  issued,  divi¬ 
dends  on  the  preferred  capital  stock  would  accrue  and  be  cumulative 
at  the  rate  of  8  per  cent  per  annum.  Such  dividend  payments  have 
been  made  by  the  company  as  agreed. 

The  petitioner  was  incorporated  in  June,  1919,  and  immediately 
started  construction  of  its  plant.  The  plant  was  not  ready  foi 
operation  until  May  IT,  1920,  on  which  date  operations  began.  Dur¬ 
ing  the  construction  period  of  approximately  eleven  months,  no 
operations  of  any  kind  were  carried  on.  All  funds  necessary  for  the 
erection  and  equipment  of  the  plant  were  obtained  from  the  pay¬ 
ments  upon  the  capital  stock.  The  payments  so  received  amounted 
to  $2,790,000.  The  amount  of  stock  issued  and  the  dates  on  which 
the  advance  installment  payments  were  collected  were  fixed  after 
consideration  of  the  expected  construction  requirements.  Interest 
received  during  the  construction  period  amounted  to  $28,376.51, 
which  amount  wa3  considered  by  the  petitioner  as  an  offset  to  interest 
paid,  which  amounted  to  $35,330.70  for  the  period  of  construction. 
The  difference  of  $6,954.19  was  treated  by  the  petitioner  upon  its 
books  as  a  part  of  the  cost  to  it  of  its  plant.  In  computing  the  de¬ 
ficiencies  the  Commissioner  has  treated  the  amount  of  $28,376.51  as 
taxable  income,  and  in  arriving  at  the  invested  capital  has  refused  to 
include  the  amount  of  $6,954.19  as  part  of  the  cost  of  the  building 
and  a  capital  expenditure. 

During  the  period  from  July  3  to  December  31,  1919,  the  petitioner 
had  certain  money  on  deposit  with  its  bankers  on  which  it  received 
interest  at  the  rate  of  4  per  cent  per  annum  computed  quarterly.  xYs 
of  December  31,  1919,  the  petitioner’s  account  was  credited  bj^  its 
bankers  with  interest  on  deposits  amounting  to  $2,020.16.  This 
amount  was  not  entered  upon  the  petitioner’s  books  until  January, 
1920,  when  it  received  a  statement  of  such  interest.  In  computing 
the  deficiency  the  Commissioner  included  such  amount  of  $2,020.16 
as  income  for  1920.  The  petitioner’s  accounts  were  kept  on  an 
accrual  basis. 

OPINION. 

Phillips  :  The  principal  question  for  consideration  is  whether  the 
difference  between  the  interest  paid  and  the  interest  received  by  peti¬ 
tioner  during  the  period  it  was  constructing  its  plant  may  properly 
be  treated  as  a  capital  expenditure  for  the  purpose  of  computing  the 
petitioner’s  surplus  for  invested  capital.  That  question  has  been 
decided  adversely  to  the  contention  of  the  petitioner  by  the  Board 
in  Appeal  of  Columbia  Theatre  Co.,  3  B.  T.  A.  622;  Appeal  of 
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Ottawa  Park  Realty  Co .,  5  B.  T.  A.  474;  and  Spring  Valley  Water 
Co.  x.  Commissioner ,  5  B.  T.  A.  660. 

At  the  hearing  it  was  conceded  by  the  Commissioner  that  the 
amount  of  $2,020.16  of  interest  credited  to  the  petitioner’s  account 
by  its  bankers  as  of  December  31,  1919,  was  properly  income  for 
1919  and  was  not  income  for  1920.  At  the  same  time  it  was  con¬ 
ceded  by  the  Commissioner  that  interest  of  $35,330.70,  paid  by  peti¬ 
tioner  upon  advance  installment  payments  of  the  purchase  price  of 
its  capital  stock  were  properly  deductible  in  computing  the  income 
for  1919  and  should  not  have  been  used  to  decrease  invested  capital 
for  1920,  except  as  it  may  reduce  any  earned  surplus. 

Decision  redetermining  deficiency  will  be 
entered  on  15  days ’  notice ,  under  Rule  50. 


Charles  W.  Nass,  Petitioner,  v.  Commissioner  of  Internal 

Bevenue,  Despondent. 

Docket  No.  2447.  Decided  November  27,  1926. 

Deduction  of  losses  alleged  to  have  been  sustained  from  sale  of 
stock  in  the  taxable  year  disallowed  in  the  absence  of  proof  of  cost 
of  stock  sold. 

Zach  Lamar  Cobb ,  Esq .,  for  the  petitioner. 

George  E.  Adams ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  tax  for  the  year  1919  in  the  amount  of  $2,277.96.  The 
petitioner  contends  that  the  Commissioner  erred  in  disallowing  an 
alleged  loss  which  he  sustained  in  the  taxable  year  upon  the  sale  of 
certain  stock  acquired  on  March  1,  1915.  The  controversy  arises 
from  diverse  valuations  by  the  parties  of  such  stock  at  date  of  its 
acquisition  by  the  petitioner. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  individual  residing  in  Los  Angeles,  Calif. 
Prior  to  March  1,  1915,  he  resided  at  Providence,  R.  I.,  and  was  one 
of  the  stockholders  and  president  and  treasurer  of  the  Nass  Baking 
Co.  On  March  1,  1915,  he  disposed  of  his  stock  in  such  company, 
and  received  therefor  preferred  stock  of  the  Dillman  Bakeries,  Inc., 
of  the  par  value  of  $30,000.  Sometime  in  the  year  1919  he  sold  such 
preferred  stock  for  $12,000. 

In  his  income-tax  return  for  the  year  1919,  the  petitioner  deducted 
from  his  gross  income  the  amount  of  $18,000  as  a  loss  sustained  dur- 
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ing  the  year  resulting  from  the  sale  of  preferred  stock  of  the  Dill- 
man  Bakeries,  Inc.,  of  the  par  value  of  $30,000.  Upon  audit  of  such 
return  the  Commissioner  disallowed  such  deduction  on  the  ground 
that  the  cost  of  the  stock  sold  was  not  established. 

In  his  answer  to  the  petitioner’s  petition  the  Commissioner  avers 
that  the  tax  in  controversy  was  assessed  in  September,  1923,  and 
that,  on  February  16,  1925,  he  notified  the  petitioner  of  the  rejection 
of  a  claim  for  abatement  of  such  assessment,  which  had  been  thereto¬ 
fore  filed,  and  denies  that,  since  the  enactment  of  the  Revenue  Act  of 
1924,  he  has  determined  that  any  assessment  should  be  made  in  re¬ 
spect  of  any  income  tax  imposed  by  the  Revenue  Act  of  1918  against 
this  petitioner  for  the  year  1919.  On  this  contention  the  Commis¬ 
sioner  moves  that  the  appeal  be  dismissed. 

opinion. 

Lansdon  :  In  conformity  with  section  283  of  the  Revenue  Act  of 
1926,  the  motion  of  the  Commissioner  praying  that  this  appeal  be 
dismissed  is  denied. 

The  petitioner  contends  that  he  acquired  certain  stock  in  1915  at  a 
cost  of  $30,000.  He  sold  the  same  in  1919  for  $12,000,  and  thereby 
sustained  a  loss  in  the  amount  of  $18,000,  which,  he  avers,  he  is  en¬ 
titled  to  deduct  from  his  gross  income  for  such  year.  Since  the  stock 
in  question  was  acquired  subsequent  to  March  1,  1913,  he  must  prove 
its  cost  at  date  of  acquisition.  He  has  proven  simply  the  par  value 
of  the  stock  at  the  time  of  its  acquisition.  This  obviously  does  not 
necessarily  represent  cost,  and  we  are  therefore  without  any  basis 
for  the  determination  of  gain  or  loss  upon  subsequent  sale  in  the 
taxable  year. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner. 


Louis  Rothenberg,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  6582.  Decided  November  27,  1926. 

Victor  Aaron ,  C.  P.  A.,  for  the  petitioner. 

George  G.  Witter ,  Esq.,  for  the  respondent. 

The  Commissioner  has  determined  deficiencies  in  income  tax  for 
the  years  1918  to  1922,  inclusive,  in  the  amount  of  $7,580.71.  Only 
the  deficiency  asserted  for  the  year  1920  is  in  controversy.  It  arises 
from  the  addition  by  the  Commissioner  to  the  petitioner’s  gross  in¬ 
come  for  1920  of  the  amount  of  $5,000  received  for  that  year  in 
connection  with  the  lease  or  rental  of  certain  business  premises. 
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FINDINGS  OF  FACT. 

The  petitioner  is  an  individual  residing  in  San  Francisco,  Calif. 
During  the  year  1920  he  received  the  amount  of  $5,000  from  the  lessee 
of  certain  business  premises  owned  by  himself.  This  $5,000  was  re¬ 
ceived  in  conformity  with  the  terms  of  a  lease,  the  pertinent  provi¬ 
sions  of  which  are  as  follows: 

The  said  sum  of  Five  Thousand  ($5,000.00)  Dollars,  paid  by  the  Lessee  to 
the  Lessors,  shall  not  he  deemed  to  he  any  part  of  the  rental  provided  herein 
for  the  said  premises ,  hut  is  a  flat  consideration  and  compensation  paid  to 
the  Lessors  for  entering  into  this  lease,  but  the  Lessors  hereby  agree  with  the 
Lessee  that  if  the  Lessee  well  and  truly  performs  all  of  the  terms,  covenants 
and  conditions  herein  provided  to  be  performed  by  him,  then,  and  in  that 
event,  but  not  otherwise,  the  Lessee  shall  pay  as  rent  for  the  fifty-second  to 
sixtieth  months,  both  inclusive,  of  the  term  herein  created,  the  sum  of  Twenty 
($20.00)  Dollars  on  the  first  of  each  and  every  month  beginning  on  the  fifty- 
second  month  of  said  term,  and  to  and  including  the  sixtieth  month  of  said 
term ;  othemoise,  said  Lessee  shall  pay  for  said  months  the  sum  of  Five 
Hundred  and  Seventy-five  ($575.00)  Dollars  per  month  on  the  first  day  of 
each  and  every  month. 

It  is  further  agreed  by  and  between  the  parties  hereto  that  in  the  event 
that  the  herein  demised  premises  are  totally  destroyed,  as  that  term  is  used 
hereinafter,  by  fire  or  the  elements,  or  other  cause,  without  the  negligence 
of  the  Lessee,  before  the  fifty-second  month  of  the  term  herein  created,  then 
and  in  that  event  the  said  Lessors  agree  to  return  to  the  said  Lessee  the 
consideration  for  this  lease,  to-wit,  the  sum  of  Five  thousand  ($5,000.00) 
Dollars ; 

That  for  and  in  consideration  of  the  sum  of  Five  Thousand  ($5,000.00)  Dollars, 
lawful  money  of  the  United  States  of  America,  in  hand  paid  by  the  Lessee 
to  the  Lessors,  the  receipt  whereof  by  the  Lessors  is  hereby  acknowledged,  and 
in  consideration  of  the  rents,  covenants  and  agreements  hereinafter  mentioned 
and  contained,  to  be  paid,  kept  and  performed  by  the  Lessee,  and  subject  to 
the  payment  of  said  rents  and  the  performance  of  said  covenants  and  agree¬ 
ments  by  the  Lessee  and  on  condition  that,  said  rent  shall  be  paid  and 
that  each  and  all  of  the  said  covenants  and  agreements  shall  be  duly  and 
fully  performed  by  the  Lessee  as  hereinafter  provided,  the  Lessors  have 
leased,  demised  and  let  *  *  *. 

The  petitioner  reported  no  part  of  the  $5,000  payment  received 
in  1920  in  conformity  with  the  terms  of  the  lease  in  question  in  his 
income-tax  return  for  that  year.  Upon  audit  of  such  return  the 
Commissioner  added  $5,000  to  the  petitioner’s  income  for  the  year, 

OPINION. 

Lansdon  :  The  amount  of  $5,000  received  on  account  of  the  lease 
of  business  premises  was  income  to  the  petitioner  for  the  year  1920 
Appeal  of  Consolidated  Asphalt  Co .,  1  B.  T.  A.  79 ;  Appeal  of  Boston. 
American  League  Baseball  Club ,  3  B.  T.  A.  149. 

Judgment  will  be  entered  after  20  days 
notice ,  under  Rule  50. 


668  5  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 

Appeal  of  H.  B.  Wagoner. 

Docket  No.  2466.  Promulgated  November  29,  1926. 

W.  W.  Spalding,  Esq.,  for  the  petitioner. 

A.  C alder  Mackay,  Esq.,  for  the  Commissioner. 

Marquette  :  This  appeal  is  from  the  determination  of  a  deficiency 
in  income  tax  for  the  year  1919  in  the  amount  of  $810.57. 

FINDINGS  OF  FACT. 

The  petitioner  was,  during  the  year  1919,  a  married  man  residing 
with  his  wife  at  Livermore,  Calif.  All  the  property  held  by  him 
had  been  acquired  by  the  joint  efforts  of  himself  and  his  wife  sub¬ 
sequent  to  their  marriage.  In  his  income-tax  return  for  the  year 
1919,  he  reported  only  one-half  of  the  income  from  the  marital  com¬ 
munity  for  that  year,  claiming  that  the  other  one-half  of  his  income 
should  be  reported  by  his  wife  in  a  separate  return.  The  Commis¬ 
sioner  denied  the  petitioner’s  claim  and  taxed  the  entire  income  of 
the  community  to  him. 

For  many  years  prior  to  March  1,  1913,  and  therafter  until  some 
time  in  the  year  1918,  the  petitioner  was  engaged  in  the  wine-making 
business  at  Livermore,  Calif.  The  wine  was  made  from  grapes, 
almost  all  of  which  came  from  two  vineyards  owned  by  the  peti¬ 
tioner,  one  known  as  the  Livermore  Vineyard,  and  the  other  as  the 
Manteca  Vineyard.  The  former  consisted  of  180  acres  and  the 
latter  of  225  acres.  The  fair  market  value  of  these  vineyards, 
exclusiye  of  the  land,  was  $98,250  on  March  1,  1913. 

In  the  year  1918,  the  petitioner,  believing  that  national  prohibi¬ 
tion  was  imminent,  sold  his  winery.  Under  conditions  as  they  then 
existed  and  had  theretofore  existed,  the  grapes  grown  in  the  peti¬ 
tioner’s  vineyards  were  used  solely  for  the  purpose  of  making  wine, 
and  at  that  time  no  other  use  had  been  discovered  to  which  they 
could  be  put.  The  petitioner,  therefore,  did  not  cultivate  his  vine¬ 
yards  during  the  year  1919,  except  to  run  a  disc  through  the  Manteca 
vineyard  to  keep  down  grass  and  weeds.  The  result  was  that  the 
amount  of  grapes  produced  in  the  year  1919  was  only  about  50 
per  cent  or  60  per  cent  of  the  amounts  produced  in  prior  years. 
In  the  year  1920  a  new  demand  for  grapes  arose  and  cultivation  of 
the  petitioner’s  vineyards  was  resumed,  but  full  production  was 
not  again  reached  until  about  the  year  1922.  However,  the  price 
of  grapes  increased  so  materially  in  the  year  1920  and  subsequeni 
years  that  the  value  of  the  grapes  produced  by  the  petitioner’s  vine¬ 
yards  in  each  of  the  years  1920  and  1921  was  greater  than  in  any 
prior  year  when  production  was  normal.  During  the  year  1919 
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there  was  practically  no  market  for  vineyards  in  the  district  in 
which  the  petitioner’s  vineyards  were  located  and  only  a  few  sales 
were  made.  The  value  of  vineyards  at  that  time  had  decreased 
so  materially  that  some  vineyards  were  sold  at  the  value  of  the 
bare  land. 

In  the  year  1916  the  Manteca  vineyard  produced  about  1,000  tons 
of  grapes  of  the  value  of  $15,000;  in  1917,  800  tons  of  the  value  of 
lrom  $12,000  to  $15,000 ;  in  1918,  800  tons  of  the  value  of  about  $28,- 
000:  in  1919,  600  tons  of  the  value  of  $12,000;  in  1920,  600  tons  of 
the  value  of  from  $20,000  to  $25,000,  and  in  1921,  800  tons  of  the 
value  of  about  $35,000.  In  the  year  1922,  1,350  tons  of  grapes  were 
produced  by  the  Manteca  vineyard.  The  value  of  these  grapes  per 
ton  is  not  shown.  The  evidence  does  not  disclose  the  amount  or  the 
value  of  the  grapes  produced  by  the  Livermore  vineyard  during 
the  years  1916  to  1921,  but  does  show  that  conditions  as  to  pro¬ 
duction  and  values  there  were  substantially  the  same  as  those  which 
obtained  in  those  years  in  regard  to  the  Manteca  vineyards. 

The  petitioner,  in  his  income-tax  return  for  the  year  1919,  de¬ 
ducted  the  amount  of  $27,066.07  on  account  of  obsolescence  of  his 
vineyards  claimed  by  him  to  have  occurred  in  that  year.  The 
Commissioner  disallowed  the  deduction. 

The  deficiency  for  the  year  1919  is  $ 810.57 . 

Order  wild  he  entered  accordingly . 


Appeal  of  Stimpson  Computing  Scale  Co. 

Docket  No.  2722.  Promulgated  November  29.  1926. 

Where  a  taxpayer  had  a  net  loss  resulting  from  operations  for 
nine  months  from  incorporation  to  the  end  of  1919.  it  is  not  entitled 
to  deduct  the  net  loss  from  net  income  of  1920,  under  section 
204(b)  of  the  Revenue  Act  of  1918. 

Ha-'rry  Friedman ,  Esq .,  and  Edward  McCarthy ,  Jr.,  Esq.,  for  the 

petitioner. 

Willis  D.  Nance,  Esq.,  for  the  Commissioner. 

This  appeal  is  from  the  determination  of  a  deficiency  in  income 
and  profits  taxes  for  the  year  1920  amounting  to  $4,419.08.  The 
single  issue  raised  is  whether  a  taxpayer  is  entitled  to  deduct  from 
1920  net  income  a  net  loss  due  to  nine  months’  operation  in  1919. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Kentucky  corporation  with  its  principal  office 

located  in  Louisville. 


670 


5  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(669) 


It  was  incorporated  on  March  31,  1919,  and  for  business  done 
thereafter  during  1919  it  took  its  inventory  and  closed  its  books 
on  December  31,  1919.  During  the  period  of  operation  from  March 
31,  1919,  through  December  31,  1919,  the  petitioner  suffered  a  net 
loss  of  $33,949.81,  which  it  sought  to  deduct  from  its  net  income  of 
1920. 

The  net  loss  deduction  so  claimed  by  the  petitioner  was  disallowed 
by  the  Commissioner,  who  determined  a  deficiency  in  taxes  for  the 
year  1920  in  the  amount  of  $4,419.08. 

From  that  determination  the  petitioner  duly  appealed  to  this 
Board. 

OPINION. 

Marquette:  In  Appeal-  of  Butler's  Warehouses ,  Inc.,  1  B.  T.  A. 
851,  and  Appeal  of  Crowell  <&  Little  Construction  Co.,  3  B.  T.  A. 
829,  the  Board  held  that  net  losses  sustained  under  the  circumstances 
set  forth  in  the  findings  of  fact  were  not  properly  deductible  from 
the  income  of  the  following  year.  We  find  no  sufficient  reason  to 
change  the  decisions  therein  made,  and  on  the  authority  of  those 
appeals  the  action  of  the  Commissioner  in  disallowing  such 
deductions  must  be  sustained. 

The  deficiency  for  the  year  1920  is  $4., 419. 08. 

Order  will  he  entered  accordingly . 


Bose  C.  Pickering,  Petitioner,  v.  Commissioner  of  Internal 

Bevenue,  Despondent. 

B.  A.  Crothers,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Loring  Pickering,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  Nos.  5840,  5841,  5908.  Promulgated  November  29,  1926. 

No  taxable  gain  resulted  from  the  exchange  for  stock  of  news¬ 
paper  assets  owned  by  the  petitioners. 

Eustace  Cullman,  Esq.,  and  Marshall  P.  Madison,  Esq.,  for  the 
petitioners. 

George  G.  Witter,  Esq.,  for  the  respondent. 

The  Commissioner  asserts  deficiencies  in  income  taxes  for  the 
year  1920  against  the  estate  of  Rose  C.  Pickering,  R.  A.  Crothers, 
and  Loring  Pickering,  in  the  respective  amounts  of  $7,999.95,  $26,- 
002.78,  $7,999.95,  all  of  which  are  in  controversy.  The  alleged 
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deficiencies  arise  from  the  Commissioner’s  determination  that  a 
taxable  gain  was  realized  upon  the  transfer  of  certain  tangible  news¬ 
paper  assets  by  the  petitioners  to  a  corporation  and  the  receipt 
of  shares  of  stock  therefor. 

FINDINGS  OF  FACT. 

Rose  C.  Pickering,  R.  A.  Crothers,  and  Loring  Pickering  were 
individual  citizens  of  the  United  States  during  the  taxable  year. 
Rose  C.  Pickering  died  subsequent  thereto,  and  this  appeal  as  to  her 
alleged  deficiency  was  taken  by  the  executors  of  her  estate. 

From  some  time  in  1895  until  April  8,  1920,  the  Bulletin,  an 
evening  newspaper  published  in  San  Francisco,  was  owned  by 
R.  A.  Crothers  for  himself  as  to  an  undivided  one-half  interest,  and 
as  trustee  for  Rose  C.  Pickering  and  Loring  Pickering,  each  as  to  an 
undivided  one-fourth  interest.  F or  convenience  this  newspaper  prop¬ 
erty  will  be  referred  to  hereinafter  as  the  partnership. 

On  April  8,  1920,  Crothers  transferred  the  Bulletin,  effective  as  of 
April  1,  1920,  to  the  Bulletin  Publishing  Co.,  a  corporation,  which 
for  convenience  will  be  hereinafter  referred  to  as  the  corporation,  in 
exchange  for  10,000  shares  of  stock  of  the  total  par  value  of  $1,000,- 
000  representing  all  the  authorized  capital  of  the  said  corporation. 
All  the  liabilities  of  the  Bulletin  were  assumed  by  the  corporation. 
Crothers  retained  5,000  shares  of  the  stock  so  received  as  payment 
for  his  interest  in  the  Bulletin,  and  transferred  2,500  shares  to  each 
of  the  other  beneficial  owners  as  payment  for  their  respective 
interests. 

The  corporation  adopted  the  books  of  account  of  the  partnership 
as  its  own,  except  that  it  changed  the  investment  and  surplus  ac¬ 
count  to  a  corporation  stock  account  showing  an  issue  of  10,000 
shares  of  stock  of  the  total  par  value  of  $1,000,000,  and  made  a 
balancing  entry  thereon  on  account  of  “Franchises”  in  the  amount 
of  $367,186.76. 

The  tangible  property  in  the  nature  of  plant  and  equipment,  the 
value  of  which  is  in  controversy  in  this  proceeding,  was  carried  on 
the  books  of  the  Bulletin  at  April  8,  1913,  at  $272,012.62,  which  rep- 
*  resented  the  cost  of  such  assets  as  they  had  been  acquired  from  time 
to  time  over  a  period  of  twenty  years  or  more.  The  Commissioner 
admits  that  this  figure  represents  the  undepreciated  cost  of  such 
assets.  Against  the  cost  of  such  tangibles,  the  Bulletin  had  accrued 
a  depreciation  reserve  at  April  8,  1920,  in  the  amount  of  $128,386.63, 
as  to  the  amount  of  which  there  is  no  dispute. 

On  November  15,  1919,  the  Bulletin  made  an  appraisal  of  its 
plant  and  equipment  for  insurance  and  accounting  purposes.  The 
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appraisal  company  found  that  the  “new  replacement  value”  of 
such  assets  was  $367,699.97,  and  that  the  “  net  depreciated  value  ” 
of  the  same  at  that  date  was  $280,062.52.  The  report  of  the  ap¬ 
praisal  company  was  submitted  in  evidence  by  the  Commissioner. 
For  accounting  purposes  the  Bulletin  accepted  the  value  found  by 
the  appraisal  company,  wrote  up  the  cost  of  its  plant  and  equip¬ 
ment  to  $282,446.84,  representing  the  result  of  the  appraisal  and  the 
purchase  of  new  equipment  at  a  cost  of  $2,384.22,  and,  at  the  same 
time,  increased  its  depreciation  reserve  account  in  a  corresponding 
amount  to  $138,820.85. 

Upon  the  audit  of  the  income-tax  returns  of  the  petitioners  for 
the  year  1920,  the  Commissioner  held  that  the  undepreciated  cost 
of  the  assets  in  question  was  $272,012.62  as  of  March  1,  1913;  that 
there  was  no  change  in  such  cost  account  at  April  8,  1920;  that  the 
accrued  depreciation  on  the  same  at  April  8,  1920,  as  shown  by  the 
books  of  the  Bulletin,  was  $128,386.63 ;  and  that  the  net  book  value  or 
basic  cost  of  such  assets  at  the  date  of  their  transfer  to  the  corpora¬ 
tion  was  $143,625.99.  In  computing  the  value  of  the  assets  trans¬ 
ferred  to  the  corporation,  the  Commissioner  accepted  the  result 
found  by  the  appraisal  company,  disallowed  any  depreciation  there¬ 
from  as  a  liability  of  the  corporation  and  thereby  found  that  assets 
having  a  basic  value  in  the  amount  of  $143,625.99  had  a  fair  market 
value  in  the  amount  of  $282,446.46  at  the  date  of  their  transfer  to 
the  corporation,  and  that  such  transfer  resulted  in  a  gain  to  the 
petitioners  in  the  amount  of  $138,820.85.  Upon  such  alleged  gain 
he  computed  deficiencies  as  to  the  returns  of  each  of  the  petitioners 
for  the  year  1920,  and  issued  the  notices  of  such  deficiencies  that  are 
the  bases  of  these  proceedings. 

At  March  1,  1913,  the  Bulletin  was  in  first  place  in  the  evening 
newspaper  field  in  daily  circulation  and  advertising  receipts.  At 
April  8,  1920,  it  was  in  third  or  fourth  place,  and  its  daily  circula¬ 
tion  was  more  than  13,000  less  than  in  1913.  In  1913  the  Associated 
Press  franchise  owned  by  the  partnership  was  the  only  satisfactory 
agency  through  which  telegraphic  news  could  be  secured.  In  1920 
at  least  two  other  press  associations  had  become  successful  compet¬ 
itors  of  the  Associated  Press  in  the  evening  newspaper  field.  The 
average  daily  paid  circulation  of  the  Bulletin  in  1913  was  not  less 
than  93,000;  in  1920  it  was  not  more  than  80,000.  The  market 
value  per  name  of  the  circulation  of  the  Bulletin  at  March  1,  1913, 
was  not  less  than  $15,  and,  at  April  8,  1920,  was  not  more  than  $10. 

The  stock  received  by  the  petitioners  in  exchange  for  the  tangible 
and  intangible  assets  of  the  partnership  had  no  greater  value  than 
the  fair  market  value  or  price  of  such  assets  at  March  1,  1913. 
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OPINION. 

Lansdon  :  The  deficiencies  here  in  question  rest  solely  on  the  Com¬ 
missioner’s  allegation  that  in  the  exchange  of  certain  assets  for 
shares  of  stock  at  April  8,  1920,  the  petitioners  realized  a  taxable 
gain  in  the  amount  of  $138,820.85.  It  is  necessary,  therefore,  to 
determine  whether,  at  the  date  of  the  exchange,  the  stock  received 
had  a  fair  market  price  or  value  in  excess  of  the  fair  market  price 
or  value  of  such  assets  at  March  1,  1913.  All  the  stock  was  closely 
held.  No  sales  of  shares  establishing  a  fair  market  value  or  a  mar¬ 
ket  for  the  stock  were  proved  by  either  party.  In  the  absence  of 
such  sales  we  can  determine  the  fair  market  value  of  the  stock  only 
by  ascertaining  the  value  of  the  assets  for  which  it  was  issued. 
Walter  v.  Duffy ,  287  Fed.  41;  Phillips  v.  United  States ,  12  Fed. 
(2d)  598;  Appeal  of  Wallis  Tractor  Co .,  3  B.  T.  A.  981. 

Although  the  Commissioner  bases  his  determination  on  alleged 
profit  resulting  from  appreciation  in  market  value  of  certain  tangible 
property  owned  by  the  petitioners  at  March  1,  1913,  at  the  date  of 
the  transfer,  it  is  obvious  that  we  can  not  so  restrict  our  considera¬ 
tion  of  the  issue  here  involved.  We  must  determine  whether  the 
exchange  of  the  assets  as  a  whole,  tangible  and  intangible,  for  the 
stock  resulted  in  gain,  and,  since  we  must  base  our  decision  on  the 
fair  market  price  or  value  of  such  assets  at  March  1,  1913,  as  com¬ 
pared  with  the  fair  market  value  of  the  stock  measured  by  the  value 
of  the  same  assets  at  the  date  of  transfer,  it  follows  that  we  must 
ascertain  the  fair  market  value  at  each  date  of  all  the  assets  involved 

The  facts  relating  to  the  tangible  propery  are  not  in  dispute.  The 
parties  agree  that  the  cost  of  the  assets  in  question  was  $272,012.62 ; 
that  such  cost  is  of  record  on  the  books  of  the  partnership  at  March 
1,  1913 ;  that  as  the  result  of  an  appraisal  and  certain  additional 
purchases  it  was  carried  on  the  books  of  the  company  at  a  value  of 
$282,446.46  at  the  date  of  the  transfer ;  that  the  accrued  depreciation 
reserve  at  April  8,  1920,  was  $138,820.85;  and  that  the  depreciated 
cost  at  that  date  was  $143,625.99.  The  Commissioner  asserts  that 
the  assets  in  question  had  a  market  value  in  the  amount  of  $282,446.46 
at  the  date  of  transfer.  Although  the  burden  of  proof  of  a  less  or 
different  value  rests  on  the  petitioners,  the  Commissioner  introduced 
an  appraisal  as  of  November  15,  1919,  made  by  the  petitioners  for 
accounting  and  insurance  purposes,  in  support  of  his  determination. 
The  petitioners  introduced  a  witness  who  had  been  employed  by 
them  in  1913,  and  also  at  a  date  subsequent  to  the  transaction,  who 
testified  that  he  was  thoroughly  familiar  with  the  assets,  that  they 
were  worth  less  in  1920  than  at  the  basic  date,  and  that,  in  his  judg¬ 
ment,  no  one  in  the  market  for  newspaper  equipment  would  have 
22847—27 - 6 
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considered  their  purchase  at  the  book  cost  as  of  March  1,  1913.  No 
inventories  were  introduced.  No  one  made  any  attempt  to  fix  the 
market  value  of  the  assets  at  the  date  of  the  transfer  in  dollars  and 
cents.  We  conclude  from  the  evidence  on  this  point  that  the  tangible 
assets  involved  had  a  value  less  than  the  amount  of  $282,446.46 
determined  by  the  Commissioner,  but  how  much  less,  we  are  unable 
to  say. 

The  evidence  in  support  of  the  petitioners’  contention  that  the 
value  of  the  intangible  assets  declined  very  materially  between  the 
basic  date  and  the  transfer  in  question  is  much  more  clear  and  per¬ 
suasive.  A  witness,  who  has  bought  and  sold  many  large  news¬ 
papers,  both  before  and  since  1913,  and  who  qualified  as  thoroughly 
competent  to  give  an  opinion  on  the  basis  for  the  market  value  of  such 
properties,  testified  that  the  circulation  structure  of  the  Bulletin  had 
a  fair  market  value  of  at  least  $15  per  name  at  March  1,  1913,  and 
that  such  value  was  not  more  than  $10  a  name  in  1920.  He 
attributed  this  decline  in  value  to  the  reduced  circulation  of  the 
Bulletin  and  to  its  decline  from  first  to  third  or  fourth  place  in  circu¬ 
lation  and  advertising  receipts  in  the  evening  newspaper  field  in 
San  Francisco.  He  also  testified  that  in  his  opinion,  based  on  the  fact 
that  two  competing  news  service  associations  have  successfully  in¬ 
vaded  the  evening  news  field  since  the  basic  date,  the  Associated  Press 
franchise  owned  by  the  partnership  at  March  1, 1913,  and,  at  that  date 
worth  $100,000,  had  declined  greatly  in  value  prior  to  the  transfer 
here  involved.  The  only  evidence  adduced  by  the  Commissioner  was 
a  report  of  an  appraisal  of  the  petitioners’  assets  made  by  an  appraisal 
company  as  of  November  15,  1919,  which  indicated  that  assets  which 
had  been  in  use  all  the  way  from  7  to  25  years  and  had  cost 
$272,012.62,  then  had  a  fair  market  value  of  $282,446.46. 

Judgment  will  be  entered  after  20  days’ 
notice ,  under  Rule  50. 


M.  H.  Mosier,  Petitioner,  v.  Commissioner  of  Internal  Bevenue, 

Respondent. 

Docket  No.  5304.  Promulgated  November  30,  1926. 

Eugene  M.  Berger ,  G.  P .  A .,  and  Eugene  A.  HatoJcins ,  Esq.,  for  the 
petitioner. 

George  E.  Adams ,  Esq.,  for  the  respondent. 

Lansdon  :  The  Commissioner  has  asserted  a  deficiency  in  income 
tax  for  the  year  1920  in  the  amount  of  $18,205.06.  The  petitioner 
asserts  that  the  Commissioner  erred  in  disallowing  a  certain  deduc- 
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tion  from  gross  income  on  account  of  a  loss  sustained  during  the  tax¬ 
able  year. 

FINDINGS  OF  FACT. 

I 

In  May,  1915,  the  petitioner,  who  has  been  an  oil  producer  since 
1876,  together  with  J.  S.  Cosdon,  F.  M.  Aiken,  M.  V.  V.  Franchot, 
and  W.  L.  Curtis,  formed  a  syndicate  and  purchased  from  the 
Atlantic  Petroleum  Co.  certain  oil  leases  on  27,000  acres  of  land, 
located  in  the  Republic  of  Mexico,  at  a  cost  of  $44,000.  For  the 
purpose  of  exploring,  testing,  and  developing  such  leases,  the  syndi¬ 
cate  formed  the  Oklamex  Oil  Co.,  which  was  chartered  in  1916, 
with  an  authorized  capitalization  of  $6,000,000.  The  contract  for  the 
purchase  of  the  leases  provided  that  the  capital  stock  of  the  corpora¬ 
tion,  to  be  formed  for  development  and  operating  purposes,  should 
be  issued  to  the  members  of  the  syndicate  in  the  amount  of  $3,000,000 
par  value,  on  account  of  the  $44,000  contributed  by  them  for  the  pur¬ 
pose  of  the  leases,  and  in  the  amount  of  $1,800,000  par  value  to  the 
Atlantic  Petroleum  Co.,  as  additional  consideration  for  such  leases, 
and  that  the  remaining  stock,  in  the  amount  of  $1,200,000,  should  be 
disposed  of  by  the  members  of  the  syndicate  to  secure  funds  for  de¬ 
velopment.  The  members  of  the  syndicate  never  offered  the  retained 
stock  for  sale  to  the  public,  but  absorbed  it  among  themselves  at  an 
agreed  price  of  $15  per  share,  thereby  realizing  $180,000,  all  of  which 
was  expended  in  prospecting  for  oil  on  the  leased  lands,  together  with 
about  $100,000  additional  money  which  was  advanced  from  time  to 
time  by  members  of  the  syndicate. 

The  members  of  the  syndicate  agreed  that  they  would  share  the 
expenses  of  the  corporation  and  the  cost  of  developing  the  leases  in 
proportion  to  their  stockholdings  in  the  Oklamex  Oil  Co.  Pursuant 
to  such  agreement,  Cosden  undertook  the  development  work,  and, 
prior  to  1920,  completed  two  test  wells,  both  of  which  were  dry  holes. 
The  development  work  and  other  expenses  absorbed  the  entire  amount 
of  $180,000  paid  in  to  the  corporation  by  the  syndicate  on  account 
of  the  treasury  stock  and  cost  about  $100,000  in  addition  thereto. 
The  cost  of  such  work  in  excess  of  receipts  on  account  of  sales  of 
stock  was  paid  by  the  members  of  the  syndicate  approximately  in 
proportion  to  their  stockholdings  in  the  Oklamex  Oil  Co.  Such 
payments  were  accounted  for  on  the  books  of  the  company  as 
assessments. 

During  the  years  1919  and  1920,  the  petitioner  paid  in  to  the 
company  the  amount  of  $15,178.61  as  his  proportion  of  the  obliga¬ 
tion  resulting  from  the  agreement  of  the  members  of  the  syndicate 
to  share  the  expenses  of  developing  the  oil  leases.  In  his  income-tax 
return  for  1920  he  deducted  this  amount  from  his  gross  income,  as 
a  bad  debt  ascertained  to  be  worthless  and  charged  off  during  such 
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taxable  year.  Upon  audit  of  this  return  the  Commissioner  dis¬ 
allowed  the  deduction  and  asserted  the  deficiency  here  in  controversy. 

Prior  to  the  year  1920  the  syndicate  abandoned  further  develop¬ 
ment  work.  At  a  meeting  of  the  stockholders  of  the  Oklamex  Oil 
Co.,  held  on  July  11,  1919,  the  officers  were  authorized  to  sell  the 
whole  or  any  part  of  the  company's  oil  leases  or  other  property  in 
Mexico.  In  the  early  part  of  1920  a  man  experienced  in  the  sale  of 
such  property  was  employed  for  this  service.  He  visited  Houston, 
Tampico,  and  New  York,  and  spent  several  months  in  his  search 
for  buyers,  but  was  unable  to  sell  the  property,  or  any  part  thereof, 
at  any  price.  The  effort  to  sell  was  abandoned  prior  to  December 
31,  1920.  Prior  to,  or  during  the  year  1920,  all  the  property  other 
than  the  oil  leases  was  sold.  At  December  31,  1920,  the  Oklamex 
Oil  Co.  had  no  assets  and  its  stock  was  worthless. 

Judgment  will  be  entered  for  the  'petitioner 
after  20  days’  notice ,  under  Rule  50. 


Flaxlinum  Insulating  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  5120.  Promulgated  November  30,  1926. 

1.  Use  and  occupancy  insurance  involved  in  this  proceeding  was 
compensation  for  the  loss  of  a  property  right,  and  was  not  depend¬ 
ent  upon  or  measured  by  the  loss  of  profits  in  the  operation  of  the 
business  in  connection  with  which  such  property  was  used. 

2.  The  owner  of  the  property  destroyed  by  fire  proceeded  in  good 
faith  to  replace  the  same,  and  the  amount  of  the  use  and  occupancy 
insurance  in  excess  of  the  ordinary  fire  insurance  received  thereon 
used  for  such  replacement  was  not  a  gain  to  be  included  in  gross 
income. 

3.  The  accrual  method  of  accounting  employed  by  petitioner  in 
keeping  its  books  clearly  reflected  the  income  for  1918,  and  the 
amount  of  use  and  occupancy  insurance  received  during  the  year 
in  excess  of  the  portion  thereof  properly  applicable  to  the  cost  of 
replacing  the  property  in  kind  was  a  gain  derived  from  the  con¬ 
version  of  property  and  constituted  gross  income  in  that  year  and 
may  not  be  allocated  proportionately  to  gross  income  for  1919  and 
1920. 

George  W.  Morgan ,  Esq.,  and  Guy  Chase ,  Esq.,  for  the  petitioner. 

A.  II.  Fast ,  Esq.,  for  the  respondent. 

This  proceeding  involves  a  deficiency  in  income  and  profits  tax  for 
the  calendar  year  1918  in  the  amount  of  $42,114.04.  The  question 
presented  concerns  the  proper  treatment  of  $80,000.10  of  use  and 
occupancy  insurance  received  by  the  petitioner  in  1918  in  conse¬ 
quence  of  a  fire  which  occurred  on  July  11,  1918,  destroying  one  of 
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its  warehouses  and  the  contents  thereof.  This  amount  was  in  addi¬ 
tion  to  amounts  received  as  ordinary  fire  insurance  and  represented 
a  compromise  between  the  insurers  and  the  insured  of  the  amounts 
recoverable  under  the  nine  use  and  occupancy  policies.  The  Commis¬ 
sioner  included  the  entire  amount  of  $80,000.10  in  petitioner’s  gross 
income  for  1918. 

FINDINGS  OF  FACT. 

The  petitioner,  formerly  known  as  the  Northern  Insulating  Co.,  is 
a  Minnesota  corporation  engaged  in  the  manufacture  from  flax 
straw  of  an  insulating  material  known  as  “  Flaxlinum  ”  and  by¬ 
products  known  as  “  Flax  Tow  ”  and  “  Flax  Shives,”  with  principal 
office  at  St.  Paul.  It  kept  its  books  and  rendered  its  returns  upon  the 
accrual  basis. 

The  relative  percentages  of  total  production  at  the  time  of  the 


fire  were  as  follows: 

Flaxlinum _ 0.  394 

Commercial  tow _  .  272 

Seed  and  bran  (shives), _  .334 


Manufacturing  operations  were  carried  on  continuously  through¬ 
out  the  year.  Petitioner  purchased  the  flax  straw  from  balers  at  a 
large  number  of  points  in  the  northwest.  Persons  engaged  in  baling 
established  themselves  in  communities  where  flax  was  grown  and 
purchased  straw  from  farmers,  baled  it  on  the  farm,  and,  in  the 
majority  of  cases,  contracted  with  farmers  to  haul  the  baled  straw 
to  points  of  shipment.  In  some  instances  petitioner  made  purchases 
direct  from  farmers  who  hauled  the  straw  unbaled  to  petitioner’s 
stacking  station  where  the  petitioner  contracted  to  have  it  baled  at 
some  later  date.  There  existed  no  open  market  in  which  such  straw 
could  be  purchased  and  it  was  petitioner’s  custom  to  arrange  with 
balers  for  its  supply.  An  exception  was  made,  however,  with  re¬ 
spect  to  the  1919  crop,  which  became  available  in  September,  1919, 
and  the  early  part  of  1920  because  of  the  petitioner^  shortage  of 
flax  straw,  as  hereinafter  mentioned. 

The  seasons  in  which  flax  straw  can  be  obtained  are  usually  from 
September  to  April  following  each  crop.  The  largest  portion  of 
straw  purchased  was  received  during  the  months  from  November  to 
February  after  each  harvest  in  September.  The  straw  could  not  be 
used  by  the  petitioner  in  its  manufacturing  operations  while  in  a 
green,  wet,  or  natural  state  as  harvested.  It  was  necessary  properly 
to  dry  and  cure  it,  otherwise  the  products  would  heat,  mold,  and 
become  lousy.  The  curing  process  was  in  the  nature  of  a  sweating 
and  retting,  which,  after  experiments  over  many  years  and  at  great 
expense,  the  petitioner  found  could  best  be  accomplished  by  storage 
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in  warehouses  under  certain  atmospheric  conditions.  The  process 
required  about  six  months  under  normal  weather  conditions.  When 
properly  sweated  and  retted,  the  straw  became  very  dry,  resulting 
in  the  gluten  being  destroyed  by  the  germs  of  decomposition. 
Thereupon  the  fibre  was  readily  separable  from  the  woody  portion 
of  the  straw.  Thus  cured  the  straw  would  not  heat,  mold,  or  become 
lousy,  the  food  upon  which  the  louse  subsisted  having  been  de¬ 
stroyed.  In  brief,  the  straw  could  not  be  successfully  or  profitably 
manufactured  before  it  had  been  properly  cured,  nor  were  the 
products  of  uncured  or  improperly  cured  straw  commercially  suc¬ 
cessful.  The  petitioner  by  experience,  therefore,  found  it  necessary 
or  advisable  to  acquire  and  keep  on  hand  and  in  process  of  curing 
from  8,000  to  10,000  tons  of  dried  and  cured  straw — that  is  to  say, 
it  would  have  available  at  the  time  of  harvesting  the  new  crop 
about  8,000  or  10,000  tons  of  cured  straw  with  which  to  carry  on 
operations  until  the  new  crop  could  be  cured  and  properly  dried. 

Petitioner  had  certain  large  warehouses  which  were  essential  in 
properly  treating  the  straw  for  manufacturing  purposes. 

The  quantities  of  flax  straw  consumed  by  petitioner  have  been  as 
follows : 


In  crop  year  commencing —  Tons. 

Sept.  1,  1915 _ 16,  078 

Sept.  1,  1916 _ 21,  660 

Sept.  1,  1917 _ 12,  556 

Sept.  1,  1918 _ 10,  588 

Sept.  1,  1919 _ 14,  001 


On  July  11,  1918,  one  of  the  petitioner’s  warehouses,  together  with 
the  entire  contents  thereof,  including  6,601  tons  of  flax  straw,  was 
destroyed  by  fire,  thus  leaving  petitioner  with  only  approximately 
2,223  tons  of  its  basic  raw  material  with  which  to  carry  on  manu¬ 
facturing  operations  until  the  1918  crop  should  become  available  and 
be  properly  seasoned,  cured  and  dried.  Soon  after  the  fire  and 
before  the  petitioner’s  remaining  supply  of  cured  straw  was  ex¬ 
hausted,  it  obtained,  during  1918,  1,908  tons  of  additional  cured 
&traw  from  stacking  and  baling  stations  and  other  users.  This 
enabled  the  petitioner  to  continue  full  and  uninterrupted  operation 
of  its  plants  throughout  the  balance  of  the  calendar  year  1918. 

The  quantity  of  flax  straw  consumed  from  July  11,  1918,  to  the 
end  of  that  year  was  4,196  tons.  Of  the  1918  crop  the  petitioner, 
notwithstanding  it  increased  its  price  $1.50  per  ton  over  prices 
which  it  had  theretofore  paid,  was  able  to  obtain  only  sufficient  ton¬ 
nage  to  meet  its  requirements  for  the  ensuing  year,  leaving  no 
amount  to  restore  its  reserve  for  future  operations  during  the  latter 
part  of  1919  and  the  year  1920.  From  January  1  to  the  latter  part 
of  April,  1919,  the  petitioner,  being  without  properly  cured  straw, 
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adopted  extraordinary  emergency  measures  of  curing  and  drying 
the  straw  for  manufacturing  purposes  in  order  to  avoid  a  shut¬ 
down  of  its  plant.  Its  drying  kilns  normally  used  only  for  the 
drying  of  the  flaxlinum  were,  to  50  per  cent  of  their  capacity,  de¬ 
voted  to  drying  and  preparing  straw.  Its  kiln  cars  designed  for 
the  drying  of  flaxlinum  were  remodeled  and  used  for  drying  straw. 
The  straw  was  hauled  from  points  of  storage  by  wagons,  placed 
upon  the  remodeled  cars,  moved  into  the  kilns,  rehandled  in  the 
kilns  to  accelerate  the  drying,  and,  when  this  process  had  been  com¬ 
pleted,  the  straw  was  removed  and  hauled  by  wagons  to  the  tow 
mill.  The  additional  expense  of  altering  the  kiln  cars  and  drying  the 
straw  was  charged  as  operating  expense  necessarily  incurred  in  pro¬ 
viding  a  sufficient  supply  of  straw  to  continue  manufacturing  opera¬ 
tions,  without  which  it  would  have  been  necessary  to  close  down 
the  plant  until  the  new  crop  had  become  cured  by  the  usual  storage 
method.  The  process  was  slow  because  the  straw  could  only  be 
handled  and  dried  while  in  bales. 

Although  “  Flaxlinum  ”  was  the  petitioner’s  principal  product,  tow. 
used  for  upholstering  furniture,  was  also  an  important  product, 
and,  during  the  period  of  drying  the  straw,  the  output  of  the  tow  mill 
was  reduced  50  per  cent,  with  no  reduced  payroll  during  this  drying 
period,  inasmuch  as  the  same  number  of  men  were  required  to  operate 
the  tow  mill  whether  run  at  full  or  partial  capacity.  The  emergency 
method  of  curing  the  1918  crop  of  straw  continued  until  the  latter 
part  of  April,  1919,  at  which  time  a  portion  of  the  1918  crop  in 
the  warehouses  of  the  petitioner  which  had  not  been  destroyed  by 
fire  had  become  sufficiently  cured  to  admit  of  its  being  worked  into 
flax  tow,  and  from  the  latter  part  of  April,  1919,  until  the  following 
January,  1920,  the  petitioner  was  able  to  carry  on  operations  in  the 
normal  way. 

The  1919  crop  of  straw  was  heavy  and  from  it  petitioner  succeeded 
in  curing  a  sufficient  quantity  to  supply  its  needs  for  the  ensuing 
year  and  also  to  restore  a  reserve  subtsantially  equal  to  that  which 
had  been  destroyed  by  fire  on  July  11,  1918.  But,  in  order  to  acquire 
this  quantity,  petitioner  not  only  increased  its  price  approximately 
$5  a  ton,  as  hereinafter  more  specifically  shown,  but  it  also  purchased 
and  operated  in  the  flax  growing  territory  nine  baling  machines, 
costing  $850  each.  No  part  of  this  cost  was  included  in  the  cost 
of  straw  hereinafter  stated.  Again,  commencing  early  in  January, 
1920,  the  petitioner,  having  used  its  supply  of  properly  seasoned 
straw,  found  it  necessary  again  to  resort  to  the  extraordinary  or 
emergency  method  of  curing  the  1919  crop  of  straw.  It  continued 
this  emergency  method  until  the  latter  part  of  April,  1920,  when  the 
1918  crop  had  become  sufficiently  seasoned  and  cured  through  the 
usual  warehouse  method  for  manufacturing  purposes. 
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The  straw  acquired  by  petitioner  from  the  1919  crop  was  sub¬ 
stantially  sufficient  to  restore  the  reserve  supply  that  had  been  de¬ 
stroyed  by  fire,  but  none  of  this  was  seasoned  or  ready  for  use  until 
the  latter  part  of  April,  1920. 

The  petitioner  proceeded  in  good  faith  immediately  after  the  fire 
to  replace  its  reserve  of  cured  straw,  but  for  the  various  reasons 
herein  mentioned  it  was  unable  completely  to  do  so  until  the  1919 
crop  became  available  on  September  1,  1919.  After  May  1,  1920, 
it  was  no  longer  necessary  for  petitioner  to  resort  to  the  emergency 
method  of  curing  the  straw,  since  its  reserve  supply  had  been  re¬ 
stored.  The  actual  cost  to  petitioner  of  straw  purchased,  including 
transportation,  unloading  expense,  and  purchasing  agents’  expenses, 
but  not  including  any  overhead  expenses,  such  as  general  office  ex¬ 
pense  for  salaries  of  officers  or  employees  not  exclusive^  engaged 
upon  the  purchase  of  straw,  together  with  the  quantities  purchased 
and  the  average  cost  per  ton  was,  for  the  several  crop  years,  as 
follows : 


Crop  year  commencing— 

Tons 

pur¬ 

chased. 

Total  cost. 

Average 
cost  per 
ton. 

Sept.  1, 
Sept.  1, 
Sept.  1, 
Sept.  1, 

1917 . . . . . . . 

15,611 
16,  524 
24, 680 
18, 048 

$189, 821. 92 
227, 037.  90 
425, 075.  55 
235,  772.  22 

$12. 16 
13.  74 

1918 . 

1919 . . . 

17. 223 

1920. . 

13.064 

In  years  prior  to  September  1,  1917,  the  average  cost  of  straw  had 
not  exceeded  $12.16  per  ton. 

The  petitioner  acquired  its  supply  of  straw  from  farmers  or  balers 
located  near  or  in  smaller  towns  to  which  it  was  delivered  by  farm¬ 
ers.  The  territory  surrounding  the  towns  in  which  the  balers  were 
located  from  which  straw  could  be  secured  was  dependent  upon  the 
price  which  the  balers  were  able  to  pay  the  farmers,  which  price 
included,  among  other  items,  the  cost  of  hauling.  The  supply  of 
straw  in  the  territory  from  which  petitioner  secured  its  supply  was 
at  all  times  limited.  During  the  crop  year  commencing  September 
1,  1918,  as  well  as  for  many  preceding  crop  years  and  ever  since, 
petitioner  was  the  largest  purchaser  of  straw  in  this  territory,  its 
purchases  normally  being  considerably  in  excess  of  the  aggregate 
quantity  of  all  straw  purchased  by  all  others  in  that  territory.  The 
increased  prices  paid  by  petitioner  for  its  entire  purchases  from  the 
crops  of  1918  and  1919  over  prices  paid  for  prior  crops  were  due 
to  the  strenuous  efforts  on  its  part  to  restore  its  necessary  reserve, 
and,  but  for  the  increased  prices  paid  and  the  baling  machines 
purchased  and  operated,  petitioner  would  not  have  been  able  to  cany 
on  its  operations  or  to  restore  its  reserve  as  it  did. 
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In  addition  to  the  use  and  occupancy  insurance,  petitioner  re¬ 
ceived  ordinary  fire  insurance  for  the  6,601  tons  of  straw  destroyed, 
at  the  rate  of  $18  per  ton,  which  was  on  the  basis  of  cost  at  that 
time,  in  the  amount  of  $85,813.50.  Petitioner  also  received  ordinary 
fire  insurance  of  $20,000  for  the  building,  upon  the  basis  of  repro¬ 
duction  cost  less  depreciation  at  the  date  of  the  fire,  as  agreed  upon. 

The  warehouse  was  designated  by  petitioner  as  Warehouse  No.  4. 
It  was  of  so-called  balloon  construction,  consisting  of  galvanized 
iron  sidings,  tar  and  gravel  roof,  and  a  fire-wall  through  the  center. 
Its  capacity  was  2,156,485  cubic  feet,  accommodating  in  excess  of 
8,000  tons  of  baled  straw.  The  petitioner’s  remaining  warehouse 
had  a  capacity  of  approximately  5,000  tons  of  baled  straw. 

Immediately  after  the  fire  the  petitioner  proceeded  in  good  faith 
to  replace  the  building.  Because  of  war  restrictions,  petitioner  was 
unable  immediately  to  obtain  a  building  permit  and  materials.  The 
necessary  permit  was  obtained,  however,  about  the  1st  of  December, 
1918,  whereupon  materials  were  acquired  and  the  actual  work  of 
reconstruction  of  the  building  commenced.  The  warehouse  was  re¬ 
constructed  upon  the  ground  on  which  the  destroyed  warehouse  had 
been  located,  not  identically  as  the  old  one  but  in  four  units,  with  two 
fire- walls  instead  of  two  units  and  one  fire -wall  as  before.  The  actual 
work  of  reconstructing  the  first  two  units  was  commenced  early  in 
January,  1919,  and  the  work  of  reconstructing  the  last  two  units  and 
the  reconstruction  of  the  old  fire-wall  and  the  construction  of  the 
additional  fire- wall  was  commenced  early  in  November,  1919.  Func¬ 
tionally,  the  new  warehouse  replaced  the  old  one.  The  two  new 
units  first  constructed,  known  as  Nos.  2  and  7,  and  one  of  the  last 
units  were  of  the  same  construction  as  the  old  warehouse.  The 
fourth  unit  differed  from  the  others  only  in  that  its  sides  were 
covered  with  plaster  over  flaxlinum  keyboard,  but  its  cost  was  the 
same  as  the  other  units  of  identically  the  same  size  built  at  the 
same  time. 

The  actual  cost  of  the  four  new  units,  the  reconstructed  fire-wall, 
the  additional  fire-wall,  and  the  capacity  of  the  new  units  was  as 
follows : 


Description. 

Cost. 

Capacity 
(cubic  feet) . 

Warehouse  units  2  and  7 . __  . . . - . - 

$17, 993.  54 
16, 968.  06 
16, 997.  76 

1,294, 922 
650, 624 
650, 624 

W arehouse  unit  3 _ _ _ _ _ _ _ 

W arehouse  unit  5 . . . . . . 

TotaJ,  4  units  . . . . . . . 

51, 959.  36 
9,  376.  45 
11,  795.  97 

Fire  wall  4  (reconstruction)  . . . . 

Fire  wall  6  (new  construction)  . . . .  . . . . 

Total  units  and  walls . . . 

73, 133.  78 

682 


5  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(676) 


The  capacity  of  the  new  warehouse  was  greater  than  the  capacity 
of  the  old  warehouse,  but  the  restored  property,  to  the  extent  of 
83  per  cent  thereof,  effected  a  replacement  substantially  in  kind  and 
served  the  same  purpose  as  the  warehouse  which  had  been  destroyed. 

Reproduction  cost  of  the  destroyed  warehouse  at  the  prices  pre¬ 
vailing  in  January,  1919,  when  actual  reconstruction  of  the  new 
warehouse  was  commenced,  was  as  follows: 


Reproduction  cost _ $37,  549. 13 

Depreciation  to  that  date _  3,  003. 93 

Depreciated  value _ .' _  34,  545.  20 


The  second  two  units  of  the  new  warehouse  were  constructed  in 
the  months  of  October,  1919,  to  January,  1920.  The  reproduction 
cost  of  the  original  warehouse  in  the  latter  months  was  as  follows: 


Reproduction  cost _ $45,  446.  37 

Depreciation  _  3,  635.  71 

Depreciated  value _  41,  810.  66 


At  the  time  of  the  fire  the  petitioner  held,  among  others,  certain 
policies  of  insurance,  known  as  “use  and  occupancy  insurance,”  is¬ 
sued  by  nine  different  insurance  companies,  the  aggregate  face  amount 
of  which  use  and  occupancy  policies  was  $135,000.  These  use  and 
occupancy  policies  were  the  Minnesota  Standard  Fire  Insurance 
form  of  policy,  to  which  was  affixed  and  made  a  part  thereof,  a  rider, 
the  material  part  of  which  was  as  follows: 

The  conditions  of  this  contract  of  insurance  are  that  if  the  buildings  or  any 
part  thereof,  their  equipment  or  any  part  thereof,  or  the  contents  or  any  part 
thereof,  shall  be  so  destroyed  or  disabled  by  fire  occurring  during  the  term  of  this 
policy  as  to  entirely  prevent  the  assured  from  operating  or  carrying  on  busi¬ 
ness,  then  the  liability  of  this  company  shall  for  each  day  of  such  enforced 
idleness  be  at  the  rate  of  one  three-hundredth  (l/300th)  part  of  the  sum 
insured  for  each  working  day  during  the  period  of  such  idleness,  and  pro¬ 
portionately  for  partial  prevention  for  each  day  thereof. 

Loss,  if  any,  to  be  computed  from  the  day  of  occurrence  of  any  fire  to  the 
time  when  said  buildings,  equipment  or  contents  thereof  could,  with  ordinary 
diligence,  be  rebuilt,  repaired,  or  replaced,  and  not  limited  to  the  day  of  ex¬ 
piration  named  in  the  policy,  but  in  no  case  shall  the  company  be  liable  for 
any  sum  in  excess  of  the  amount  insured  by  this  policy.  Ascertainment  of  loss 
hereunder  shall  not  await  the  actual  rebuilding,  repairing  and  replacing  of  the 
property  or  restoration  of  the  business. 

This  policy  does  not  cover  loss  due  to  stoppage  of  dynamos,  motors  or  other 
apparatus  for  generating,  utilizing,  regulating  or  distributing  electric  current 
caused  by  defect  or  break  in  insulation  or  in  machinery,  or  by  electric  current, 
whether  artificial  or  natural. 

Permission  to  make  alterations,  improvements  and  repairs  to  any  building 
herein  described,  and  the  insurance,  if  any  hereunder,  on  such  building  is 
hereby  extended  and  made  to  cover  on  such  alterations,  improvements,  and 
repairs,  but  the  construction  of  additions  or  additional  stories  to,  or  a  genera] 
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remodeling  of,  any  building  herein  described,  shall  require  notice  to  this 
Company  and  shall  not  be  permitted  or  covered  by  this  policy,  unless  specifically 
included  by  endorsement  attached  hereto. 

One  of  the  nine  use  and  occupancy  policies  contained  these 
provisions : 

The  conditions  of  this  contract  of  insurance  are  that  if  the  buildings  or  any 
part  thereof,  their  equipment  or  any  part  thereof,  or  the  contents  or  any  part 
thereof,  shall  be  so  destroyed  or  disabled  by  fire  occurring  during  the  term  of 
this  policy  as  to  entirely  prevent  the  assured  from  operating  or  carrying  on 
business,  then  the  liability  of  this  Company  shall  for  each  day  of  such  enforced 
idleness  be  not  to  exceed  one  three-hundredth  (l-300th)  part  of  the  sum 
insured  for  each  working  day  during  the  period  of  such  idleness,  and 
proportionately  for  partial  prevention  for  each  day  thereof. 

The  word  “  day  ”  or  “  working  day  ”  as  used  in  this  contract  shall  be  held 
to  cover  a  period  of  twenty-four  (24)  hours. 

Loss,  if  any,  to  be  computed  from  the  day  of  the  occurrence  of  the  fire  to 
the  time  when  said  buildings,  equipment  or  contents  thereof,  could,  with  ordi¬ 
nary  diligence,  be  rebuilt,  repaired,  or  replaced,  and  not  limited  to  the  day  of 
expiration  named  in  the  policy,  but  in  no  case  shall  the  Company  be  liable 
for  any  sum  in  excess  of  the  amount  insured  by  this  policy.  Ascertainment 
of  loss  hereunder  shall  not  await  the  actual  rebuilding,  repairing  and  replacing 
of  the  property  or  restoration  of  the  business. 

As  soon  as  practicable  after  any  loss,  the  insured  shall  resume  complete 
or  partial  operation  of  the  property  herein  named,  or  shall  make  use  of  other 
property,  if  obtainable,  if  by  so  doing  the  amount  of  loss  hereunder  will  be 
reduced;  and  in  the  event  of  the  insured  continuing  business  (in  whole  or  in 
part)  at  some  other  location,  or  using  other  property  during  tne  time  occupied 
in  repairing  or  reconstructing  the  building  named  herein,  the  net  profits 
earned  at  the  new  location  shall  be  deducted  from  the  amount  that  under  the 
terms  of  this  policy  would  be  recoverable  by  the  insured. 

It  is  a  condition  of  this  insurance  that  the  assured  shall  not  be  entitled  to 
compensation  on  account  of  delay  which  may  be  occasioned  by  any  ordinance 
or  law  regulating  construction  or  repair  of  buildings,  or  by  the  suspension, 
lapse  or  cancellation  of  any  license,  or  for  any  other  consequential  damage. 

In  case  the  assured  and  this  Company  are  unable  to  agree  as  to  any  question 
affecting  the  amount  of  loss  under  this  policy,  the  same  shall  be  determined 
by  appraisers  in  the  manner  provided  by  the  policy  to  which  this  form  is  at¬ 
tached,  the  provisions  of  which  policy  shall  govern  in  all  matters  pertaining 
to  this  insurance,  except  as  herein  otherwise  provided. 

This  policy  does  not  cover  loss  due  to  stoppage  of  dynamos,  motors  or  other 
apparatus  for  generating,  utilizing,  regulating  or  distributing  electric  current 
caused  by  defect  or  break  in  insulation  or  in  machinery,  or  by  electric  current, 
whether  artificial  or  natural. 

Other  insurance  permitted. 

Permission  granted  to  operate  at  night  later  than  nine  (9)  o’clock  p.  m. 

Permission  granted  to  make  alterations,  improvements  and  repairs,  and  to 
construct  attached  and  communicating  additions  and  sheds  (which  do  not 
change  a  division  wall  or  fire  wall)  to  any  building  herein  described,  and  the 
insurance,  if  any  hereunder  on  such  building  is  hereby  made  to  cover  such 
alterations,  improvements,  repairs,  attached  and  communicating  additions  and 
sheds,  including  building  materials  and  supplies  therefor,  while  contained 
therein  or  on  the  premises  immediately  adjacent  thereto ;  but  any  change  in  a 
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division  wall  or  fire  wall,  the  removing  or  replacing  of  a  floor  structure  or 
wall,  or  the  construction  of  additional  stories  to  any  building  herein  described, 
shall  not  be  permitted  or  covered  by  this  policy,  unless  specifically  included 
by  endorsement  attached  hereto. 

Permission  granted  to  use  electricity  for  light,  heat  and  power  in  the  premises 
described  in  this  policy. 

Permission  granted  for  such  use  of  the  premises  as  is  usual  in  the  business 
of  assured  and  when  not  in  violation  of  any  law,  statute  or  municipal  re¬ 
striction,  to  keep  and  use  all  articles  and  materials  usual  to  said  business,  in 
such  quantities  as  the  exigencies  of  the  business  require. 

Lightning  Clause:  Except  as  provided  in  the  Electrical  Exemption  Clause 
above,  this  policy  shall  cover  any  direct  loss  or  damage  caused  by  Lightning 
(meaning  thereby  the  commonly  accepted  use  of  the  term  lightning,  and  in  no 
case  to  include  loss  or  damage  by  cyclone,  tornado  or  windstorm),  not  exceeding 
the  sum  insured,  nor  the  interest  of  the  insured  in  the  property,  and  subject 
in  all  other  respects  to  the  terms  and  conditions  of  this  Policy.  Provided,  how¬ 
ever,  if  there  shall  be  any  other  insurance  on  said  property  this  Company  shall 
be  liable  only  pro  rata  with  such  other  insurance  for  any  direct  loss  by  light¬ 
ning,  whether  such  other  insurance  be  against  direct  loss  by  lightning  or  not. 

Section  3318,  Minn.  Gen.  Stats.  1913,  prescribes  the  Standard  Fire 
Insurance  policy  for  use  in  that  State.  This  section  also  provides, 
inter  alia ,  that  the  fire  insurance  policy  may  contain  “  printed  forms 
for  insurance  against  loss  of  rents  and  rental  values,  leaseholds  of 
buildings,  use  and  occupancy,”  and  losses  caused  by  change  of 
temperature. 

The  insurance  adjusters  spent  considerable  time  investigating  the 
flax  industry  and  the  operations  of  the  petitioner’s  plant  in  order 
to  be  able  properly  to  determine  the  amount  to  which  the  petitioner 
was  entitled  for  use  and  occupancy  of  the  property  destroyed.  They 
found  the  number  of  tons  of  straw  the  petitioner  had  on  hand  and 
that  the  daily  consumption  of  the  plant  was  40  tons  of  straw.  From 
this  and  other  facts  obtained  by  them  they  determined  the  period 
of  time  the  plant  would  continue  operations  and  the  extent  to  which 
operations  would  suffer  as  a  result  of  the  destruction  of  the  building 
and  its  contents.  Thereafter,  the  insurance  companies  and  the  peti¬ 
tioner  agreed  upon  a  total  of  $80,000.10  under  all  of  the  use  and 
occupancy  policies.  The  insurance  companies  were  aware  of  the  fact 
that  petitioner,  by  resorting  to  the  methods  hereinbefore  mentioned, 
would  probably  continue  total  or  partial  operations  for  some  time  to 
come,  but  they  were  satisfied  from  their  investigation  that,  although 
the  effect  of  the  loss  might  be  postponed,  it  would  ultimately  be  sus¬ 
tained  through  increased  prices  for  cured  or  green  straw,  additional 
expense  of  curing,  or  as  a  result  of  inability  to  obtain  a  proper 
supply. 

One  three-hundredth  of  the  $135,000,  the  aggregate  amount  of  the 
policies,  the  per  diem  rate  provided  in  each  of  the  policies,  equals 
$450.  The  insurance  adjusters  set  forth,  in  their  proofs  of  loss,  the 
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loss  or  damage  as  agreed  upon  with  the  petitioner  in  the  following 
amounts : 


151  days  total  inoperation  at  $450  per  day _ $67,  950.  00 

1  26  days  partial  inoperation  (0.606) - -  7,090.20 

33  days  partial  inoperation  (0.334) -  4,959.90 


80,  000. 10 

The  ordinary  fire  insurance  for  the  building  and  straw  was  agreed 
upon  soon  after  the  fire  and  adjustment  of  the  amount  of  the  use  and 
occupancy  insurance  was  concluded  on  August  31,  1918.  The  total 
insurance  was  received  by  the  petitioner  in  September,  1918. 

The  use  and  occupancy  policies  were  written  by  the  following 
companies  in  the  amounts  stated,  and  each  company  paid  the  amount 
shown  in  the  following  schedule. 


Policy 

No. 

Expiration. 

Name  of  company. 

Insured. 

Paid. 

204130 

Jan. 

9, 1919 

Aetna  (Connecticut) . . . ' . 

$37,  500.  00 

$22,  222.  24 

116509 

May  16,1919 

Commercial  Union  (England) . . . .. 

10,  000.00 

5, 925.  94 

273626 

Feb. 

1,1919 

General  Fire  (France) _  . _ 

5,  000.  00 

2,  962.  97 

32814 

Jan. 

8, 1919 

Ifiverpool  &  London  &  Globe  (England)... . 

17, 500.  00 

10, 370.  35 

5849 

Jan. 

9, 1919 

Massachusetts  F.  &  M.  (Massachusetts) . 

5,  000.  00 

2, 962.  97 

7639 

Jan. 

9, 1919 

Pennsylvania  Fire  (Pennsylvania) _ _ _ 

10,  000.  00 

5,  925.  94 

1103369 

Jan. 

2;,  1919 

Phoenix  (England) _ _ _ _ _ 

15.  000.  00 

8,888.91 

17548 

Jan. 

9, 1919 

Rochester  Ger.  Unds.  (New  York).. . 

25,  000.  00 

14,  814.  84 

10928 

Feb. 

2, 1919 

Springfield  F.  &  M.  (Massachusetts) . . . 

10,  000.  00 

5,  925. 10 

Total . . . . . . 

135,  000.  00 

80,  000. 10 

OPINION. 

Littleton:  The  Commissioner  included  the  total  of  the  use  and 
occupancy  insurance,  amounting  to  $80,000.10,  in  the  petitioner’s 
gross  income  for  1918,  and  contends  that  his  action  in  this  regard 
should  be  approved  for  the  reason  that  the  use  and  occupancy  policies 
insured  profits  prevented  by  the  fire.  On  the  other  hand,  the  peti¬ 
tioner  contends  that  the  use  and  occupancy  insurance  wTas  per  diem 
compensation,  that  is,  a  fixed  sum  for  each  day  of  enforced  idleness 
and  proportionately  for  partial  idleness,  and  that  the  settlements 
between  the  insurers  and  the  insured  were  on  that  basis ;  that  neither 
the  policies  nor  the  settlement  were  upon  the  basis  of  profits  pre¬ 
vented;  that  no  part  of  the  $80,000.10  was  taxable  income  for  1918  as 
there  was  no  enforced  idleness,  either  total  or  partial,  during  that 
year,  and  that  the  difference  between  the  amount  expended  to  restore 
the  building  and  the  reserve  supply  of  cured  straw  should  not  be 
treated  as  income  for  the  calendar  year  1918  but  should  be  allocated 
to  the  calendar  years  1919  and  1920. 

Section  3318,  Minn.  Gen.  Stats.,  1913,  prescribes  a  standard  form 
of  insurance  policy  and  expressly  authorizes  use  and  occupancy 
insurance  to  be  inserted  In  such  standard  form  of  policy,  but  forbids 
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the  inclusion  of  any  clause  not  so  authorized.  The  use  and  occupancy 
insurance  in  question  was  written  in  that  manner,  the  provisions 
having  been  made  a  part  of  each  policy  as  a  rider.  The  statute  does 
not  specifically  authorize  insurance  against  profits  prevented.  The 
use  of  the  standard  form  of  policy  is  compulsory.  With  such  changes 
as  are  specifically  authorized  by  statute,  it  is  the  only  form  of  insur¬ 
ance  contract  which  may  lawfully  be  used  in  the  State.  Heim  v. 
American  Alliance  Ins.  Go .,  147  Minn.  283;  180  N.  W.  225;  Brecher 
Furniture  Co.  v.  Firemen's  Ins.  Co.,  154  Minn.  446;  191  N.  W.  912. 

The  Board  is  of  the  opinion  from  the  evidence  that  this  proceed¬ 
ing,  as  far  as  it  relates  to  the  nature  of  the  use  and  occupancy  policy 
is  the  same  as  that  in  the  Appeal  of  Piedmont-Mt.  Airy  Guano  Co., 
3  B.  T.  A.  1009,  and  that  such  of  the  amount  of  the  use  and  occti- 
pancy  insurance  money  as  is  equal  to  the  amount  actually  expended 
by  the  petitioner  to  replace  the  warehouse  destroyed  by  fire  without 
added  capacity  or  other  elements  of  additional  value  and  the  amount 
expended  to  replace  the  contents  thereof,  in  excess  of  the  ordinary 
fire  insurance  collected  thereon,  should  be  deducted  from  the  amount 
received  as  use  and  occupancy  insurance.  See  Appeal  of  Cotton 
Concentration  Co.,  4  B.  T.  A.  121. 

Section  234  (a)  (14)  of  the  Revenue  Act  of  1921  provides  as 
follows : 

If  property  is  compulsorily  or  involuntarily  converted  into  cash  or  its 
equivalent  as  a  result  of  (A)  its  destruction  in  whole  or  in  part,  *  *  *; 
and  if  the  taxpayer  proceeds  forthwith  in  good  faith,  under  regulations  pre¬ 
scribed  by  the  Commissioner  with  the  approval  of  the  Secretary,  to  expend  the 
proceeds  of  such  conversion  in  the  acquisition  of  other  property  of  a  character 
similar  or  related  in  service  or  use  to  the  property  so  converted,  *  *  *  or 

in  the  establishment  of  a  replacement  fund,  then  there  shall  be  allowed  as  a 
deduction  such  portion  of  the  gain  derived  as  the  portion  of  the  proceeds  so 
expended  bears  to  the  entire  proceeds.  The  provisions  of  this  paragraph  pre¬ 
scribing  the  conditions  under  which  a  deduction  may  be  taken  in  respect  of 
the  proceeds  or  gains  derived  from  the  compulsory  or  involuntary  conversion 
of  property  into  cash  or  its  equivalent,  shall  apply  so  far  as  may  be  prac¬ 
ticable  to  the  exemption  or  exclusion  of  such  proceeds  or  gains  from  gross* 
income  under  prior  income,  war-profits  and  excess-profits  tax  Acts. 

Article  49  of  Regulations  45,  relative  to  the  situation  covered  by 
the  above  section,  is  in  part  as  follows : 

In  the  case  of  property  which  has  been  lost  or  destroyed  in  whole  or  in  part 
through  fire,  *  *  *  the  amount  received  by  the  owner  as  compensation 

for  the  property  may  show  an  excess  over  the  value  of  the  property  on  March 
1,  1913,  or  over  its  cost,  if  it  was  acquired  on  or  after  that  date  (after  making 
proper  provision  in  either  case  for  depreciation  to  the  date  of  the  loss,  damage, 
or  transfer).  The  transaction  is  not  regarded  as  completed  at  this  stage, 
however,  if  the  taxpayer  proceeds  immediately  in  good  faith  to  replace  the 
property,  or  if  he  makes  application  to  establish  a  replacement  fund  as  pro¬ 
vided  in  the  following  article.  In  such  a  case  the  gain,  if  any,  is  measured 
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by  the  excess  of  the  amount  received  over  the  amount  actually  and  reasonably 
expended  to  replace  or  restore  the  property  substantially  in  kind,  exclusive  of 
any  expenditures  for  additions  or  betterments.  The  new  or  restored  property 
effects  a  replacement  in  kind  only  to  the  extent  that  it  serves  the  same  pur¬ 
pose!  as  the  property  which  it  replaces  without  added  capacity  or  other  element 
of  additional  value.  *  *  * 

Applying  the  provisions  of  section  234  (a)  (14)  and  the  Regula¬ 
tions  as  construed  in  the  Appeal  of  Cotton  Concentration  Co ., 
supra ,  we  find  that  the  petitioner  expended  $73,133.78  for  the  four 
units  of  the  new  warehouse,  the  replacement  of  the  old  fire-wall, 
and  the  construction  of  the  additional  fire-wall  as  follows: 


For  the  four  warehouse  units,  Nos.  2,  3,  5  and  7 - $51, 959.  36 

For  the  reconstruction  of  the  old  fire-wall  (No.  4) —  9,376.45 

For  the  construction  of  the  additional  fire-wall 

(No.  6) _  11,797.97 

Total _  73, 133.  78 


From  the  above  sum  there  should  be  eliminated  the  cost  of  the 
added  capacity  of  the  new  warehouse  and  the  cost  of  the  additional 
fire-wall.  The  capacity  of  the  old  warehouse  was  83  per  cent  of 
the  capacity  of  the  new,  and  that  percentage  of  the  cost  of  the  new 
units  is  $43,126.26.  Eliminating  the  additional  fire-wall  costing 
$11,797.97,  and  including  the  old  fire  wall  replaced  at  a  cost  of 
$9,376.45,  we  have  a  total  of  $52,502.71  of  the  warehouse  replacement 
cost  compensable  out  of  the  total  insurance  received.  There  was 
ordinary  fire  insurance  on  the  destroyed  warehouse  in  the  amount 
of  $20,000,  leaving  $32,502.71  of  the  warehouse  replacement  cost 
compensable  out  of  the  use  and  occupancy  insurance. 

What  has  been  said  relative  to  the  replacement  of  the  destroyed 
warehouse  applies  also  to  the  replacement  of  its  contents,  and  such 
amount  of  the  use  and  occupancy  as  is  equal  to  the  additional  cost  of 
replacing  the  petitioner’s  reserve  of  cured  straw,  that  is,  the  excess 
of  the  ordinary  fire  insurance  collected  thereon,  should  be  deducted 
from  the  use  and  occupancy  insurance. 

There  were  destroyed  6,601  tons  of  straw  for  which  the  petitioner 
received  on  its  ordinary  fire  insurance  policies  sums  aggregating 
$85,813.50,  which  was  at  the  rate  of  $13  per  ton.  Immediately  after 
the  fire  the  petitioner  began  efforts  to  restore  its  reserve  of  straw  but 
was  unable  to  do  so  until  the  crop  year  commencing  September  1, 
1919.  It  was  unable  to  recoup  any  of  the  reserve  out  of  the  1918 
crop.  The  average  cost  to  the  petitioner  of  the  straw  purchased  from 
the  1919  crop  was  $17,223  per  ton.  The  increased  cost  was  the  dif¬ 
ference  between  $13  and  $17,223  or  $4,223  per  ton,  which,  on  6,601 
tons,  equals  $27,876.02.  That  amount  of  the  use  and  occupancy  in¬ 
surance  money  should  not  therefore  be  regarded  as  taxable  gain,  but 
should  be  allocated  to  the  cost  of  restoring  the  straw. 


688 


5  U.  S.  BOARD.  OF  TAX  APPEALS  REPORTS. 


(676) 


The  petitioner  further  contends  that  the  remainder  of  the  use  and 
occupancy  insurance,  amounting  to  $19,621.37,  should  be  deferred 
or  allocated  proportionately  to  the  calendar  years  1919  and  1920, 
in  which  it  is  claimed  occurred  the  interruption  of  operations  which 
the  insurance  was  intended  to  compensate.  This  contention  might 
have  weight  if  the  $80,000.10  represented  reimbursements  for  profits 
prevented,  as  was  the  situation  in  the  Appeal  of  International  Boiler 
Works  Co.,  3  B.  T.  A.  283,  but  we  have  already  held  that  under 
these  policies  the  thing  insured  was  not  the  possibility  of  profits 
or  losses,  nor  profits  which  might  be  earned  during  1918  or  any 
future  time,  but  the  amount  paid  represented  compensation  to  the 
petitioner  for  the  right  to  use  and  enjoy  the  property  for  any 
purpose  to  which  the  company  might  be  able  to  devote  it;  the  sum 
of  the  ordinary  fire  insurance  and  the  use  and  occupancy  insurance 
represented  nothing  more  than  compensation  for  loss  of  the  useful 
value  of  the  building  and  its  contents  to  the  petitioner  in  its  business. 
In  these  circumstances,  we  do  not  find  merit  in  the  petitioner’s  claim 
that  a  portion  of  the  amount  received  in  final  settlement  in  1918 
over  the  amount  required  to  replace  the  physical  property  should 
be  spread  over  subsequent  years.  Section  213  (a)  of  the  Revenue 
Act  of  1918  provides  that  the  term  “  gross  income  ”  includes,  among 
other  items,  “  gains  or  profits  and  income  derived  from  any  source 
whatever,”  and  that  “  the  amount  of  all  such  items  shall  be  included 
in  the  gross  income  for  the  taxable  year  in  which  received  by  the 
taxpayer,  unless,  under  methods  of  accounting  permitted  under  sub¬ 
division  (b)  of  section  212,  any  such  amounts  are  to  be  properly 
accounted  for  as  of  a  different  period.”  Section  212  (b)  provides  that 
the  net  income  shall  be  computed  upon  the  basis  of  the  taxpayer’s 
annual  accounting  period  in  accordance  with  the  method  of  account¬ 
ing  regularly  employed  in  keeping  the  books  of  the  taxpayer,  but 
if  the  method  employed  does  not  clearly  reflect  the  income,  the 
computation  shall  be  made  upon  such  basis  and  in  such  manner  as  in 
the  opinion  of  the  Commissioner  does  clearly  reflect  the  income. 
The  petitioner  regularly  employed  the  accrual  method  of  accounting 
in  keeping  its  books  and,  in  the  opinion  of  the  Board,  such  method 
clearly  reflected  the  income.  We  are  not  warranted,  therefore,  under 
the  statutes  in  adopting  the  method  of  computing  income  for  1918 
which  will  exclude  therefrom  the  amount  of  insurance  received 
and  allocate  same  to  subsequent  years.  The  statute  contemplates 
that  items  of  income  and  deductions  shall  be  treated  consistently. 
Had  the  property  destroyed  in  1918  not  been  insured,  a  loss  would 
have  been  sustained  which  could  not  under  the  Revenue  Act  of  1918 
have  been  accounted  for  as  of  a  different  taxable  year,  and,  since 
it  can  not  be  said  that  the  method  of  accounting  employed  did  not 
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clearly  reflect  the  income,  we  must  hold  that  the  excess  of  the 
insurance  over  the  amount  required  to  restore  the  property  was  in¬ 
come  in  1918.  This  was  no  less  income  in  1918  because  received 
in  the  form  of  insurance  than  it  would  have  been  had  it  resulted 
from  a  voluntary  sale  of  property  for  an  amount  in  excess  of  the 
cost  or  March  1,  1913,  value  thereof. 

Judgment  will  be  entered  on  15  days ’  notice, 
under  Rule  50. 

Phillips  concurs  in  the  result  only. 


Appeal  of  Levine  Brothers  Co.,  Inc. 

Docket  No.  6832.  Promulgated  November  30,  1926. 

* 

1.  The  Board  will  not  consider  questions  of  administrative  policy 
and  procedure.  Appeal  of  Cleveland  Home  Brewing  Co.,  1  B.  T. 

A.  87. 

2.  Accelerated  depreciation  of  machinery  allowed. 

3.  Reduction  of  surplus  in  the  computation  of  invested  capital 
upon  payment  of  additional  taxes  for  preceding  year  sustained. 

4.  The  reduction  of  current  earnings  by  a  tentative  tax  to 
determine  the  amount  of  such  earnings  available  for  the  retire¬ 
ment  of  capital  stock  disallowed.  Appeal  of  L.  S.  Ayers  &  Co., 

1  B.  T.  A.  1135. 

5.  Evidence  of  loss  of  useful  value  held  sufficient  to  sustain 
claimed  deduction. 

Benjamin  Mahler ,  Esq.,  for  the  petitioner. 

M.  N.  Fisher ,  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  a  deficiency  of 
$1,972.08  in  income  and  profits  tax  for  1918.  The  deficiency  arises 
from  the  Commissioner’s  refusal  to  allow  more  than  a  10  per  cent 
rate  of  depreciation  on  machinery,  and  from  adjustments  in  invested 
capital  which  petitioner  contends  were  erroneous.  The  petitioner 
presents  in  addition  the  question  of  loss  of  useful  value  as  to  certain 
machines. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  New  York  corporation,  located  at  32  South 
9th  Street,  Brooklyn,  and  is  engaged  in  the  manufacture  and  sale 
of  candy. 

Levine  Brothers  Co.,  Inc.,  was  incorporated  in  Juty,  1908,  suc¬ 
ceeding  a  partnership  operating  under  the  trade  name  of  Levine 
Bros.  The  entire  capital  stock  of  the  corporation,  amounting  to 
$25,000,  was  issued  for  the  assets  of  the  partnership.  Up  to  and 
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including  June  30,  1912,  the  corporate  accounts  were  kept  on  a 
fiscal  year  basis.  In  1912  the  petitioner  changed  to  a  calendar 
year  basis,  the  books  being  closed  on  June  30  and  also  on  December 
31.  Thereafter  the  books  were  kept  on  a  calendar  year  basis. 

In  June,  1913,  the  corporation  increased  the  capital  stock  out¬ 
standing  from  $25,000  to  $200,000  by  the  declaration  of  a  dividend  of 
$39,000,  by  subscription  of  additional  stock  amounting  to  $16,000, 
and  by  setting  up  a  value  for  good  will  of  $120,000. 

Prior  to  March  1,  1918,  the  petitioner  manufactured  and  sold  its 
own  products.  On  that  date,  the  Elbee  Chocolate  Co.  was  or¬ 
ganized  to  take  over  the  manufacturing  part  of  the  petitioner’s  busi¬ 
ness.  Practically  all  of  the  assets  of  the  petitioner  were  transferred 
to  the  Elbee  Company  for  stock,  the  petitioner  thereafter  handling 
only  the  selling  and  distribution.  On  or  about  April  1,  1918,  the 
Sterling  Chocolate  Co.  was  organized  to  manufacture  solid  chocolate 
for  the  Elbee  Company.  Prior  to  the  organization  of  the  latter  com¬ 
pany,  the  petitioner  bought  solid  chocolate  on  the  open  market. 
The  stock  of  all  three  companies  was  owned  by  the  same  stockhold¬ 
ers  and  in  the  same  proportion. 

At  the  incorporation  of  the  Elbee  Company,  the  petitioner  turned 
over  the  machinery  to  the  former.  The  petitioner’s  machinery  ac¬ 
count  on  December  31,  1917,  was  $61,806.45;  on  March  1,  1918,  it 
was  $63,300.35;  and  on  December  31,  1918,  the  machinery  account  of 
the  Elbee  Company  was  $75,567.33.  The  machinery  purchased  for 
the  Sterling  Company  to  manufacture  solid  chocolate  was  almost  all 
new.  The  machinery  account  of  the  Sterling  Company  at  Decem¬ 
ber  31,  1918,  was  $33,582.47. 

Included  in  the  new  machines  purchased  for  the  Sterling  Com¬ 
pany  was  a  Woodburn  Cocoa  Mill  costing  $1,200,  a  Bausman  Disc 
Reducer  and  Refiner  costing  $3,960,  and  a  cocoa  press  costing  $5,500. 
These  machines  were  purchased  to  make  powdered  cocoa.  A  choco¬ 
late  wrapper  costing  $2,800,  which  was  used  to  wrap  chocolate 
almond  bars,  was  also  purchased. 

After  the  signing  of  the  Armistice,  the  price  of  cocoa  dropped 
from  about  30  cents  to  3  cents  per  pound.  The  petitioner  could  not 
produce  powdered  cocoa  at  such  prices  in  competition  with  larger 
concerns,  so  it  discontinued  the  manufacture  thereof  and  the  use  of 
the  above  machines  in  the  latter  part  of  1918.  The  manufacture  of 
the  chocolate  almond  bar  also  had  to  be  dropped  in  1918  because  of 
competition  and  the  machine  for  wrapping  it  was  no  longer  used. 
These  four  machines  were  offered  for  sale  in  1918  and  have  been 
repeatedly  offered  since,  but  without  success.  The  machines,  as  of 
December  31,  1918,  were  worth  but  10  per  cent  of  their  cost. 

During  1918  the  Elbee  Company  worked  a  double  shift  until  some 
time  in  November.  The  regular  shift  worked  48  hours  per  week. 
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The  extra  shift  worked  until  10 :30  p.  m.,  the  total  overtime  amount¬ 
ing  to  30  hours  per  week.  The  daily  operation  of  the  machinery  con¬ 
tinued  without  interruption  upon  the  transfer  of  assets  from  the 
petitioner  to  the  Elbee  Company.  Begining  in  April  the  Sterling 
Company  operated  the  same  hours  and  shifts  as  the  Elbee  Company. 

Labor  conditions  during  1918  necessitated  the  employment  of  un¬ 
skilled  and  inexperienced  help.  The  machinery  did  not  receive  the 
proper  care  for  the  most  efficient  operation.  The  employees  were 
shifting  constantly  and  conditions  were  unsettled.  Cases  of  sabotage 
resulted  in  gears,  spokes  and  other  parts  of  the  machinery  being 
broken. 

The  machinery  was  made  to  handle  powdered  sugar  but,  due  to 
war  conditions,  brown  sugar  was  substituted  and  substitutes  for 
other  ingredients  had  to  be  used.  The  additional  strain  resulted  in 
excessive  depreciation  of  the  machinery.  The  rate  of  depreciation 
of  the  machinery  for  1918  was  15  per  cent. 

During  1917  or  prior  thereto  the  petitioner,  in  order  to  secure  a 
distributor  for  its  products,  made  certain  advances  to  A.  Strauch 
&  Co.,  amounting  to  about  $10,000.  These  advances  were  secured 
by  shares  of  stock  of  Strauch  &  Company,  which  were  later  ex¬ 
changed  for  notes.  The  date  of  this  exchange  is  unknown,  but  it 
occurred  prior  to  January  1,  1918.  On  that  date  $5,100  was  still 
due  and  unpaid  on  the  notes.  By  March  1,  1918,  the  notes  had  been 
satisfied.  The  Commissioner  adjusted  invested  capital  on  the  theory 
that  the  petitioner  held  stock  of  Strauch  &  Company  which  was 
an  inadmissible  asset. 

For  1911,  1912  and  1913,  Levine  Brothers,  Inc.,  returned  income 
as  follows: 


1911  _ $3,507.59 

1912  _  13,594.81 

1913  _  24,973.70 


The  Commissioner  reduced  the  income  for  1911  and  1912  by  $447.60 
and  $467.60,  respectively. 

In  1921  the  petitioner  paid  an  additional  tax  of  $1,235.33  for  the 
year  1917,  as  a  result  of  which  the  Commissioner  reduced  surplus 
in  computing  invested  capital  for  the  year  1918. 

On  March  1,  1918,  the  petitioner  retired  $150,000  of  its  capital 
stock.  The  Commissioner  determined  that  there  were  earnings  of 
$9,432.33  available  for  the  retirement  of  such  stock,  after  having 
first  deducted  an  estimated  tax  of  $10,833,  and  reduced  the  surplus 
accordingly. 

OPINION. 

Morris  :  The  first  assignment  is  that  the  “  Commissioner  erred  in 
not  stating  in  his  communication  of  July  16,  1925,  the  details  of  the 
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deficiency  but  incorporating  them  by  reference  to  prior  communica¬ 
tions  not  part  of  the  deficiency  letter.”  This  question  is  one  of 
administrative  policy  and  procedure  within  the  Internal  Revenue 
Bureau.  We  have  said  in  connection  therewith,  in  Appeal  of  Cleve¬ 
land  Home  Brewing  Co .,  1  B.  T.  A.  87,  91: 

It  is  no  part  of  the  duty  of  this  Board,  nor  has  it  the  right,  to  decide  in  any 
manner  questions  of  policy  in  the  administration  of  the  office  of  the 
Commissioner. 

See  also  Appeal  of  Clois  L.  Greene ,  2  B.  T.  A.  148;  Appeal  of 
Southern  California  Loan  Association,  4  B.  T.  A.  223. 

The  petitioner  withdrew  the  second  assignment  of  error  that 
the  Commissioner  erred  in  disallowing  the  deduction  of  legal  ex¬ 
pense  in  the  sum  of  $130.36. 

The  next  question  presented  is  the  proper  rate  of  depreciation 
to  be  applied  to  the  petitioner’s  machinery,  the  Commissioner  hav¬ 
ing  allowed  a  rate  of  10  per  cent.  The  testimony  shows  that  the 
machinery  was  used  overtime  during  the  greater  part  of  the  year, 
that  much  additional  strain  was  placed  on  the  machinery  due  to 
substitutes  which  had  to  be  used,  and  that  labor  conditions  were 
such  that  inexperienced  workers  and  unskilled  labor  had  to  be 
used  in  order  to  operate  the  machines.  In  view  of  these  facts, 
we  are  of  the  opinion  that  15  per  cent,  as  claimed  by  petitioner, 
is  a  reasonable  rate  for  depreciation. 

The  next  allegation  of  error  relates  to  the  reduction  of  invested 
capital  for  the  j^ear  1918  by  reason  of  additional  taxes  paid  for 
1917.  Since  the  filing  of  this  appeal  the  Revenue  Act  of  1926  has 
been  passed  by  Congress.  Section  1207  of  that  Act  approves  the 
regulations  of  the  Commissioner  applicable  to  reducing  invested 
capital  on  account  of  the  payment  of  additional  taxes  for  a  pre¬ 
ceding  year.  See  Appeal  of  Russel  Wheel  &  Foundry  Co., 

3  B.  T.  A.  1168;  Appeal  of  Hutchins  Lumber  &  Storage  Co., 

4  B.  T.  A.  705;  Appeal  of  Manville  Jenches  Co.,  4  B.  T.  A.  765. 

The  fifth  error  assigned  is  the  reduction  of  invested  capital  on 

account  of  inadmissible  assets.  The  Commissioner’s  action  was  ap¬ 
parently  based  on  an  understanding  that  during  the  taxable  year 
the  petitioner  owned  stock  of  Strauch  &  Company.  The  evidence 
shows,  however,  that  advances  were  made  to  Strauch  &  Company 
and  that  shares  of  stock  of  that  company  were  held  as  security  for 
the  loan,  but  prior  to  January  1,  1918,  these  shares  were  exchanged 
for  notes,  and  on  that  date  the  petitioner  held  notes  amounting  to 
$5,100.  The  Commissioner  was  therefore  in  error  in  reducing  in¬ 
vested  capital  on  account  of  inadmissible  assets. 

The  next  question,  namely,  the  correctness  of  the  Commissioner's 
action  in  reducing  current  earnings  by  a  tentative  tax  to  determine 
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the  amount  of  such  earnings  available  for  the  retirement  of  capital 
stock,  has  already  been  decided  adversely  to  the  Commissioner. 
Appeal  of  L.  S.  Ayers  &  Co.,  1  B.  T.  A.  1135;  Appeal  of  Hutchins 
Lumber  &  Storage  Co.,  supra.  Upon  the  authority  of  these  de¬ 
cisions  we  must  hold  that  the  Commissioner’s  action  in  this  respect 
is  in  error. 

The  seventh  assignment  of  error  is  the  reduction  of  net  income 
for  the  prewar  years  1911  and  1912.  The  Commissioner  admitted 
the  reduction  of  income  for  the  two  years  but  denied  reducing 
them  without  cause.  Petitioner  offered  no  evidence  whatsoever 
other  than  the  net  income  returned  and  the  reduction  sustained. 
In  the  absence  of  proof  of  error  the  reduction  must  be  sustained. 

The  final  assignment  of  error,  which  was  presented  by  an  amend¬ 
ment  to  the  original  petition,  relates  to  the  allowance  of  a  loss  of 
useful  value  on  four  machines  which  were  purchased  in  1918  and 
discarded  prior  to  the  close  of  that  year.  These  machines,  purchased 
and  installed  by  the  petitioner  to  manufacture  cocoa  and  wrap  choc¬ 
olate  almond  bars  were,  with  the  exception  of  the  wrapping  machine, 
in  use  at  a  time  when  the  trade  was  clamoring  for  powdered  cocoa. 
The  Sterling  Company  was  able  to  manufacture  powdered  cocoa 
because  the  process  was  the  same  as  in  the  manufacture  of  solid  choco¬ 
late  up  to  a  certain  step.  In  1918  the  demand  was  exceptionally 
good  and  the  price  was  high,  being  about  30  cents  per  pound.  The 
same  general  conditions  existed  as  to  the  almond  bars  which  peti¬ 
tioner  attempted  to  place  on  the  market.  But  after  the  Armistice 
the  demand  practically  ceased,  stocks  available  for  distribution  were 
large,  and  the  price  fell  to  about  3  cents  per  pound.  Only  the  larger 
manufacturers  were  able  to  produce  powdered  cocoa  at  such  prices. 
Many  concerns  placed  their  machinery  on  the  market  for  sale.  Peti¬ 
tioner  has  repeatedly  offered  its  machines  for  sale  but  has  not  been 
able  to  secure  an  offer  at  any  price.  As  to  the  wrapping  machine, 
the  manufacturer  failed  to  ship  it  to  petitioner  in  time  for  more 
than  a  week  or  so  of  use  before  the  drop  in  prices  made  the  manu¬ 
facture  of  almond  bars  prohibitive.  The  petitioner  has  been  ready 
and  willing  at  all  times  since  1918  to  sell  the  machines  for  one-tenth 
of  their  original  cost,  but  has  been  unable  to  sell  them.  The  machines 
have  been  idle  and  of  no  use  since  1918.  On  these  facts,  we  are  con¬ 
vinced  that  the  petitioner  is  entitled  to  deduct  the  difference  between 
the  cost  of  these  machines  and  the  salvage  value  thereof,  which  is  10 
per  cent  of  such  cost,  in  its  1918  return.  Appeal  of  Automatic 
Transportation  Co.,  3  B.  T.  A.  505. 

Judgment  will  be  entered  on  15  days ’  notice , 
under  Rule  50. 
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Appeal  of  Edward  P.  Mertz. 

Docket  No.  5695.  Promulgated  November  30,  1926. 

1.  The  amount  of  the  deductible  loss  on  the  sale  of  a  business 
determined  from  the  evidence. 

2.  The  value  of  real  estate  as  of  March  1,  1913,  determined. 

George  E.  H.  Goodner ,  Esq.,  for  the  petitioner. 

F.  O.  Graves ,  Esq.,  and  W.  Frank  Gibbs,  Esq.,  for  the  Commis¬ 
sioner. 

This  appeal  involves  a  deficiency  in  income  tax  for  1920  in  the 
amount  of  $15,591.58,  and  for  1921  in  the  amount  of  $481.60. 

There  are  two  questions  involved:  (1)  The  amount  of  the  loss,  if 
any,  sustained  by  the  petitioner  in  1920  on  the  sale  of  his  business; 
and  (2)  the  amount  of  the  profit  realized  in  1921  on  the  sale  of  real 
estate. 

FINDINGS  OF  FACT. 

In  1904  the  petitioner,  with  other  persons,  organized  a  corporation 
known  as  the  Orrine  Company,  having  its  principal  place  of  busi¬ 
ness  in  the  District  of  Columbia,  for  the  purpose  of  manufacturing 
and  selling  a  proprietary  medicine  designed  for  the  cure  of  alcohol¬ 
ism.  Prior  to  1917  petitioner  acquired  all  of  the  stock  of  the  cor¬ 
poration  except  qualifying  shares.  The  principal  asset  of  the  com¬ 
pany  was  the  formula  for  the  manufacture  of  Orrine.  There  was 
a  ready  sale  for  the  product  and  the  net  profits,  for  more  than  five 
years  prior  to  1917,  were  from  $20,000  to  $25,000  per  annum. 

The  Orrine  Company  had  tangible  assets,  including  land,  furni¬ 
ture  and  fixtures,  cash  and  accounts  receivable,  which  at  no  time  ex¬ 
ceeded  $15,000  in  value. 

The  petitioner,  on  December  31,  1917,  surrendered  all  the  stock 
for  cancellation  and  received  all  the  assets  of  the  company.  From 
that  date  he  carried  on  the  business  in  his  individual  capacity.  The 
petitioner  after  paying  expenses  took  out  the  profits  of  the  business 
each  month  as  they  were  earned.  The  business,  including  all  assets 
then  on  hand,  was  sold  by  the  petitioner  in  1920  for  $3,000  to  Nixon, 
his  son-in-law,  who  was  then  the  manager  of  the  business  and  who 
had  been  such  for  a  number  of  years.  The  intangible  assets,  includ¬ 
ing  the  formula,  had  a  value  in  1917,  when  the  petitioner  received 
them  in  liquidation,  of  $30,000. 

The  petitioner  in  1905  acquired  real  estate  with  the  improvements 
thereon  at  1144  and  1146  Fifteenth  Street,  N.  W.,  Washington,  D.  C. 
On  March  1,  1913,  the  value  of  the  property  was  greater  than  the 
cost.  The  value  of  this  property,  consisting  of  both  the  building 
and  the  lot  upon  which  it  was  situated,  on  March  1,  1913,  was 
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$25,000.  The  value  of  the  land  was  $12,500  and  the  value  of  the 
improvements  thereon  was  $12,500. 

The  petitioner  sold  the  property,  including  the  improvements,  in 
1921  for  $34,820  net.  The  improvements  located  on  the  said  real 
estate  suffered  exhaustion,  wear  and  tear  at  the  rate  of  2  per  cent 
per  annum. 

OPINION. 

Trammell  :  The  petitioner  having  received  the  assets  in  liquida¬ 
tion  of  the  corporation  in  December,  1917,  the  value  thereof  at 
that  time  represents  cost  to  him  on  the  subsequent  sale  wdiich 
occurred  in  1920.  The  principal  value  of  the  business  was  in  the 
trade  name  and  the  formula. 

There  was  some  testimony  as  to  an  offer  of  $100,000  for  the  busi¬ 
ness  in  1915,  but  this  testimony  was  indefinite  and  uncertain,  the 
name  of  the  person  who  made  the  offer  not  being  known  by  the 
witness,  or  the  terms  of  the  offer  or  the  capacity  of  such  person 
to  pay.  We  have  considered  this  testimony  but,  in  our  opinion,  it  is 
not  sufficient  to  establish  the  value  claimed. 

With  respect  to  the  record  of  earnings,  the  testimony  was  also 
uncertain  and  indefinite.  The  books  having  been  lost  or  destroyed, 
the  witness  testified  from  memory.  The  petitioner  may  or  may  not 
have  been  entitled  to  a  salary  out  of  the  earnings. 

Another  factor  to  be  considered  in  determining  the  value  of  the 
intangible  assets  is  the  outlook  for  the  future  and  the  prospects  that 
the  business  will  continue  to  be  as  profitable  as  in  the  past.  In  our 
opinion,  looking  at  the  matter  from  the  standpoint  of  a  purchaser 
in  1917  of  a  business  such  as  this,  impending  prohibition  legislation 
would  have  been  a  factor  for  consideration  b}^  a  prospective  pur¬ 
chaser  of  a  remedy  for  alcoholism. 

In  view  of  the  foregoing,  we  are  not  inclined  to  place  a  value  on 
the  intangible  assets  by  the  capitalization  of  earnings  method.  In 
our  opinion,  the  value  of  the  intangible  assets  received  in  1917, 
including  the  formula,  was  $30,000.  The  loss  sustained  on  the  trans¬ 
action  is  the  difference  between  $30,000  and  the  amount  of  $3,000 
received  for  both  tangible  and  intangible  assets. 

With  respect  to  the  real  estate  sold  by  the  taxpayer,  we  have  the 
testimony  of  a  witness  who  was  familiar  with  real  estate  values  in 
1913,  who  had  made  appraisals  of  property  on  many  occasions  as  a 
member  of  the  Appraisal  Committee  of  the  Washington  Real  Estate 
Board,  and  who  was  familiar  with  such  appraisals  prior  to  the  time 
he  was  a  member  of  that  board.  From  the  testimony  introduced, 
we  are  of  the  opinion  that  the  real  estate  sold  was  worth  $25,000  on 
March  1,  1913.  Its  cost  prior  to  March  1,  1913,  was  less  than  that 
amount.  It  sold  for  $34,820  after  deducting  the  real  estate  com- 
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missions.  For  the  purpose  of  this  case  it  makes  no  difference  whether 
the  real  estate  commissions  be  deducted  as  expense  or  whether  they 
be  deducted  from  the  selling  price  of  the  property.  The  gain  sub¬ 
ject  to  tax  is  the  difference  between  $25,000  and  $34,820,  the  amount 
for  which  the  property  was  sold,  after  taking  into  consideration  the 
depreciation  on  the  buildings. 

Judgment  will  be  entered  after  10  days' 
notice ,  under  Rule  50. 


Appeal  of  Susie  M.  Root,  Executrix,  Estate  of  Henry  L.  Root. 

Docket  No.  2825.  Promulgated  November  30,  1926. 

1.  The  common  law  doctrine  of  estates  by  the  entirety  obtains 
in  the  State  of  Missouri. 

2.  The  fact  that  the  husband  pays  the  full  consideration  out  of 
his  own  funds  for  land  conveyed  to  him  and  his  wife  as  tenants 
by  the  entirety  does  not  have  the  effect  of  constituting  such 
grantees  other  than  tenants  by  the  entirety. 

3.  A  rule  of  property  established  by  the  statutes  or  decisions  of 
a  State  is  binding  on  the  Federal  courts  in  construing  the  transfer 
or  devolution  of  property  under  such  rule. 

4.  Under  the  laws  of  Missouri  there  is  no  transfer,  by  reason  of 
the  death  of  one  spouse,  of  any  interest  or  estate  of  that  spouse 
in  an  estate  by  the  entirety,  to  the  surviving  spouse. 

5.  Under  the  provisions  of  the  Revenue  Act  of  1921,  an  estate 
tax  is  imposed  on  the  transfer  of  the  net  estate  of  the  decedent, 
and  since,  under  the  laws  of  Missouri,  there  was  not  a  transfer  of 
an  estate  to  the  surviving  spouse  on  the  death  of  the  decedent, 
in  land  theretofore  held  by  him  and  his  wife  as  tenants  by  the 
entirety,  the  inclusion  of  the  value  of  such  an  estate  as  a  part  of 
the  gross  estate  of  the  decedent  was  without  authority  in  law. 

John  L.  Gaylord ,  Esq.,  for  the  petitioner. 

J.  F.  Greaney ,  Esq.,  for  the  Commissioner. 

This  appeal  involves  a  deficiency  asserted  by  the  Commissioner 
under  the  estate-tax  provisions  of  the  Revenue  Act  of  1921.  The 
issue  presented  is  whether  the  value  of  real  property  owned  by  a 
decedent  and  his  wife  at  the  time  of  the  death  of  the  former,  as 
tenants  by  the  entirety,  is  properly  to  be  included  as  a  part  of  the 
gross  estate  of  the  decedent  for  estate-tax  purposes.  All  of  the  facts 
were  stipulated. 

FINDINGS  OF  FACT. 

Henry  L.  Root  died  on  the  26th  day  of  February,  1923,  in  Kansas 
City,  Jackson  County,  Mo.,  and  left  surviving,  as  his  sole  heir,  his 
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wife,  Susie  M.  Root,  who  was  duly  appointed  and  qualified  as  execu¬ 
trix  of  his  estate  in  the  Probate  Court  of  J ackson  County,  Missouri. 

On  the  29th  day  of  November,  1921,  one  James  Ketner  and  Ethel 
N.  Ketner,  his  wife,  by  warranty  deed,  conveyed  to  H.  L.  Root  and 
Susie  May  Root,  husband  and  wife,  the  following  described  real 
estate,  to  wit: 

All  of  Lot  12  and  all  of  the  East  25  feet  of  Lot  11,  Block  15,  of  Country  Club 
Ridge,  an  addition  in  Kansas  City,  Jackson  County,  Missouri. 

At  the  time  of  the  death  of  Henry  L.  Root,  the  said  Henry  L.  Root 
and  Susie  M.  Root,  husband  and  wife,  were  the  owners  of  the  real 
estate  above  described.  The  warranty  deed  above  referred  to  was 
duly  recorded  on  the  6th  day  of  December,  1921,  in  the  office  of  the 
Recorder  of  Deeds  in  and  for  the  said  Jackson  County,  Missouri,  at 
Kansas  City  in  that  State.  The  actual  value  of  the  real  property  in 
question  on  the  date  of  the  death  of  Henry  L.  Root  was  $8,000. 

Susie  M.  Root,  executrix  of  the  estate  of  Henry  L.  Root,  deceased, 
in  conformity  and  in  compliance  with  the  provisions  of  the  Revenue 
Act  of  1921,  and  the  Federal  Estate  Tax  Regulations,  prepared  and 
caused  to  be  filed  in  the  office  of  the  collector  at  Kansas  City,  Mo., 
in  the  Sixth  Missouri  District,  a  return  for  this  estate  on  Treasury 
Department  Form  706,  for  the  determination  of  the  estate  tax  there¬ 
on,  the  return  having  been  filed  on  the  23rd  day  of  February,  1924, 
and  a  tax  in  the  amount  of  $1,922.76  was  paid  b}'  said  executrix  on 
that  day. 

The  return  filed  by  the  executrix  set  out,  as  Item  One  in  Sechedule 
*4  D  ”  thereof,  the  property  above  described  and  the  value  thereof, 
and  that  return  stated  that  said  property  was  an  estate  by  the  en¬ 
tirety  in  the  name  of  the  said  Henry  L.  Root  and  Susie  M.  Root, 
husband  and  wife. 

On  the  26th  day  of  March,  1924,  the  above-mentioned  return  was 
examined  by  an  agent  of  the  Bureau  of  Internal  Revenue,  one  Stew¬ 
art  B.  Sturgis.  The  inclusion  in  the  tax  return  of  the  value  of  the 
above  described  property  as  a  part  of  the  gross  estate  of  Henry  L. 
Root,  deceased,  was  objected  to  and  protested  by  the  executrix  to 
Sturgis,  and  was  by  him  eliminated  from  the  return  and  from  his 
audit  thereof,  which  audit  was  dated  the  28th  day  of  March,  1924.  A 
copy  thereof  was  furnished  to  the  executrix. 

The  elimination  of  the  property  in  question,  and  its  value,  from 
the  gross  estate  of  the  deceased,  and  other  additional  net  ajustments 
allowed  to  the  taxpayer,  decreased  the  amount  of  the  taxable  estate 
$121,137.79  (as  shown  by  the  return)  to  $114,358.71  (as  shown  by  the 
audit  and  report  of  Sturgis),  resulting  in  a  corresponding  reduction 
in  the  amount  of  the  tax  liability  of  $135.59,  which  included  the  tax 
22847—27 - 7 
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on  the  value  of  the  property  in  question,  and  being  the  difference 
between  $1,922.76,  the  amount  of  tax  paid  by  the  executrix,  and 
$1,787.17,  the  amount  of  tax  liability  of  the  estate  as  shown  by  the 
audit  of  Sturgis. 

The  Commissioner  approved  the  report  of  Sturgis,  with  the  ex¬ 
ception  of  his  action  in  eliminating  the  property  in  question  from  the 
gross  estate.  The  Commissioner  included  the  value  of  the  property 
in  question  in  the  gross  taxable  estate,  and  as  a  result  of  its  inclusion 
therein  he  found  and  assessed  a  deficiency  in  tax  of  $24.41.  The 
petitioner  was  advised  of  the  determination  of  the  Commissioner  and 
of  the  assessment  of  the  said  deficiency,  by  letter  from  the  Commis¬ 
sioner  under  date  of  January  30,  1925. 

The  exhibits  attached  to  and  made  a  part  of  petitioner’s  petition 
are  true  copies  of  the  letters  testamentary  granted  said  executrix, 
the  statutory  deficiency  notice  of  the  Commissioner  dated  January 
30,  1925,  and  the  warranty  deed,  dated  November  29,  1921,  from 
J ames  Ketner  and  Ethel  N.  Ketner,  husband  and  wife,  to  H.  L.  Root 
and  Susie  Mav  Root,  husband  and  wife. 

From  the  documents  referred  to  in  the  stipulation  we  find  that 
the  petitioner  was  appointed  executrix  of  the  estate  of  the  decedent 
on  March  5,  1923,  by  the  Clerk  of  the  Probate  Court  of  Jackson 
County,  Missouri,  and  duly  qualified  to  act  as  such  executrix. 

The  material  portions  of  the  Commissioner’s  statutory  notice  of 
deficiency,  dated  January  30,  1925,  to  the  petitioner  are  as  follows: 

Your  claim  is  based  upon  the  contention  that  the  homestead  of  this  decedent 
was  held  by  himself  and  wife  as  tenants  by  the  entirety  and  as  such  should 
not  be  included  in  the  gross  estate  for  tax. 

The  record  discloses  that  the  widow  of  this  decedent  did  not  contribute  any 
part  of  the  purchase  price  and  that  her  interest  in  this  property  is  such  as  is 
specified  in  Section  402  (d)  of  the  Revenue  Act  of  1921  *  *  *. 

The  evidence  submitted  by  you  is  not  sufficient  to  support  your  claim  for 
refund,  and  it  is  therefore  rejected  in  its  entirety  alnd  the  amount  of  tax  re¬ 
mains  as  set  out  in  Bureau  Letter  of  July  17,  1924.  This  deficiency  tax  of 
$24.41  will  bear  interest  at  the  rate  of  ten  per  centum  per  annum  from  one 
month  after  notice  and  demand  by  the  Collector,  until  paid,  in  accordance  with 
the  provisions  of  Section  407  of  the  Revenue  Act  of  1921. 

The  material  portions  of  the  deed  of  conveyance  dated  November 
29,  1921,  are  as  follows: 

THIS  INDENTURE,  Made  on  the  29th  day  of  November,  A.  D.  One 
Thousand  Nine  Hundred  and  Twenty-One,  by  and  between  James  Ketner  and 
Ethel  N.  Ketner,  husband  and  wife,  of  the  County  of  Jackson,  State  of  Missouri, 
parties  of  the  first  part,  and  H.  L.  Root  and  Susie  May  Root,  husband  and 
wife,  of  the  County  of  Jackson,  State  of  Missouri,  parties  of  the  second 
part ; 

WITNESSETH:  THAT  THE  SAID  PARTIES  OF  THE  FIRST  PART,  in 
consideration  of  the  sum  of  One  ($1.00)  Dollar  and  other  valuable  considera- 
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tions  to  them  paid  by  said  parties  of  the  second  part  (the  receipt  of  which  is 
hereby  acknowledged)  do  by  these  presents,  Grant,  Bargain  and  Sell,  Convey 
and  Confirm  unto  the  said  parties  of  the  second  part,  their  heirs  and  assigns, 
the  following  described  lots,  tracts  or  parcels  of  land.  *  *  * 

[Here  follows  the  description  of  the  land  set  out  above  in  these  findings.] 

OPINION. 

Korner,  Chairman:  The  petitioner,  Susie  M.  Root,  brings  this 
proceeding  as  executrix  of  her  deceased  husband  to  test  the  right  of 
the  Commissioner  to  assert  a  tax  on  the  estate  of  the  decedent,  in  the 
computation  of  which  he  has  included  as  a  part  of  the  gross  estate 
the  value  of  a  certain  parcel  of  real  property  which  was  owned  by 
the  decedent  and  his  wife  up  to  the  time  of  the  death  of  the  former. 
From  the  agreed  statement  of  facts  upon  which  the  case  was  sub¬ 
mitted  it  appears  that  by  warranty  deed,  executed  November  29, 
1921,  there  was  conveyed  to  H.  L.  Root  and  Susie  May  Root,  hus¬ 
band  and  wife,  a  lot  of  land  in  Kansas  City.  H.  L.  Root  died  on 
February  26,  1923,  and  left  surviving,  as  his  sole  heir,  his  wife, 
Susie  May  Root,  who  was  duly  appointed  and  qualified  as  executrix 
of  his  estate.  The  value  of  the  property  is  not  in  dispute. 

It  is  unnecessary  to  detail  here  the  chronology  of  events  leading 
up  to  the  bringing  of  this  proceeding.  They  are  fully  set  out  in 
the  findings  of  fact.  Suffice  it  to  say  that  the  Commissioner  proposes 
to  collect  an  estate  tax  from  the  estate  of  the  decedent  predicated 
upon  the  inclusion,  as  a  part  of  the  gross  estate,  of  the  value  of  the 
land  just  referred  to.  The  petitioner  contends  that  the  land  was 
conveyed  to  her  and  her  deceased  husband  as  tenants  by  the  entirety 
and  was  so  held  by  them  until  the  death  of  the  decedent,  and  that, 
as  such,  it  is  no  part  of  decedent’s  estate  and  is,  therefore,  not  prop¬ 
erly  to  be  included  in  the  value  of  that  estate  under  the  provisions 
of  the  Revenue  Act  of  1921  relating  to  estate  taxes.  The  Commis¬ 
sioner  contends  that  the  value  of  the  land  in  question  should  be  so 
included,  whether  or  not  the  grantees  of  the  property  were  tenants 
by  the  entirety,  for  the  reason  that  the  value  of  property  so  held 
is  specifically  made  a  part  of  the  gross  estate  by  that  statute.  In 
answer  to  this  contention  of  the  Commissioner,  the  petitioner  in¬ 
sists  that,  if  such  be  the  effect  of  the  provisions  of  the  Revenue  Act, 
such  provisions  are  in  contravention  of  Article  XIV,  section  1,  of 
the  Constitution  of  the  United  States,  in  that  it  constitutes  an  unlaw¬ 
ful  taking  of  the  property  of  Susie  M.  Root  without  due  process  of 
law. 

We  are  convinced  from  the  authorities  called  to  our  attention  that 
the  common  law  doctrine  of  estates  by  the  entirety  obtains  in  the 
State  of  Missouri.  Frost  v.  Frost ,  200  Mo.  474;  98  S.  W.  527 ;  Kegan 
v.  Haslett ,  128  Mo.  App.  286;  107  S.  W.  17.  The  portion  of  the 
Missouri  statute,  section  4600,  R.  S.  1899;  Ann.  Stat.  1906,  p.  2499, 
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which  was  construed  in  Kegan  v.  Haslett ,  supra ,  has  been  carried 
forward  into  the  revision  of  1919,  being  section  2273,  R.  S.  1919.  It 
is  equally  clear  from  the  authorities  that  this  doctrine  obtains  not¬ 
withstanding  the  “Married  Woman’s  Act.”  Frost  v.  Frost ,  supra ; 
StifeVs  Union  Brewing  Go.  v.  Saxy ,  273  Mo.  159;  201  S.  W.  67; 
Ashbaugh  v.  Ashbaugh ,  273  Mo.  353;  201  S.  W.  72.  We  are  likewise 
convinced  that  under  the  laws  of  Missouri  the  deed  to  H.  L.  Root 
and  Susie  May  Root,  husband  and  wife,  created  in  the  grantees 
therein  an  estate  by  the  entirety.  Hume  v.  Hopkins ,  140  Mo.  65 ;  41 
S.  W.  784;  Wilson  v.  Frost ,  186  Mo.  311;  85  S.  W.  375;  Holmes  v. 
Kansas  City,  209  Mo.  513;  108  S.  W.  9;  Burke  v.  Murpliy ,  275  Mo. 
397;  205  S.  W.  32;  Traw  v.  Heydt  (1919),  216  S.  W.  1009;  Elliott  v. 
Roll  (1920),  226  S.  W.  590.  These  decisions  and  others  which 
have  been  brought  to  us  leave  no  doubt  in  our  minds  that  from  the 
earliest  days  down  to  the  time  of  the  death  of  Henry  L.  Root  the 
doctrine  of  estates  by  the  entirety  and  the  legal  consequences  flowing 
therefrom  obtained  and  constituted  a  rule  of  real  property  in  that 
State. 

We  now  inquire  as  to  the  effect  of  a  rule  of  property,  established 
by  the  laws  and  decisions  in  a  State,  on  a  Federal  court,  in  deter¬ 
mining  an  issue  arising  out  of  the  same  state  of  facts.  The  petitioner 
contends  that  the  laws  and  decisions  of  the  State  of  Missouri  defin¬ 
ing  and  determining  an  estate  by  the  entirety  and  the  legal  conse¬ 
quences  flowing  therefrom,  constitute  a  rule  of  property  in  that 
State  which  is  binding  upon  the  Federal  courts  in  the  determina¬ 
tion  of  the  same  question.  Her  contention  is  borne  out  by  the 
highest  authority. 

In  Jackson  v.  Chew ,  12  Wheat.  153,  167-169,  the  court  said: 

After  such  a  settled  course  of  decisions,  and  two  of  them  in  the  highest 
court  of  law  in  the  state,  upon  the  very  clause  in  the  will  now  under  consid¬ 
eration,  deciding  that  Joseph  Eden  did  not  take  an  estate-tail,  a  contrary 
decision  by  this  court  would  present  a  conflict  between  the  state  courts  and 
those  of  the  United  States,  productive  of  incalculable  mischief.  If,  after  such 
an  uninterrupted  series  of  decisions  for  twenty  years,  this  question  is  not 
at  rest  in  New  York,  it  is  difficult  to  say,  when  any  question  can  be  so  con¬ 
sidered.  And  it  will  be  seen,  by  reference  to  the  decisions  of  this  court,  that 
to  establish  a  contrary  doctrine  here,  would  be  repugnant  to  the  principles 
which  have  always  governed  this  court  in  like  cases.  *  *  * 

*  *  *  This  court  adopts  the  state  decisions,  because  they  settle  the  law 
applicable  to  the  case;  and  the  reasons  assigned  for  this  course,  apply  as  well 
to  rules  of  construction  growing  out  of  the  common  law,  as  the  statute  law 
of  the  state,  when  applied  to  the  title  of  lands.  And  such  a  course  is  indis¬ 
pensable,  in  order  to  preserve  uniformity;  otherwise,  the  peculiar  constitu¬ 
tion  of  the  judicial  tribunals  of  the  states  and  of  the  United  States,  would 
be  productive  of  the  greatest  mischief  and  confusion. 

*  *  *  And  whether  these  rules  of  land  titles  grow  out  of  the  statutes 

of  a  state,  or  principles  of  the  common  law  adopted  and  applied  to  such 
titles,  can  make  no  difference.  There  is  the  same  necessity  and  fitness  in 
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preserving  uniformity  of  decisions  in  the  one  case  as  in  the  other.  *  *  * 

*  *  *  After  such  a  series  of  adjudications  for  such  a  length  of  time, 
in  the  state  courts,  upon  the  very  point  now  before  us,  and  relating  to  a  rule 
of  landed  property  in  that  state,  we  do  not  feel  ourselves  at  liberty  to  treat 
it  as  an  open  question. 

The  same  court  in  Suydam  v.  Williamson ,  24  How.  427,  433-434, 
approved  this  doctrine  and  quoted  from  Jackson’s  case,  supra ,  as 
follows : 

The  inquiry  is  very  much  narrowed  by  applying  the  rule  which  has  uniformly 
governed  this  court,  that  where  any  principle  of  law  establishing  a  rule  of 
real  property  has  been  settled  in  the  State  courts,  the  same  rule  will  be 
applied  by  this  court  that  would  be  applied  by  the  State  tribunals. 

Mr.  Justice  Story,  in  United  States  v.  Crosby ,  7  Cr.  115,  116,  said: 

The  question  presented  for  consideration,  is,  whether  the  lex  loci  contractus 
or  the  lex  loci  rei  sitae  is  to  govern,  in  the  disposal  of  real  estates.  The  court 
entertain  no  doubt  on  the  subject;  and  are  clearly  of  opinion,  that  the  title  to 
land  can  be  acquired  and  lost  only  in  the  manner  prescribed  by  the  law  of  the 
place  where  such  land  is  situate. 

To  like  effect  the  Supreme  Court,  in  Clarke  v.  Clarke ,  178  U.  S.  186, 
191,  quoting  from  DeVaughn  v.  Hutchinson ,  165  U.  S.  566,  570,  said: 

It  is  a  principle  firmly  established  that  to  the  law  of  the  State  in  which  the 
land  is  situated  we  must  look  for  the  rules  which  govern  its  descent,  alienation 
and  transfer,  and  for  the  effect  and  construction  of  wills  and  other  conveyances. 

To  the  same  effect  see  the  recent  decision  in  United  States  v.  Title 
Insurance  &  Trust  Co.,  265  U.  S.  472,  486.  Many  decisions  of  the 
Supreme  Court  affirming  this  principle  are  to  be  found. 

Decisions  of  Federal  courts  inferior  to  the  Supreme  Court  are  to 
the  same  effect.  The  District  Court  for  the  Northern  District  of 
California,  in  deciding  Blum  v.  W ar dell,  270  Fed.  309,  at  p.  313,  said : 

The  plaintiffs  further  contend  that  this  court  is  not  bound  by  the  construction 
placed  upon  the  laws  of  California  by  the  highest  court  of  the  state.  With  this 
contention  I  am  unable  to  agree.  The  federal  tax  is  imposed  on  the  transfer  of 
the  net  estate,  and  whether  there  is  a  transfer  upon  the  death  of  the  husband 
depends  upon  the  statutes  and  rule  of  decision  in  the  state  where  the  parties 
reside  and  the  property  is  situate.  (Italics  ours.) 

The  Circuit  Court  of  Appeals,  Ninth  Circuit,  affirming  the  decision 
of  the  District  Court  (276  Fed.  226)  went  further  and  held  that  if  the 
law  of  the  State  determined  that,  for  purposes  of  the  State  inheri¬ 
tance  tax  there  was  no  transfer,  that  determination  is  binding  on  the 
Government  for  purposes  of  Federal  estate  tax.  In  that  case  the 
Supreme  Court  denied  the  Government’s  petition  for  a  writ  of  certio¬ 
rari.  To  the  same  effect  see  First  National  Bank  v.  Obion  County, 
3  Fed.  (2d)  623,  626-627;  BeUamy  v.  Pitts,  4  Fed.  (2d)  523,  525 
(C.  C.  A.,  Fifth  Circuit).  In  view  of  these  decisions,  we  conclude 
that  our  consideration  of  the  issue  in  the  instant  case  must  be  iri  the 
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light  of  the  law  and  decisions  of  the  State  of  Missouri  in  respect  of 
estates  by  the  entirety. 

We  turn,  then,  to  the  decisions  of  the  courts  of  Missouri,  which  may 
be  regarded  as  stating  not  merely  a  rule  of  law  but  also  a  rule  of 
property  in  that  State,  to  determine  what  those  rules  are  with  respect 
to  estates  by  the  entirety.  In  Gibson  v.  Zimmerman ,  12  Mo.  385,  it 
is  stated  that  husband  and  Avife  are  the  only  persons  who  can  be 
tenants  by  the  entirety;  that  this  tenancy  must  be  created  or  take 
effect  during  coA7erture,  and  owes  its  qualities  to  the  unity  of  the 
persons  of  husband  and  wife.  The  court  states  that  it  is  well  settled, 
that  if  an  estate  be  given  to  a  man  and  his  wife,  they  take,  neither  as 
joint  tenants,  nor  as  tenants  in  common,  for,  being  considered  as  one 
person  in  law,  they  can  not  take  by  moieties,  but  both  are  seized  of  the 
entirety,  the  consequence  of  which  is  that  neither  of  them  can  dispose 
of  any  part  Avithout  the  assent  of  the  other,  but  the  Avhole  goes  to  the 
survivor. 

In  Garner  v.  Jones ,  52  Mo.  68,  the  court  held  that  in  the  case  of 
an  estate  by  the  entireties  there  was  no  survivorship  as  in  joint  tenan¬ 
cies,  but  a  continuance  of  the  estate  in  the  survivor  as  it  originally 
stood.  The  only  change  by  death  was  in  the  person,  not  in  the  estate. 
Before  death  both  spouses  constituted  one  person  holding  the  entire 
estate,  and  after  the  death  of  either,  the  survivor  remained  as  the 
only  holder  of  the  entire  estate.  This  case  was  quoted  with  approval 
in  StifeVs  TJnion  Brewing  Co.  x.  Saxy ,  273  Mo.  159;  201  S.  W.  67,  68, 

In  Frost  v.  Frost ,  supra ,  the  Supreme  Court  of  Missouri  said : 

Washburn,  speaking  of  estates  in  entirety,  says :  “  But,  if  the  estate  is 
conveyed  to  them  originally  as  husband  and  wife,  they  are  neither  tenants  in 
common  nor  properly  joint  tenants,  though  having  the  right  of  survivorship, 
but  are  what  are  called  ‘  tenants  by  entirety.’  While  such  estates  have,  like 
a  joint  tenancy,  the  quality  of  survivorship,  they  differ  from  that  in  this 
essential  respect,  that  neither  can  convey  his  or  her  interest  so  as  to  affect 
the  right  of  survivorship  in  the  other.  They  are  not  seized,  in  the  eye  of  the 
law,  of  moieties,  but  of  entireties.”  1  Washburn,  R.  P.  (6th  Ed.)  p.  562.  The 
common-law  doctrine  of  estates  in  entirety  is  the  law7  of  this  state.  Hall  v. 
Stephens,  65  Mo.  670,  27  Am.  Rep.  302 ;  Bank  v.  Fry,  168  Mo.  492,  68  S.  W.  348. 
The  text-writer  last  above  quoted,  on  the  same  subject,  adds  that  on  the  death 
of  either  the  survivor  does  not  acquire  a  new  title,  but  holds  only  the  same 
title  which  he  or  she  took  in  the  beginning,  freed  of  the  contingency. 

The  decisions  of  the  courts  of  Missouri  are  replete  with  utterances 
in  line  with  those  just  given,  but  the  law  of  that  State  is  exhaustwely 
treated  and  seems  to  be  well  summarized  in  the  recent  cases  of  StifeVs 
Union  Brewing  Co.  x.  Saxy ,  supra  (decided  in  1918),  and  in  Ash- 
baugh  v.  Ashbaugh ,  supra  (decided  in  1918).  In  the  former  case 
the  court  said : 

Warvelle  on  Real  Property,  §111,  says: 

“  It  differs  from  the  estate  of  joint  tenancy  in  that  joint  tenants  take  by 
moieties  and  at  the  same  time  are  each  seized  of  an  undivided  part  of  the 
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whole.  In  the  estate  by  entirety  neither  tenant  is  seized  of  a  part,  or  moiety, 
but  both  of  them  have  the  entire  estate,  and  as  this  involves  in  itself  a  phys¬ 
ical  impossibility  in  the  case  of  ordinary  individuals  it  necessarily  follows 
that1  effect  can  only  be  given  to  the  grant  by  regarding  both  tenants  as  con¬ 
stituting  but  one  person.  But  this,  in  fact,  is  just  what  the  law  does,  and 
as  this  unity  of  person  is  never  recognized  save  in  the  case  of  husband  and 
wife,  the  estate  by  entirety  is  confined  exclusively  to  persons  within  the 
marriage  relation.” 

******* 

“  Both  would  therefore  be  seized  of  the  entire  estate ;  neither  could  dispose 
of  any  part  of  same  without  the  assent  of  the  other,  and  upon  the  death  of 
either  the  whole  estate  would  remain  in  the  survivor.  In  this  latter  respect 
while  the  right  of  survivorship  gives  to  the  estate  an  apparent  resemblance 
to  joint  tenancy,  it  yet  differs  materially  from  joint  tenancy,  for  the  survivor 
succeeds  to  the  whole  not  by  the  right  of  survivorship  simply,  as  is  the  case 
with  joint  tenants,  but  by  virtue  of  the  grant  which  vested  the  entire  estate 
in  each  grantee,  or,  in  contemplation  of  law,  in  one  person  with  a  dual  body 
and  consciousness.” 

Stewart  says  (section  306)  : 

“  On  the  death  of  either,  the  other  has  the  whole  estate,  continuing  alone 
his  or  her  former  holding,  and  not  taking  by  survivorship  in  the  sense  that  a 
surviving  joint  tenant  does.”  (Italics  ours.) 

The  court  then,  after  quoting  with  approval  from  Garner  v.  Jones , 
supra ,  continues : 

In  Thornton  v.  Thornton,  3  Rand.  (Va.)  179,  it  was  said: 

“  But  husband  and  wife  have  the  whole  from  the  moment  of  the  conveyance 
to  them ;  and  the  death  of  either  cannot  give  the  survivor  more.” 

In  Ashbaugh  v.  Ashbaugh ,  supra ,  the  court  said : 

An  estate  by  the  entireties  is  created  by  a  conveyance  to  the  husband  and 
wife  by  a  deed  in  the  usual  form.  It  is  one  estate  vested  in  two  individuals 
who  are  by  a  fiction  of  law  treated  as  one  person,  each  being  vested  with  entire 
estate.  Neither  can  dispose  of  it  or  any  part  of  it  without  the  concurrence  of 
the  other,  and  in  case  of  the  death  of  either  the  other  retains  the  estate.  It 
differs  from  a  joint  tenancy  where  the  survivor  succeeds  to  the  whole  estate  by 
right  of  the  survivorship;  in  an  estate  by  entireties  the  whole  estate  continues 
in  the  survivor.  The  estate  remains  the  same  as  it  was  in  the  first  place,  ex¬ 
cept  that  there  is  only  one  tenant  of  the  whole  estate  whereas  before  the  death 
there  ivcre  tivo.  (Italics  ours.) 

That  the  rule  obtaining  in  the  State  of  Missouri  is  the  general  and 
accepted  rule  of  the  common  lawT  is  evidenced  by  the  opinion  of  Mr. 
Chief  Justice  Fuller,  in  Hunt  v.  Blackburn ,  128  U.  S.  464,  469, 
wherein  he  said: 

Undoubtedly,  at  common  law,  husband  and  wife  did  not  take  under  a  con¬ 
veyance  of  land  to  them  jointly,  as  tenants  in  common  or  as  joint  tenants,  but 
each  became  seized  of  the  entirety,  per  tout,  et  non  per  my;  the  consequence 
of  which  was  that  neither  could  dispose  of  any  part  without  the  assent  of  the 
other,  but  the  whole  remained  to  the  survivor  under  the  original  grant. 

The  fact  that  the  husband  pays  with  his  own  funds  for  the  land 
taken  by  him  and  his  wife  as  tenants  by  the  entirety,  does  not  make 
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any  difference.  They  become  thereby  owners  by  the  entirety. 
Elliott  v.  Roll,  supra;  Bender  v.  Bender ,  281  Mo#.  473;  220  S.  W. 
929. 

The  Commissioner’s  position  is  simply  stated.  It  is,  in  effect,  that 
the  statute  requires  that  to  the  extent  of  his  interest  therein  held  as 
tenants  by  the  entirety  by  the  decedent  and  any  other  person,  the 
value  of  such  interest  shall  be  included  in  the  value  of  the  gross 
estate,  and  that  in  view  of  this  requirement  the  value  of  the  property 
in  question  here  must  be  so  included.  Let  us  examine  this  matter 
closely. 

The  provisions  of  law  under  which  this  controversy  arises  are 
sections  401  and  402  of  the  Revenue  Act  of  1921,  which,  so  far  as 
material  here,  are  as  follows: 

Sec.  401.  That,  in  lieu  of  the  tax  imposed  by  Title  IV  of  the  Revenue  Act  of 
1918,  a  tax  equal  to  the  sum  of  the  following  percentages  of  the  value  of  the  net 
estate  (determined  as  provided  in  section  403)  is  hereby  imposed  upon  the 
transfer  of  the  net  estate  of  every  decedent  dying  after  the  passage  of  this 
Act.  *  *  * 

Sec.  402.  That  the  value  of  the  gross  estate  of  the  decedent  shall  be  deter¬ 
mined  by  including  the  value  at  the  time  of  his  death  of  all  property,  real  or 
personal,  tangible  or  intangible,  wherever  situated. 

*  *  *  *  5'5  #  * 

(d)  To  the  extent  of  the  interest  therein  held  jointly  or  as  tenants  in  the 
entirety  by  the  decedent  or  any  other  person.  *  *  * 

It  will  be  noted  that  the  imposition  of  the  tax  is  upon  the  “  trans¬ 
fer  ”  of  the  net  estate  of  the  decedent.  This  is  conformable  to  the 
language  of  the  Supreme  Court  in  Knowlton  v.  Moore ,  178  U.  S.  41, 
56,  wherein,  after  an  exhaustive  review  of  the  subject  of  death  duties, 
Mr.  Justice  White  said: 

*  *  *  Although  different  modes  of  assessing  such  duties  prevail,  and 

although  they  have  different  accidental  names,  such  as  probate  duties,  stamp 
duties,  taxes  on  the  transaction,  or  the  act  of  passing  of  an  estate  or  a  succes¬ 
sion,  legacy  taxes,  estate  taxes,  or  privilege  taxes,  nevertheless  tax  laws  of 
this  nature  in  all  countries  rest  in  their  assent  upon  the  principle  that  death 
is  the  generating  source  from  which  the  particular  taxing  power  takes  its 
being  and  that  it  is  the  powTer  to  transmit,  or  the  transmission  from  the  dead 
to  the  living,  on  which  such  taxes  are  more  immediately  rested. 

If,  as  the  statute  provides  and  the  Supreme  Court  holds,  the  tax 
is  imposed  on  a  u  transfer  ”  from  the  dead  to  the  living,  there  re¬ 
mains  for  determination  the  sole  question  of  what  was  transferred 
by  the  decedent,  H.  L.  Root,  to  his  wife.  The  rule  of  the  common  law 
as  to  estates  by  the  entirety  is  clear,  and  the  application  of  the  rule 
in  the  State  of  Missouri  is  no  less  so,  that  there  is  no  transfer  of  in¬ 
terest  or  estate  to  the  survivor  on  the  death  of  either  spouse.  This  is 
necessarily  so  because  each  took  the  whole  estate  by  the  original 
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grant  by  reason  of  the  unity  of  person  existing  under  the  marriage 
relation.  The  death  of  one  spouse  added  nothing  to  the  interest  or 
estate  of  the  survivor.  The  conclusion  is,  therefore,  irresistible  that 
there  was  not  a  transfer  of  any  estate  from  H.  L.  Boot  to  Susie  M. 
Boot.  The  effect  of  the  Commissioner’s  proposed  action  would  be  to 
tax  the  executrix  on  an  alleged  transfer  to  her  of  property  which, 
as  we  have  seen  from  the  rule  of  property  established  in  Missouri, 
has  not  and  can  not  be  transferred  to  the  executrix  by,  or  because  of, 
the  death  of  the  decedent,  and  which  property,  as  we  have  seen, 
belonged  to  Susie  May  Eoot  in  her  own  right,  both  before  and  after 
the  death  of  her  husband.  In  other  words,  the  effect  of  the  Commis¬ 
sioner’s  proposed  action  would  be  to  make  the  estate  of  the  decedent 
pay  an  estate  tax  for  the  transfer  of  property  to  Susie  M.  Eoot 
which  was  always  hers  and  which  was  not  transferred  to  her  by  her 
husband  at  any  time. 

It  is  argued  that  what  this  statute  taxes  is  not  necessarily  the 
interest  or  estate  to  which  Susie  M.  Eoot  succeeded  on  the  death  of 
her  husband,  or  the  interest  or  estate  transferred  to  her  thereby,  but 
that  it  is  the  interest  of  the  decedent  which  ceased  by  reason  of  his 
death.  This  point  has  been  raised  in  other  similar  cases.  The  Cir¬ 
cuit  Court  of  Appeals,  speaking  to  this  point  in  Lynch  v.  Congdon ,  1 
Fed.  (2d)  133,  135  said: 

*  *  *  It  is  the  theory  of  the  plaintiff  in  error  that  the  tax  is  not  upon  the 

transfer  of  property  included  in  the  gross  estate,  hut  upon  the  cessation  of  de¬ 
cedent’s  interest  in  these  deposits ;  that  it  is  not  a  question  of  transfer  from  a 
joint  depositor  to  the  surviving  joint  depositor ;  that  there  is  in  fact  no  such 
transfer,  each  depositor  being  an  owner  of  the  entire  interest  in  the  entire 
property  during  their  joint  lives,  and  therefore  there  is  no  passing  of  property 
from  decedent  to  the  survivor,  but  merely  a  cessation  of  decedent’s  interest  in 
the  property ;  that  such  property  is  the  same  as  any  other  property,  and  that 
Chester  A.  Congdon  had  the  entire  interest  in  the  same,  and  that  it  ceased  by 
reason  of  his  death.  However  interesting  and  debatable  as  a  matter  of  first 
impression  this  theory  may  be,  we  think  consideration  of  it  foreclosed  by  the 
decision  of  the  Supreme  Court  of  the  United  States  in  Shwal)  v.  Doyle,  258 
U.  S.  529,  42  Sup.  Ct.  391,  66  !L.  Ed.  747,  26  A.  L.  R.  1454  and  companion  cases. 

We  do  not  find  that  it  has  been  held  that  an  estate  tax  was  or  could 
be  a  tax  on  an  interest  which  was  annihilated  at  death.  The  decedent 
could  not  transmit,  transfer  or  devise  to  someone  else  at  his  death 
such  interest  as  he  had  in  the  real  estate  here  in  question.  At  his 
death  his  interest  was  reduced  to  nothing :  it  was  as  if  it  had  never 
existed.  It  was  annihilated — wiped  out.  In  our  opinion,  cases  like 
T.  M.  C.  A.  v.  Davis ,  264  U.  S.  47,  and  Edwards  v.  Slocum ,  264  U.  S. 
61,  are  inapplicable,  for  there  it  was  held  that,  where  there  has  been 
a  transfer  to  the  executor,  the  residuary  legatee  may  have  to  pay  a 
tax  more  logically  assessed  against  primary  legatees. 
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In  a  recent  decision  of  the  Court  of  Claims  in  Blount  v.  United 
States ,  59  Ct.  Cl.  328,  the  court  considered  the  same  point  and,  at  p. 
346,  said : 

In  a  late  case  it  is  said  that  what  this  law  taxes  is  not  the  interest  to  which 
legatees  or  devisees  succeeded  on  death,  but  the  interest  of  the  decedent  which 
ceased  by  reason  of  his  death.  See  Y.  M.  C.  A.  v.  Davis,  264  U.  S.  47.  But  this 
does  not  mean  that  the  tax  is  upon  an  estate  which  ceases  by  reason  of  the 
death.  It  would  hardly  be  contended  that  this  statute  imposes  a  tax  on  an 
estate  for  life  held  by  one  at  the  time  of  his  death  on  the  theory  that  the  tax 
is  upon  an  interest  which  ceases  by  reason  of  the  death.  It  was  said  by  Mr. 
Justice  White,  in  Knoivlton  v.  Moore,  178  U.  S.  41,  57 :  “  Confusion  of  thought 
may  arise  unless  it  be  always  remembered  that,  fundamentally  considered,  it  is 
the  power  to  transmit  or  the  transmission  or  receipt  of  property  by  death  which 
is  the  subject  levied  upon  by  all  death  duties.”  The  tax  here  is  upon  the 
transfer  of  an  estate  which  passes  from  the  decedent,  and  is  not  upon  an  estate 
which  ceases  with  his  death. 

In  the  Blount  case  the  court  was  speaking  of  an  estate  by  the 
entirety.  In  that  case  the  facts  were  in  all  material  respects  on 
all  fours  with  those  in  the  instant  case.  The  only  essential  differ¬ 
ence  between  the  two  cases  is  the  fact  that  in  the  Blount  case  the 
grant  of  the  estate  by  the  entireties  took  place  before  the  enact¬ 
ment  of  the  statute  under  which  the  tax  was  sought  to  be  im¬ 
posed,  while  in  the  instant  case  the  grant  was  made  after  the  en¬ 
actment  of  the  Revenue  Act  of  1921  under  wThich  this  controversy 

%/ 

arises.  In  the  Blount  case  the  decision  was  not,  however,  made  to 
turn  on  that  point.  After  discussing  the  application  of  the  doc¬ 
trine  of  estates  by  the  entirety  in  the  District  of  Columbia,  where 
that  case  arose,  in  connection  with  the  Revenue  Act  of  1916,  the 
terms  of  which  are  essentially  identical  with  those  of  the  Revenue 
Act  of  1921  in  so  far  as  they  relate  to  the  subject  matter  here,  the 
court  concluded : 

It  follows  that  the  tax  should  not  be  assessed  against  the  estate  of  tenants 
by  the  entirety  because  the  wife  did  not  take  as  upon  a  transfer  from  the 
husband  at  his  death,  but  took  under  the  original  grant,  his  estate  ceasing. 

In  the  Blount  case  an  appeal  was  taken  to  the  Supreme  Court  of 
the  United  States,  but  when  the  case  came  on  for  argument  the 
appeal  was  dismissed  on  the  motion  of  the  Solicitor  General.  In 
our  opinion  the  conclusion  of  the  Court  of  Claims  above  quoted 
was  the  correct  conclusion.  We  are  unable  to  distinguish  it  in  prin¬ 
ciple  from  the  instant  case.  In  our  opinion  the  fact  that  the  con¬ 
veyance  of  the  land  in  question  here  was  made  to  H.  L.  Root  and 
his  wife  subsequent  to  the  enactment  of  the  Revenue  Act  of  1921 
does  not  alter  the  case. 

The  argument  is  made  that  it  is  within  the  power  of  Congress  to 
tax  the  value  of  such  an  estate  as  is  here  under  consideration.  It 
is  argued  that  while  in  United  States  v.  Field ,  255  U.  S.  257.  the 
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court  held  that  the  existence  of  a  power  of  appointment  does  not 
of  itself  vest  any  interest  in  the  donee  in  the  appointed  estate,  which 
may  be  included  as  a  part  of  the  deceased  donee’s  gross  estate,  that 
nevertheless,  the  decision  of  the  court  was  made  to  turn  on  the 
point  that,  in  the  statute  under  consideration  in  that  case,  there  was 
not  an  express  purpose  to  tax  property  passing  under  a  general 
power  of  appointment  exercised  by  a  decedent  had  such  a  purpose 
existed.  It  was  further  argued  that  the  court  there  left  the  question 
open  as  to  what  the  rule  would  be  in  a  case  wherein  the  grant  was 
executed  subject  to  the  passage  of  an  act  specifically  including  such 
property  in  the  gross  estate.  From  this  it  is  argued  that,  in  the 
instant  case,  Congress  had  specifically  provided  for  the  inclusion 
as  a  part  of  the  gross  estate  of  the  interest  held  by  decedent  as  ten¬ 
ants  by  the  entirety  with  his  wife  or  any  other  person,  and  that  it 
was  within  the  power  of  Congress  so  to  provide. 

To  our  minds,  this  argument  is  beside  the  point.  We  choose 
rather  to  look  to  what  Congress  has  provided ,  than  to  what  it  might 
have  provided.  We  are  impressed  with  the  fact  that  each  case 
before  us  carries  within  itself  its  full  burden  of  difficulties,  and  we 
prefer  to  bear  these  than  to  fly  to  others  which  may  be  highly  inter¬ 
esting  and,  under  a  different  statute,  worthy  of  the  gravest  considera¬ 
tion.  We  opine  that  we  have  fulfilled  our  duty  in  a  case  when  we 
confine  our  views  to  the  given  situation  and  render  a  decision  on 
that  alone. 

Section  401  of  the  Revenue  Act  of  1921  contains  the  only  pro¬ 
vision  where  an  estate  tax  is  imposed.  That  section  is  the  imposing 
clause  of  the  Federal  estate  tax.  There  is  no  such  tax  imposed  by 
any  other  section.  Section  402  provides  the  method  of  determining 
the  value  of  the  gross  estate  out  of  which  the  net  estate  (determined 
as  provided  in  section  403)  is  evolved.  When  the  value  of  the  net 
estate  is  determined,  the  basis  of  the  tax  is  found.  But  before  the 
net  estate  can  be  used  as  a  basis  for  such  a  tax  it  must  have  been 
transferred  by  the  decedent  at  his  death.  The  section  which  im¬ 
poses  the  tax,  the  only  section  which  does  so,  provides  that  u  a 
tax  *  *  *  is  hereby  imposed  upon  the  transfer  of  the  net  estate 

of  every  decedent  *  *  Note  that  the  tax  is  not  upon  the 

net  estate.  If  it  were,  we  would  have  a  different  question  to  de¬ 
cide,  but,  as  we  have  said,  we  are  now  considering  only  what  is 
provided  by  the  statute.  Since  Congress  has  imposed  the  tax  on 
the  transfer  of  a  certain  estate,  the  whole  argument  and  the  conclu¬ 
sions  therefrom  must  rest  on  the  premise  that  there  was  a  transfer. 
The  first  step  to  be  taken,  then,  is  to  determine  if  there  was  a  transfer 
of  something.  If  there  was,  then  the  next  step  is  to  determine  what 
was  transferred  and  the  value  thereof.  On  the  other  hand,  if  it  be 


708 


5  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(696) 


determined  that  nothing  was  transferred,  then  the  conclusion  is  both 
logical  and  irresistable  that  there  is  nothing  on  which  to  impose  a 
tax.  If  the  estate  in  question  was  not  transferred,  it  becomes  un¬ 
necessary  and  even  absurd  to  attempt  to  find  the  value  of  a  non¬ 
existent  element.  Sections  402  and  403  enumerate  the  elements 
entering  into  the  value  of  the  estate  and  provide  the  method  for 
measuring  that  value.  If  a  given  estate  is  transferred,  it  becomes 
necessary  to  determine  its  value,  and  at  that  point  it  may  be  im¬ 
portant  and  interesting  to  consider  whether  Congress  had  acted 
within  the  scope  of  its  power  and  authority  in  providing  for  its 
inclusion  among  the  elements  going  to  make  up  that  value.  But,  as 
we  have  said,  if  it  be  first  determined  that  at  his  death  the  decedent 
did  not  transfer  a  given  estate,  the  question  as  to  whether  Congress 
might  have  taxed  its  value  if  it  had  been  transferred  becomes  a  moot 
question  and  unnecessary  of  decision.  We  have  shown  heretofore 
that  the  estate  by  the  entirety  held  by  decedent  and  his  wife,  prior 
to  the  former’s  death,  was  not  transferred  by  his  death  to  anyone. 
Since  it  was  not  so  transferred,  no  tax  is  imposed  by  the  statute  in 
respect  of  it,  and  it  becomes  unnecessary  to  discuss  its  value  or  the 
power  of  Congress  to  predicate  a  tax  on  the  inclusion  of  its  value 
in  the  decedent’s  estate. 

The  statute  imposes  on  this  Board  the  duty  of  redetermining  de 
novo  the  correct  deficiency  involved  in  any  proceeding  properly 
brought  before  it.  If,  in  our  opinion,  the  deficiency  proposed  to  be 
collected  by  the  Commissioner  is  not  a  correct  and  proper  deficiency, 
we  conceive  it  to  be  our  duty  to  so  determine.  It  is  our  opinion 
that  the  deficiency  proposed  here  is  not  a  correct  or  proper  defi¬ 
ciency  and  we  so  hold. 

Judgment  will  be  entered  for  the  petitioner 
after  15  days ’  notice ,  under  Rule  50. 

Morris,  Sternhagex,  and  Milliken  concur  in  the  result  only. 

Green  :  I  am  able  to  concur  in  the  result  only.  To  me,  it  appears 
that  the  constitutionality  of  the  Act  is  involved  and  should  have 
been  decided. 

Love,  dissenting:  I  do  not  agree  with  the  argument  used  in  the 
opinion  in  this  case,  nor  do  I  agree  with  the  conclusions  of  law 
announced  therein. 

The  Kevenue  Acts  of  1918,  1921,  1924,  and  1926,  prescribe  that 
for  estate-tax  purposes,  the  gross  estate  of  a  decedent  shall  be  deter¬ 
mined  by  including  the  value  at  the  time  of  his  death  of  all  prop¬ 
erty,  real  or  personal,  tangible  or  intangible  wherever  situated.  I 
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have  found  no  theory  advanced  nor  any  opinion  of  a  court  holding 
that  at  the  time  of  his  death  the  decedent  owned  no  property  right 
in  real  estate  held  by  him  as  tenant  in  the  entirety.  Having  con¬ 
ceded  that  premise,  it  follows  that  the  statute  prescribes  that  the 
value  of  such  property  must  be  included  in  his  gross  estate.  With 
slight  variation  in  verbage  the  acts  above  referred  to  specifically 
include  in  the  gross  estate  any  interest  held  by  the  decedent  as 
tenant  in  the  entirety. 

Section  403  of  the  1918  and  1921  Acts  and  section  303  of  the  1924 
•  and  1926  Acts  prescribe  that  the  net  estate  shall  be  determined  by 
deducting  from  the  value  of  the  gross  estate  funeral  expenses,  ad¬ 
ministration  expenses  and  certain  claims  against  the  estate.  Hence, 
it  is  perfectly  apparent  that  Congress  intended  that  the  value  so  ob¬ 
tained  should  be  included  in  the  net  estate. 

Sections  401  and  301  of  the  respective  acts  above  referred  to 
prescribe  that: 

A  tax  equal  to  the  sum  of  the  following  percentages  of  the  value  of  the  net 
estate  (determined  as  provided  in  section  303  [403])  is  hereby  imposed  upon 
the  transfer  of  the  net  estate  of  every  decedent  dying  after  the  enactment 
of  this  act. 

It  is  therefore  perfectly  apparent  that  Congress  intended  to  in¬ 
clude  such  property  in  the  net  estate  and  burdened  itself  with  special 
effort  to  so  express  that  intent,  and  intended  to  levy  a  tax  on  it. 
To  hold  that  the  value  of  such  property  must  be  excluded  from  the 
gross  estate  or  the  net  estate,  or  that  it  is  not  subject  to  estate  tax 
is,  to  ail  intents  and  purposes,  a  holding  that  those  acts  are  unconsti¬ 
tutional.  I  do  not  believe  that  they  are  unconstitutional.  The 
Supreme  Court  has  not  so  held.  I  fully  understand  the  position 
taken,  that  is,  let  the  value  of  that  property  go  into  gross  estate ;  let 
it  form  a  part  of  the  net  estate.  But  they  contend  that  it  is  not 
transferred  and  that  section  301  levies  a  tax  only  on  the  transfer. 

It  occurs  to  me  that  such  a  view  restricts  the  import  and  use  of 
the  word  “  transfer  ”  entirely  too  much.  A  transfer  may  be  ac¬ 
complished  by  operation  of  law.  Did  the  surviving  wife  have  any¬ 
thing  after  the  death  of  her  husband,  which  she  did  not  have  prior 
to  his  death?  It  is  the  recognized  law  of  tenancy  by  entirety  that 
neither  spouse  may  alienate  the  property  without  being  joined  by 
the  other.  This  lack  of  power  to  alienate  any  part  of  the  property 
evidence  beyond  question  the  lack  of  a  fee  simple  title  in  either 
spouse.  The  right  and  power  to  alienate  is  a  sine  quanon  of  a  fee 
simple  title.  After  the  death  of  the  husband,  the  wife  may  alienate 
the  property,  that  is,  by  the  death  of  the  husband  the  fee  simple 
title  to  the  property  passed  to  her. 

It  is  the  rule  in  most,  if  not  all  of  the  States  that  recognize 
tenancy  by  the  entirety,  that  during  coverture  the  husband  and  the 
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wife  each  is  entitled  to  one-half  the  rents  and  profits  coming  from 
such  real  estate.  After  the  death  of  one  spouse,  the  survivor  is  en¬ 
titled  to  the  whole  profits.  In  the  event  of  dissolution  of  the  marriage 
relation  otherwise  than  by  death,  each  is  entitled  to  the  property  in 
proportion  to  contribution  to  purchase  price.  Elliott  v.  Roll ,  226 
S.  W.  590.  Briefly  stated,  the  law  governing  tenancy  by  the  entirety 
as  applied  by  the  courts  of  the  several  States  where  that  tenancy  is 
recognized  is  that,  with  respect  to  every  incident  of  property  owner¬ 
ship,  save  and  except  the  right  to  alienate,  the  husband  and  the  wife 
each,  is  treated  as  a  separate  entity.  When  they  desire  to  alienate  . 
the  property,  the  myth  that  was  created  by  law,  the  myth  of  the 
idea  of  the  oneness  of  husband  and  wife,  must  act  by  and  through 
the  joint  action  of  both. 

By  the  dissolution  of  the  marriage  relation  the  myth  dies,  and 
the  title  theretofore  held  by  that  myth  passes,  in  the  event  of  death, 
to  the  survivor,  in  the  event  of  divorce,  to  each,  in  proportion  to 
contribution  to  purchase  price  of  the  property.  Does  nothing  pass 
at  death  of  one  spouse,  by  operation  of  law,  to  the  survivor?  Is 
nothing  transferred?  During  coverture,  where  the  husband  and 
wife  make  separate  income-tax  returns,  who  returns  the  rents  and 
profits  from  the  real  estate  so  held  as  tenants  by  the  entirety? 
Will  each  be  required  to  return  the  whole?  Will  either  return  the 
whole  and  the  other  return  no  part  of  same?  If  so,  the  one  who 
suffers  a  loss  will  avail  himself  of  that  right  in  order  to  offset  such 
profit  against  his  loss.  Will  not  each  return  one-half  of  such  in¬ 
come?  An  affirmative  answer  to  the  last  question  is  an  irrefutable 
declaration  that  each  in  his  own  right  as  a  separate  entity  owns  and 
holds  a  half  interest  in  that  property,  with  all  the  incidents  of 
property  ownership  except  the  right  to  alienate  the  same. 

The  legal  myth  holds  the  legal  title  to  the  fee.  On  the  death 
of  one  spouse,  the  fee  simple  title  passes,  is  transferred  by  operation 
of  law  from  the  myth  to  the  survivor,  and  with  the  passing  of  that 
fee  simple  title  there  passes  all  the  property  rights  theretofore  held 
by  the  decedent,  which  property  rights  the  statute  demands  shall  be 
included  in  the  gross  estate  and  net  estate  of  the  decedent,  and 
shall  be  subject  to  the  estate  tax. 

I  realize  the  fact  that  the  few  decisions,  directly  in  point,  that 
have  been  handed  down  by  our  courts  are,  seemingly,  against  my 
theory  and  contentions,  but  the  Supreme  Court  has  not  yet  passed 
upon  this  question  and,  until  that  court  finally  determines  the  con¬ 
troversy,  I  feel  that  I  am  justified  in  recording  my  views. 

I  desire  also  to  state  that  I  have  purposely  refrained  from  bur¬ 
dening  this  opinion  with  a  citation  of  authorities.  Every  individ¬ 
ual  proposition  of  law  announced  herein  is  amply  supported  by 
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court  decisions.  It  is  only  the  final  conclusion  of  law  that  is  not 
supported  by  such  decisions. 

I  believe  the  determination  of  the  Commissioner  should  be 

i 

approved. 


Appeal  of  George  R.  Dyer,  H.  Kierstede  Hudson  and  T.  Hendry 
Walter,  Executors  of  Estate  of  Charles  I.  Hudson. 

Docket  No.  3351.  Promulgated  November  30,  1926. 

Decedent  and  wife  were  tenants  by  the  entirety  of  lands  con¬ 
veyed  to  them  in  1909.  Decedent  died  November  15,  1921,  a  resi¬ 
dent  of  the  State  of  New  York  wherein  the  lands  were  situate. 

Under  the  laws  of  the  State  of  New  York  there  was  not  a  transfer 
of  an  estate  to  the  surviving  spouse  on  the  death  of  the  decedent 
in  such  lands,  and  the  inclusion  of  their  value  as  a  part  of  the 
gross  estate  of  the  decedent,  under  the  provisions  of  the  Revenue 
Act  of  1918,  was  without  authority  in  law.  Appeal  of  Susie  M. 

Root,  5  B.  T.  A.  696. 

John  Godfrey  Saxe ,  Esq .,  for  the  petitioners. 

J.  F.  Greaney ,  Esq.,  for  the  Commissioner. 

Appeal  by  the  executors  of  the  estate  of  Charles  I.  Hudson,  de¬ 
ceased,  from  the  determination  of  a  deficiency  in  estate  tax  proposed 
to  be  assessed  by  the  Commissioner  in  the  amount  of  $43,121.72  under 
the  provisions  of  the  Revenue  Act  of  1918.  The  question  to  be  de¬ 
cided  is  whether,  under  that  statute,  decedent’s  contribution  of 
$480,000  to  the  purchase  price  of  certain  real  estate,  conveyed  to 
decedent  and  his  wife  as  tenants  by  the  entirety,  should  be  included 
as  a  part  of  the  gross  estate  of  the  decedent  for  purposes  of  such  tax. 

FINDINGS  OF  FACT. 

Charles  I.  Hudson  died  testate  on  November  15,  1921,  a  resident 
of  the  City,  County  and  State  of  New  York.  His  will  was  there¬ 
after  duly  admitted  to  probate  by  the  Surrogate’s  Court  of  the 
County  of  New  York;  letters  testamentary  thereon  were  duly  issued 
to  the  petitioners  as  executors,  who  duly  qualified  as  such  and  since 
that  time  have  been,  and  are  still,  acting  as  such  executors. 

Long  prior  to  the  dates  hereinafter  mentioned,  on  some  date  prior 
to  May  6,  1878,  Charles  I.  Hudson  and  Sara  E.  K.  Hudson  inter¬ 
married,  and  at  all  times  hereinafter  mentioned  down  to  the  date  of 
the  decedent’s  death  were  man  and  wife. 

On  February  26,  1906,  Jane  W.  Underhill  and  another  conveyed 
a  certain  parcel  of  land  to  “  Charles  I.  Hudson  and  Sara  E.  K.  Hud¬ 
son,  his  wife  *  *  *  To  have  and  to  hold  the  above  granted 
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premises  unto  the  said  parties  of  the  second  part,  their  heirs  and 
assigns  forever,  as  tenants  by  the  entirety.5’  The  land  thus  conveyed 
was  situate  at  East  Norwich,  Nassau  County,  Long  Island,  and  com¬ 
prised  48.877  acres. 

On  February  26,  1906,  John  C.  Martling  and  others  conveyed  a 
certain  parcel  of  land  to  “  Charles  I.  Hudson  and  Sara  E.  K.  Hudson, 
his  wife  *  *  *  To  have  and  to  hold  the  above  granted  premises 

unto  the  said  parties  of  the  second  part  their  heirs  and  assigns  for¬ 
ever  as  tenants  by  the  entirety. ”  The  land  thus  conveyed  was  situate 
at  East  Norwich,  Nassau  County,  Long  Island,  and  comprised  165.127 
acres. 

On  February  28,  1906,  Vincent  M.  Lewis  and  another  conveyed 
a  certain  parcel  of  land  to  “  Charles  I.  Hudson  and  Sara  E.  K.  Hud¬ 
son  his  wife  *  *  *  To  have  and  to  hold  the  above  granted  premises 
unto  the  said  parties  of  the  second  part  their  heirs  and  assigns 
forever  as  tenants  by  the  entirety.”  The  land  thus  conveyed  was 
situate  at  East  Norwich,  Nassau  County,  Long  Island,  and  com¬ 
prised  57.805  acres. 

The  three  foregoing  deeds  were  duly  recorded  in  the  office  of  the 
Clerk  of  the  County  of  Nassau,  New  York,  on  March  5,  1906. 

On  March  30,  1909,  Sarah  E.  Vernon  conveyed  a  certain  parcel 
of  land  to  “  Charles  I.  Hudson  and  Sara  E.  K.  Hudson,  his  wife 
*  *  *  To  have  and  to  hold,  the  above  granted  premises  unto 
the  said  parties  of  the  second  part  as  tenants  by  the  entirety,  their 
heirs  and  assigns  forever.”  The  land  thus  conveyed  was  situate  at 
East  Norwich,  Nassau  County,  Long  Island,  and  comprised  53.74 
acres.  This  deed  of  conveyance  was  duly  recorded  in  the  office  of  the 
Clerk  of  the  Count}?'  of  Nassau,  New  York,  on  April  2,  1909. 

Charles  I.  Hudson  contributed  $480,000  to  the  purchase  price  of 
the  lands  hereinabove  referred  to.  It  is  agreed  by  the  parties  to  this 
proceeding  that  the  value  of  the  decedent’s  contribution  toward  the 
purchase  of  this  property  was,  at  the  date  of  the  death  of  the 
decedent,  $480,000.  The  lands  in  question  were  held  by  decedent 
and  his  wife  under  the  above  conveyances  until  the  death  of  the 
decedent  on  November  15,  1921. 

At  the  time  of  his  death,  Charles  I.  Hudson  left  surviving  him 
his  widow,  Sara  E.  K.  Hudson,  who,  on  April  14,  1922,  conveyed 
the  lands  above  referred  to,  by  deed  of  conveyance  executed  by  Sara 
E.  Iv.  Hudson  as  sole  grantor,  to  Gustavia  A.  Senff ;  said  deed  being 
duly  recorded  in  the  office  of  the  Clerk  of  the  County  of  Nassau, 
New  York,  on  April  18,  1922.  As  security  for  a  balance  of  the 
purchase  price  of  the  said  lands,  the  grantee,  Gustavia  A.  Senff, 
executed  on  April  14,  1922,  a  purchase  money  mortgage  to  Sara  E. 
K.  Hudson  in  the  amount  of  $335,000,  which  said  mortgage  was  duly 
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recorded  in  the  office  of  the  Clerk  of  Nassau  County,  New  York,  on 
April  18,  1922. 

The  executors  duly  reported  the  lands  in  question  to  the  New 
York  State  Tax  Board  as  owned  by  the  decedent  and  Sara  E.  K. 
Hudson  as  tenants  by  the  entirety.  By  orders  dated  January  15  and 
18,  1924,  the  Surrogate’s  Court  in  and  for  the  County  of  New  York 
appointed  a  referee  to  examine  into  the  necessary  jurisdictional 
facts,  to  examine  the  accounts  of  the  executors,  to  hear  and  determine 
all  questions  arising  upon  the  settlement  of  such  accounts  and  to 
make  report  to  the  court.  The  referee  held  hearings,  took  testimony, 
and  filed  with  the  court  his  report  on  August  22,  1924.  The  matter 
came  on  for  hearing  before  the  Surrogate’s  Court  and  on  February 
6,  1925,  the  court  entered  a  written  decision  confirming  and  approv¬ 
ing  the  referee’s  reports  in  all  particulars  material  to  this  issue,  and 
on  April  8,  1925,  the  court  entered  its  decree  making  adjudication  of 
the  matters  before  it.  The  portion  of  the  decree  pertinent  to  this 
issue  is  as  follows : 

And  it  appearing  that  the  said  Executors  have  fully  accounted  for  all  of 
the  moneys  and  property  of  the  said  Estate  which  have  come  into  their  hands 
as  such  Executors,  and  their  account  having  been  adjusted  by  the  said  Sur¬ 
rogate,  and  a  summary  statement  of  the  same  having  been  made  as  above  and 
herewith  recorded ;  and  it  further  appearing  that  the  estate  at  the  time  of 
the  death  of  the  testator  had  and  still  has  no  interest  in  the  real  estate 
theretofore  owned  by  the  decedent  and  his  wife  as  tenants  by  the  entirety, 
and  the  account  as  summarized  above  which  includes  therein  no  real  property, 
having  been  hereby  approved  and  settled  as  the  only  property  properly 
accountable  for  in  this  estate  by  the  said  Executors ;  it  is 

FURTHER  ORDERED,  ADJUDGED  AND  DECREED: 

IV.  That  the  said  account  be,  and  the  same  is,  in  all  respects,  judicially 
settled  and  allowed  as  filed  and  adjusted  *  *  *. 

On  audit  of  the  estate-tax  return  filed  by  the  executors,  the  Com¬ 
missioner  determined  that  there  should  be  included  in  the  value  of 
the  gross  estate  of  the  decedent  the  value  at  the  time  of  his  death 
of  the  interest  of  the  decedent  in  the  lands  held  by  decedent  and 
his  wife  as  tenants  by  the  entirety.  He  determined  the  value  of 
the  decedent’s  interest  in  such  lands  at  the  date  of  his  death  to  be 
$480,000.  The  action  of  the  Commissioner  in  this  respect  was  pred¬ 
icated  on  the  provisions  of  sections  401  and  402  of  the  Revenue 
Act  of  1918.  Accordingly,  he  notified  the  petitioners  of  his  deter¬ 
mination  of  a  deficiency  in  estate  tax  of  $43,121.72.  From  that 
notice  the  petitioners  appealed  to  this  Board. 

OPINION. 

Korner,  Chairman :  The  issue  presented  for  determination  in 
this  proceeding  is  substantially  the  same  as  that  presented  in  Appeal 
22847—27 - 8 
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of  Susie  M.  Root ,  5  B.  T.  A.  696,  decided  this  day.  The  salient 
point  of  difference,  aside  from  the  matter  of  the  jurisdiction 
of  the  parties  and  the  subject  matter,  is  that,  in  that  case,  the 
estate  by  the  entirety  was  created  in  the  grantees  subsequent  to 
the  date  of  the  enactment  of  the  statute  controlling  at  the  date 
of  the  death  of  the  decedent,  whereas,  in  the  instant  case, 
such  estate  was  created  prior  to  the  enactment  of  the  statute  con¬ 
trolling  the  subject  matter  of  this  controversy.  It  will  be  noted 
that  the  Root  case  arose  under  the  provisions  of  the  Revenue  Act 
of  1921,  while  the  instant  proceeding  arises  under  the  provisions 
of  the  Revenue  Act  of  1918.  But,  since  the  provisions  of  the  two 
acts  are  the  same  in  so  far  as  concerns  the  matters  involved  in  the 
two  cases,  this  difference  is  not  of  importance. 

The  petition  alleges  and  the  answer  admits  that  Charles  I.  Hudson 
rand  his  wTife  were  seized  of  the  premises  in  question  as  tenants  by 
the  entirety  down  to  the  date  of  the  former’s  death.  This  is  ad¬ 
mitted  as  a  fact,  but,  in  our  opinion,  it  is  a  legal  conclusion  which  is 
fully  borne  out  by  the  authorities.  Hunt  v.  Blackburn,  128  U.  S. 
464,  469 ;  Bertles  v.  Nunan ,  92  N.  Y.  152,  156 ;  Matter  of  Klatzl ,  216 
N.  Y.  83;  110  N.  E.  181;  Matter  of  Lyon ,  233  N.  Y.  208;  135  N.  E. 
247 ;  Matter  of  Dunn ,  236  N.  Y.  461 ;  141  N.  E.  915.  In  view  of  the 
decisions  of  the  courts  of  New  York,  it  is  not  open  to  question 
that  the  doctrine  of  estates  by  the  entirety  obtains  in  that  jurisdic¬ 
tion  with  all  the  legal  consequences  incident  thereto. 

In  Matter  of  Klatzl ,  supra ,  the  Court  of  Appeals  held  (p.  85,  87)  : 

At  common  law  a  conveyance  by  a  third  person  to  husband  and  wife  creates 
a  tenancy  by  entirety.  Such  an  estate  is  founded  upon  the  ancient  principle 
of  the  common  law  which  regarded  the  husband  and  wife  as  one  person. 
(Blackstone’s  Comm,  book  I,  p.  442;  Bl.  Comm,  book  II,  p.  182;  2  Kent’s  Comm, 
p.  132.)  Neither  the  provision  of  the  Revised  Statutes  that  “every  estate 
granted  or  devised  to  two  or  more  persons,  in  their  own  right,  shall  be  a  ten¬ 
ancy  in  common,  unless  expressly  declared  to  be  in  joint  tenancy”  (3  R.  S. 
[7th  ed.]  2179),  nor  the  legislation  that  has  been  enacted  in  reference  to  the 
rights  and  property  of  married  women  and  permitting  husband  and  wife  to 
contract  directly  with  one  another,  preclude  the  creation  of  a  tenancy  by  en¬ 
tirety.  After  some  fluctuation  of  opinion  ( Meeker  v.  Wright,  76  N.  Y.  262)  it 
is  now  settled  that  this  tenancy  is  still  recognized  in  the  jurisprudence  of  this 
state. 

In  1916,  in  an  attempt  to  overrule  the  decision  in'  the  Klatzl  case 
(decided  October,  1915),  the  New  York  Legislature  amended  the  Tax 
Law  in  respect  to  taxable  transfers  and  attempted  to  include  in  the 
gross  taxable  estate  property  held  “  in  the  joint  names  of  two  or  more 
persons,  or  as  tenants  by  the  entirety.”  The  act  was  retroactive,  and 
attempted  to  tax  such  an  estate,  whenever  created,  provided  death 
should  occur  after  1916.  Laws  of  1916,  chap.  323,  sec.  83,  p.  866. 
amending  the  Tax  Law,  sec.  220,  subdiv.  7. 
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In  Matter  of  Lyon ,  supra ,  the  Court  of  Appeals  construed  this  Act 
of  1916  and  held  that  this  attempt  to  tax  estates  by  the  entirety 
created  before  1916  was  fruitless,  and  that  such  estates  could  not  be 
taxed.  Thus,  the  Court  of  Appeals  unanimously  held  (233  N.  Y. 
211,  212)  : 

When,  on  July  31st,  1908,  a  house  and  lot  was  conveyed  to  Edmund  Lyon  and 
to  Carolyn,  his  wife,  as  tenants  by  the  entirety  they  became  seized  of  an  estate 
having  well-recognized  attributes.  Whatever  the  original  reasoning  upon  which 
this  estate  was  based,  the  rules  with  regard  to  it  had  long  become  a  part  of 
the  law  of  real  property  consistently  enforced  in  New  York.  ( Matter  of  Klatzl, 
216  N.  Y.  83.)  Husband  and  wife  were  not  joint  tenants.  One  did  not  acquire 
the  rights  and  property  of  the  other  by  survivorship.  The  fee  was  indivisible. 
As  an  entirety  it  was  vested  in  both.  For  this  purpose  they  were  considered  one 
and  not  two.  On  the  death  of  either  the  fee  vested  in  the  other,  not  because 
there  was  a  transfer  of  any  part  of  the  estate,  but  because  the  survivor  was 
the  representative  of  the  single  ownership.  *  *  * 

Since  1916  the  statute  has  been  altered.  (Cons.  Laws,  ch.  60,  section  220, 
subd.  7.)  Where  there  is  a  joint  tenancy  or  a  tenancy  by  the  entirety,  the  right 
of  the  survivor  to  the  immediate  ownership  and  enjoyment  of  the  property 
shall  be  deemed  a  taxable  transfer  “  in  the  same  manner  as  though  the  whole 
property  *  •*  *  belonged  absolutely  to  the  deceased  tenant  by  the  entirety 

(or)  joint  tenant  *  *  *  and  had  been  bequeathed  to  the”  survivor  by  the 

deceased.  This  means  that  the  tax  is  to  be  imposed  upon  the  entire  estate 
held  by  the  joint  tenants  or  by  the  tenants  by  the  entirety  as  if  the  whole  had 
passed  by  will.  ( Matter  of  Dolbeer ,  226  N.  Y.  623.)  The  act  is  also  retroactive 
and  is  an  endeavor  to  tax  such  estate  whenever  created  provided  the  death 
occurs  after  1916.  ( Matte r  of  McKelway,  221  N.  Y.  15.) 

Whatever  power  the  legislature  may  have  with  regard  to  such  estates  later 
created  does  not  extend  to  those  already  vested  before  the  adoption  of  the 
amendment.  ( Matter  of  Pell ,  171  N.  Y.  48.)  This  estate  by  the  entirety  with 
all  its  incidents  was  vested  in  Mr.  and  Mrs.  Lyon  in  1910.  What  was  then 
acquired  may  not  subsequently  be  diminished  by  a  tax  upon  that  acquisition. 
As  there  was  no  transfer  after  1916  there  can  be  no  tax.  Mrs.  Lyon  now  has 
what  she  had  in  1910,  no  more  and  no  less.  ( Matter  of  McKelway,  supra.) 

The  distinction  is  brought  out  in  Matter  of  Dunn ,  supra .  There 
husband  and  wife,  as  tenants  by  the  entirety,  acquired  certain  real 
estate  in  1915  and  certain  other  real  estate  in  1919  and  1920.  The 
New  York  Act  was  passed  in  1916  and  the  husband  died  in  1921. 
The  Court  of  Appeals  held  the  property  acquired  in  1915  was  not 
affected  by  the  Act  of  1916,  and  was  not  liable  to  tax,  saying  (236 
N.  Y.  464) : 

Patrick  J.  Dunn  and  his  wife  in  1915,  prior  to  the  amendment  of  the  Tax 
Law,  acquired  real  estate  as  tenants  by  the  entirety.  Such  property  was  not 
affected  by  the  amendment  of  1916,  nor  has  it  been  considered  in  the  appraisal 
made  for  the  reason  that  under  the  statute  as#  it  then  read,  the  surviving 
tenant  was  entitled  to  the  immediate  ownership,  possession  and  enjoyment 
of  the  property  upon  the  death  of  the  co-tenant. 

In  the  last  cited  case  the  court  held  that  the  property  to  which 
title  was  taken  in  1919  and  1920  was  burdened  with  a  transfer  tax. 
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We  are  not  here  concerned,  however,  with  a  situation  to  which  such 
a  ruling  would  be  applicable.  In  the  instant  case  title  to  the  prop¬ 
erty  in  question  was  taken  by  the  grantees  in  1909  and  the  death  of 
the  husband  occurred  in  1921. 

Pursuant  to  the  laws  of  New  York,  the  Surrogate’s  Court  of  that 
State  rendered  a  decree  specifically  adjudicating  that  the  estate  at 
the  time  of  decedent’s  death  had  and  still  has  no  interest  in  the  real 
estate  theretofore  owned  by  the  decedent  and  his  wife  as  tenants  by 
the  entirety. 

In  view  of  what  has  been  said,  we  conclude  that  on  the  death  of 
Charles  I.  Hudson  there  was  no  transfer  of  any  interest  or  estate 
from  him  or  his  estate  either  to  his  wife  or  to  his  executors,  but 
that  his  interest  in  the  lands  in  question  ceased  and  terminated — 
became  annihilated. 

With  the  foregoing  as  a  premise,  we  conclude,  as  we  did  in  Appeal 
of  Susie  M.  Root ,  supra ,  and  by  the  same  process  of  reasoning, 
that  no  estate  tax  is  imposed  by  the  Revenue  Act  of  1918  in 
respect  of  the  value  of  the  lands  here  in  question,  and  that  the 
deficiency  proposed  here  is  not  a  correct  or  proper  deficiency. 

It  was  alleged  by  the  petitioners  in  their  brief  that,  if  the  issue 
in  this  proceeding  be  resolved  in  their  favor,  there  would  be  a 
resultant  overpayment  of  estate  taxes  in  the  amount  of  $7,243.74. 
No  proof  was  offered  on  this  point  nor  is  the  matter  referred  to  in 
the  record  other  than  the  statement  in  brief  just  referred  to.  The 
statutory  deficiency  notice  from  which  this  appeal  is  taken  is  not 
before  the  Board,  nor  is  there  any  showing  as  to  the  method  of 
computation  by  which  the  Commissioner  arrived  at  his  determination. 
We  therefore  make  no  finding  and  offer  no  comment  on  that  phase 
of  the  matter. 

Judgment  ivill  be  entered  for  the  petitioners . 

Love  dissents. 


Appeal  of  James  H.  Persons. 

Docket  No.  3250.  Promulgated  November  30,  1926. 

1.  An  alleged  partnership  was  merely  a  scheme  of  the  taxpayer 
to  defeat  and  evade  the  tax  upon  the  income  of  a  business  owned 
entirely  by  him  and  the  Commissioner  correctly  determined  that 
the  profits  of  the  business  constituted  income  to  him  and  that  the 
50  per  cent  penalty  imposed  by  section  250  (b)  of  the  Revenue  Act 
of  1918  should  be  added  to  the  deficiency. 

2.  Additional  compensation  authorized  and  credited  to  the  tax¬ 
payer  upon  the  books  of  the  corporation  in  1920  and  received  by 
him  in  1921  was  not  income  for  the  year  1920,  since  the  taxpayer 
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kept  his  books  and  rendered  his  return  upon  the  cash  receipts 
•  and  disbursements  basis. 

3.  The  Commissioner’s  disallowance  of  a  loss  of  $9,260  from  the 
'  operation  of  a  farm  during  1920  approved. 

Lawrence  A.  Baker ,  Esq.,  and  Leroy  Saunders ,  Esq.,  for  the 
petitioner. 

A.  Calder  Maclcay,  Esq.,  and  W m.  H.  Lawder,  Esq.,  for  the 
Commissioner. 

At  the  hearing  taxpayer  withdrew  certain  assignments  of  error 
as  to  the  Commissioner’s  determination  of  deficiencies  for  1918  and 
1919.  For  the  calendar  year  1920  the  Commissioner  determined  a 
deficiency  in  tax  of  $54,673.65,  and  in  addition  he  determined  that 
the  taxpayer  willfully  filed  a  false  and  fraudulent  return  for  the 
calendar  year  1920  with  intent  to  evade  the  tax,  and  accordingly 
added  to  the  deficiency  the  50  per  cent  penalty  as  provided  in  section 
250  (b)  of  the  Revenue  Act  of  1918. 

The  issues  are  (1)  whether  all  or  only  one-fourth  of  ft  profit  of 
$104,939.97  for  1920  from  the  operation  of  a  coal  mine  under  the 
name  of  the  Liberty  Coal  Co.  was  income  to  the  taxpayer,  and 
whether  taxpaver’s  income-tax  return  for  1920  was  willfullv  false 
and  fraudulent  with  intent  to  evade  the  tax;  (2)  whether  additional 
compensation  of  $25,000  credited  to  the  taxpayer  in  1920  but  not 
received  by  him  until  1921  was  income  in  the  taxable  year  1920 ;  and 
(3)  whether  taxpayer  sustained  a  loss  of  $9,260  in  the  operation  of 
a  farm. 

FINDINGS  OF  FACT. 

The  taxpayer  is  a  resident  of  Terre  Haute,  Ind.  During  1920  and 
for  several  years  prior  thereto  he  and  one  Randolph  owned  in  equal 
portions  the  capital  stock  of  the  Queen  City  Coal  Co.,  a  corporation 
engaged  in  mining  and  selling  coal  near  Jason ville. 

The  taxpayer  also  owned  a  farm  near  Terre  Haute  which  he 
operated  for  profit.  In  the  latter  part  of  1918  taxpayer  purchased 
a  coal  mine  and  equipment  near  Jason  ville  which  he  thereafter  op¬ 
erated  as  an  individual  under  the  name  of  the  Libertv  Coal  Co.  He 
derived  no  profit  from  the  operation  of  this  mine  in  1918  and  a 
profit  of  only  $333.34  was  made  during  1919.  For  the  calendar  year 
1920  the  profits  from  the  operation  of  the  Liberty  Coal  Co.  amounted 
to  $104,939.97.  Separate  books  of  account  were  kept  for  the  Liberty 
Coal  Co.,  and  for  the  calendar  year  1920  they  reflected  a  profit  of 
$102,762.30,  which  was  increased  by  the  Commissioner  to  the  amount 
above  stated  through  a  reduction  of  depletion  claimed  in  the 
amount  of  $2,177.67. 
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On  March  15,  1921,  the  taxpayer  filed  a  partnership  income-tax 
return  for  the  Liberty  Coal  Co.  showing  the  net  income  as  belonging 
one-fourth  each  to  himself,  his  wife  Florence  E.  Persons,  his 
brother-in-law  E.  W.  Ferguson,  and  his  bookkeeper  H.  O.  Bedwell. 
These  individuals  in  their  income-tax  returns  for  1921,  which  were 
prepared  by  H.  O.  Bedwell,  each  reported  one-fourth  of  the  profits 
of  the  Liberty  Coal  Co.  and  paid  the  tax  shown  to  be  due  on  said 
returns.  The  taxpayer  reported  as  his  proportion  of  the  profits  from 
the  Liberty  Coal  Co.  $25,690.56.  The  other  individuals  mentioned 
each  reported  $25,690.58.  Bedwell  kept  the  books  of  the  Queen  City 
Coal  C9.  and  the  Liberty  Coal  Co.  and  performed  other  services  for 
the  Liberty  Coal  Co.  for  which  he  was  paid  salaries  by  the  corpora¬ 
tion  and  the  taxpayer  respectively.  During  the  year  1920  Ferguson 
was  not  in  the  employ  of  either  the  corporation  or  the  taxpayer. 
Some  time  during  that  year  he  purchased  an  interest  in  a  retail 
coal  yard  at  Terre  Haute,  through  which  business  a  small  portion 
of  the  coal  produced  by  the  Liberty  Coal  Co.  during  1920  was  sold, 
on  which  no  commission  as  such  was  charged.  Mrs.  Persons  rendered 
no  service  to  the  Liberty  Coal  Co.  During  the  year  1920  the  tax¬ 
payer  withdrew  from  the  profits  of  the  Liberty  Coal  Co.  various 
amounts  aggregating  more  than  $80,000.  No  portion  of  the  profits 
of  the  Liberty  Coal  Co.  was  paid  to  any  one  other  than  the  taxpayer 
during  the  taxable  year.  No  entry  was  made  upon  the  books  during 
1920  to  show  that  any  one  other  than  the  taxpayer  had  any  interest 
in  the  profits  of  the  business.  At  some  time  subsequent  to  March  1. 
1921,  certain  erasures  were  made  on  page  67  of  the  journal  con¬ 
taining  the  closing  entries  for  the  year  1920,  and  the  profit  of 
$102,762.30,  as  shown  by  the  books,  was  credited  one-fourth  each  to 
the  four  individuals  mentioned.  On  some  date  subsequent  to  March 
1,  1921,  four  loose-leaf  sheets  were  placed  in  the  loose-leaf  ledger  of 
the  Liberty  Coal  Co.,  bearing  the  respective  names  of  the  four  indi¬ 
viduals  mentioned,  on  which  they  were  credited  with  one-fourth  of 
the  profits  of  the  Liberty  Coal  Co. 

About  March  15,  1921,  taxpayer  gave  his  Avife,  Ferguson,  and 
Bedwell  his  personal  check  for  an  undisclosed  amount  and  during 
several  months  following  gave  his  wife  and  Ferguson  additional 
personal  checks,  all  of  which  aggregated  $15,000  to  each  of  them. 
The  Liberty  Coal  Co.  Avas  not  operated  from  January  1,  1921,  until 
about  July,  1921,  due  to  the  fact  that  No.  5  seam  from  which  coal 
had  theretofore  been  remoA^ed  was  exhausted  and  it  Avas  necessary 
to  sink  an  additional  shaft  to  reach  No.  4  seam.  The  taxpaj^er 
incorporated  the  business  about  July,  1921,  and  gave  Bedwell  his 
personal  check  for  $25,000,  with  the  understanding  and  agreement 
that  Bedwell  would  immediately  endorse  it  to  the  corporation  for 
stock,  which  he  did. 
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In  December,  1920,  the  directors  of  the  Queen  City  Coal  Co. 
voted  the  taxpayer  an  additional  salary  of  $25,000,  which  was 
credited  to  him  upon  its  books.  The  corporation  had  sufficient 
cash  at  the  time  the  salary  was  voted  to  pay  the  same.  The  salary 
was  paid  to  and  received  by  the  taxpayer  in  January,  1921. 

During  the  taxable  year  the  taxpayer’s  expenditures  in  the  oper- 
tion  of  his  farm  exceeded  his  receipts  in  the  amount  of  $9,260. 

OPINION. 

Littleton:  The  testimony  of  the  taxpayer  and  his  witnesses  re¬ 
lating  to  the  alleged  partnership  in  the  operation  of  the  Liberty 
Coal  Co.  during  the  year  1920  is  so  contradictory,  vague  and  in¬ 
definite  that  it  is  impossible  for  the  Board  to  make  any  finding 
that  any  attempt  was  made  to  organize  a  valid  partnership  prior 
to  or  during  the  year  1920.  The  testimony  submitted  on  behalf 
of  the  taxpayer  can  not  be  reconciled  so  as  to  be  in  any  way  con¬ 
sistent  with  the  belief  that  there  was  any  agreement  to  divide  the 
profits  from  the  operation  of  the  Liberty  Coal  Mine  for  the  year 

1920.  The  other  evidence  in  the  case,  which  will  be  hereafter  re¬ 
ferred  to,  justifies  the  conclusion  that  the  division  of  the  profits  of 
the  Liberty  Coal  Co.  was  first  thought  of  in  the  year  1921  and  that 
the  entries  in  the  ledger  showing  a  division  of  the  profits  were  made 
some  time  in  or  about  the  year  1923. 

The  taxpayer,  his  wife,  and  Bedwell,  the  bookkeeper,  who  were  the 
only  witnesses  produced  by  the  taxpayer  at  the  first  hearing  of  this 
case  (the  hearing  having  been  continued  for  a  month  in  order  to 
secure  the  testimony  of  the  other  witnesses),  testified  that  in  Decem¬ 
ber,  1919,  a  conversation  was  held  at  the  home  of  the  taxpayer  in 
Terre  Haute,  at  which  the  taxpayer,  his  wife,  Bedwell,  and  Ferguson 
were  all  present ;  that  at  that  time  the  taxpayer  informed  the  persons 
mentioned  that  it  was  his  intention  to  divide  the  profits  of  the 
Liberty  Coal  Co.  for  the  year  1920  equally  between  himself,  Bed- 
well  and  Ferguson.  The  taxpayer  testified  that  his  reason  for  this 
was  that  he  desired  to  give  his  attention  to  other  matters  and  desired 
that  Bedwell  should  operate  the  mine  and  that  Ferguson  should  sell 
the  coal ;  that  at,  the  time  of  this  conversation  Mrs.  Persons  insisted 
that  the  profits  be  divided  four  ways  and  that  she  receive  one-fourth, 
and  that  this  was  agreed  to.  The  taxpayer  testified  further  that  an 
accountant  who  had  been  employed  to  audit  the  books  of  the  Queen 
City  Coal  Co.  had  suggested  to  him  that  if  he  would  divide  his 
profits  four  ways  he  would  save  considerable  income  tax.  Bedwell 
first  testified  that  the  entries  in  the  books  of  the  Liberty  Coal  Co. 
showing  an  equal  distribution  of  profits  between  the  taxpayer,  his 
wife,  Ferguson,  'and  himself  were  made  on  or  about  January  1, 

1921,  immediately  after  the  close  of  the  calendar  year  1920,  and  after 
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expert  testimony,  hereinafter  referred  to,  had  been  given  he  testified 
that  these  entries  were  made  on  or  about  March  15,  1921.  The  out¬ 
standing  feature  of  the  testimony  of  these  witnesses  is  that  they  could 
remember  very  little  about  anything  except  that  in  December,  1919, 
they  organized  a  partnership.  They  could  not  remember  anything 
that  was  said  at  that  time  except  that  the  profits  of  the  Liberty  Coal 
Co.  for  1920  were  to  be  divided  four  ways.  The  Liberty  Coal  Co. 
had  made  practically  no  profits  since  the  beginning  of  operations  and 
no  further  reason  was  given  why  it  was  decided  in  1919  to  divide  the 
profits  between  the  four  individuals  mentioned.  No  witness  for  the 
taxpayer  testified  that  any  of  the  individuals  other  than  the  taxpayer 
wTere  to  have  any  interest  in  the  property  or  business  of  the  Liberty 
Coal  Co. 

After  the  testimony  of  these  witnesses  had  been  given,  the  Boaid 
called  an  expert  of  more  than  thirty  years’  experience  to  examine  the 
book  entries,  the  age  of  the  ink,  etc.,  and  to  testify  as  to  when  the 
entries  crediting  one-fourth  of  the  profits  to  the  four  individuals 
named  were  made.  After  having  made  investigation  this  witness 
testified  on  September  21,  1925,  that  the  entries  showing  the  distribu¬ 
tion  of  profits  of  $102,762.30,  one-fourth  each  to  the  taxpayer,  Flor¬ 
ence  E.  Persons,  H.  O.  Bedwell,  and  Earl  W.  Ferguson,  claimed  to 
have  been  “made  in  January,  1921,  were  made  less  than  three  years 
ago  and  that  certain  other  entries  appearing  on  the  books  of  the 
company  concerning  its  ordinary  transactions  reported  to  have  been 
made  at  the  close  of  the  year  1920  were  made  at  that  time. 

At  a  further  hearing  held  October  29,  1925,  E.  W.  Ferguson  testi¬ 
fied  that  the  first  he  heard  of  the  division  of  the  profits  of  the  Liberty 
Coal  Co.  was  in  the  spring  of  1920,  when  he  was  informed  by  the 
taxpayer  that  the  profits  were  to  be  divided  equally  between  the  per¬ 
sons  hereinbefore  named.  This  and  the  fact  that  some  time  after 
the  end  of  the  year  1921  the  taxpayer  gave  him  personal  checks  aggre¬ 
gating  $15,000  was  about  all  that  he  could  remember  about  the  matter. 
The  accountant  who  had  advised  the  division  of  profits  of  the  Liberty 
Coal  Co.  was  called  as  a  witness  and  testified  first  that  he  first  sug¬ 
gested  this  to  the  taxpayer  in  the  spring  of  1920.  The  testimony  of 
this  witness  is  typical  of  the  testimony  of  most  of  the  taxpayer’s 
witnesses  concerning  this  alleged  partnership.  A  portion  of  his  tes¬ 
timony  concerning  his  part  in  connection  with  the  alleged  partnership 
was  as  follows: 

Q.  When  did  you  have  that  conversation  with  Mr.  Persons?  [About  the 
formation  of  the  partnership]. 

A.  I  could  not  say. 

Q.  You  could  not  say? 

A.  My  recollection  is  that  it  was  either  the  first  part  of  1920  or  during  the 
year  1920.  As  to  the  dates,  I  can  not  say.  *  *  * 
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Mr.  James.  When  you  suggested  the  advisability  of  forming  a  partnership, 
did  you  go  into  detail  as  to  the  methods  to  be  pursued,  or  anything  of  that 
sort;  beyond  the  general  suggestion  that  a  partnership  should  be  formed? 

The  Witness.  I  do  not  see  there  were  any  details  to  go  into.  Do  you  mean 
as  to  the  division  of  the  profits? 

Q.  The  division  of  profits  or  the  persons  among  whom  they  were  to  be 
divided? 

A.  Yes,  sir. 

Q.  What  was  the  substance  of  that  conversation? 

A.  What  was  said  *  *  *  the  names,  you  mean? 

Q.  Yes,  tell  the  conversation  about  the  division  of  profits. 

A.  I  do  not  recall  that;  all  I  know  is  that  I  suggested  they  form  a  partner¬ 
ship  with  four  partners. 

Q.  Why  did  you  suggest  four  partners? 

A.  Why  did  I? 

Q.  Yes,  why  did  you  suggest  that ;  you  were  suggesting  that  he  divide  up  his 
money,  weren’t  you?  And  how  did  it  come  that  you  suggested  that  he  divide 
it  among  four  partners? 

A.  What  is  wrong  with  that? 

Q.  It  is  not  merely  a  question  of  being  right  or  wrong,  but  I  am  trying  to 
get  at  how  this  suggestion  came  about.  You  suggested  that  he  form  a  part¬ 
nership. 

A.  Yes,  sir. 

Q.  And  then  dividing  $100,000  among  four  people? 

A.  Not  at  that  time. 

Q.  Well,  it  involved  dividing  whatever  sum  he  made  during  that  year 
among  four  people? 

A.  Yes,  sir. 

Q.  You  were  suggesting  to  him  that  he  give  up  three-fourths  of  the  profits 
that  he  would  make,  weren’t  you? 

A.  Give  up  actual  cash? 

Q.  Yes. 

A.  No,  sir. 

Q.  You  were  not? 

A.  No,  sir. 

Q.  What  was  the  purpose  of  the  partnership? 

A.  My  suggestion  to  him  was  this,  that  this  partnership  should  be  formed 
on  the  basis  of  the  division  of  one-fourth  of  the  profits,  no  profits  to  be  dis¬ 
tributed  until  he  had  received  a  return  on  his  original  capital  investment. 

Q.  Well,  interpreting  that  understanding,  do  you  regard  it  as  a  proper  book 
interpretation  to  make  the  entry  on  page  67  of  that  journal? 

A.  Absolutely,  that  is  the  only  way  that  you  could  do  it. 

Q.  They  were  to  get  the  book  credits  and  he  was  to  get  the  money,  is  that 
the  idea? 

A.  That  is  it. 

Q.  Now,  was  that  a  new  suggestion  to  Mr.  Persons  at  the  time  you  made  it, 
as  far  as  you  know? 

A.  A  new  suggestion  from  myself? 

Q.  Yes. 

A.  Yes,  sir. 

Q.  That  was  not  before  February  or  March,  1920? 

A.  That  is  my  recollection.  It  would  not  be  before  that,  so  far  as  I  know. 

By  Mr.  Mackay: 

Q.  It  might  have  been  later? 
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A.  Yes,  sir,  it  may  have  been  later. 

Q.  It  might  have  been  towards  the  fall  of  the  year? 

A.  Yes,  sir,  it  might  have  been. 

Q.  It  might  have  been  the  first  of  January,  1921,  as  far  as  you  know? 

A.  I  hardly  think  so. 

By  Mr.  James  : 

Q.  It  might  have  been? 

A.  Yes. 

Q.  At  that  time,  in  1920,  when  you  made  that  suggestion,  did  Mr.  Persons 
or  Mr.  Bedwell  tell  you  that  a  partnership  had  been  formed? 

A.  They  did  not. 

The  Board  is  of  the  opinion  from  the  entire  record  that  no  valid 
partnership  was  formed  or  attempted  to  be  formed,  that  the  pur¬ 
ported  division  of  profits  of  the  Liberty  Coal  Co.  was  merely  a 
scheme  to  evade  the  tax,  and  that  the  return  of  this  taxpayer  for 
the  year  1920  was  willfully  false  and  fraudulent  with  intent  to 
evade  the  tax.  The  Commissioner  therefore  correctly  held  that  the 
profits  from  the  operations  of  the  Liberty  Coal  Co.  constituted 
income  to  this  taxpayer  and  that  he  was  also  liable  for  the  50  per 
cent  penalty.  It  should  be  stated  in  connection  with  this  proceeding 
that  counsel  appearing  on  behalf  of  the  taxpayer  presented  to  the 
Board  every  obtainable  fact,  whether  favorable  or  unfavorable, 
which  might  have  any  bearing  upon  either  the  correctness  or  incor¬ 
rectness  of  the  tax  or  the  penalty. 

The  Commissioner  held  that  the  additional  compensation  allowed 
the  taxpayer  by  the  Queen  City  Coal  Co.  was  constructively  received 
by  him  in  1920.  We  are  of  opinion  that  this  determination  was  in 
error.  He  made  his  return  on  the  cash  receipts  and  disbursements 
basis  and  he  did  not  receive  the  amount  until  the  year  1921. 

The  taxpayer  employed  one  Markle  to  manage  his  farm.  Regular 
books  of  account  were  not  kept  but  all  receipts,  purchases  and  dis¬ 
bursements  during  the  year  were  entered  upon  separate  slips  and 
these  were  used  by  the  accountant  who  prepared  the  taxpayer’s 
return  in  determining  the  profit  or  loss  in  the  operation  of  the 
farm  for  1920.  Some  time  after  the  .return  had  been  made  these 
slips  wrere  destroyed.  Markle  lost  his  life  in  a  railroad  wreck 
shortly  after  1920.  The  Board  is  unable  from  the  evidence  to  find 
that  the  taxpayer  sustained  a  deductible  loss  from  farm  operations. 
We  have  no  knowledge  as  to  the  source  of  the  income  or  as  to  the 
nature  of  the  expenditures  during  the  year,  that  is,  whether  the  ex¬ 
penditures  were  in  fact  ordinary  and  necessary  expenses  or  disburse¬ 
ments  for  improvements  and  betterments.  In  these  circumstances 
the  Commissioner’s  determination  in  this  regard  is  approved. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 
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ness  having  fiscal  year  ended  in  1916. 

Ricks-McCreight  Lumber  Co -  727 

Losses;  corporations ;  transactions  entered  into  by  individual  in  own 
behalf  or  as  agent  for  corporation ;  evidence. 

Robertson,  Harry  F _  748 

Gain  or  loss;  sale  of  land;  cost;  payment  of  price  below  market 
value;  difference  held  a  gift. 

Rowland,  J.  A -  770 

Gain  or  loss;  sale  of  timber  land ;  evidence  of  oumership  on  Mar.  1, 

1913,  and  value  at  that  date. 

Selwyn  Operating  Corporation _  723 


Invested  capital;  special  assessment ;  corporation  with  no  invested 
capital;  officers  serving  without  pay.  Personal  service  corpora¬ 
tions;  operator  of  theatre  and  office  building;  lease  as  income  fac¬ 
tor ;  separate  business,  sec.  303,  Act  1918. 


Tisdale  Lumber  Co _  752 

Invested  capital;  good  will  acquired  for  stock;  value;  assets  and 
earnings  of  predecessor ;  audit  based  on  inadequate  data. 

Willenborg,  Carl _  788 

Willenborg,  C.,  &  Co -  788 

Inventories ;  valuation;  reserve  for  appreciation  or  depreciation ;  dif¬ 
ference  between  cost  and  estimated  values  of  unseasonable  and 
obsolete  merchandise;  accounting  practice;  evidence. 

Wise  Realty  Corporation _  796 

Expenses;  officers'  salaries;  prior-year  salaries;  evidence  of  accrual 
within  tax  year.  Gain  or  loss;  subdivision  and  sale  of  lots;  evi¬ 
dence  of  cost  of  unsold  lots. 

Zeiller,  Herman _  788 

See  Willenborg,  G.,  &  Co. 
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Appeal  of  Selwyn  Operating  Corporation. 

Docket  No.  4851.  Promulgated  December  8,  1926. 

1.  Personal  service  corporation. — The  taxpayer  corporation, 
although  organized  without  paid-in  capital,  immediately  thereafter 
acquired  a  10-year  lease  of  a  building  valued  at  $800,000  or  more, 
which  it  operated  as  a  combination  office  and  theatre  building. 

Held,  that  under  such  conditions  it  can  not  be  found  that  capital, 
either  invested  or  borrowed,  is  not  a  material  income-producing 
factor  and  personal  service  classification  must  be  denied. 

2.  Section  303,  Revenue  Act  of  1918. — The  taxpayer  corporation, 
carrying  on  the  business  of  operating  a  building,  a  part  of  which  is 
rented  for  offices  and  a  part  of  which  is  used  for  the  conduct  of  a 
theatre,  is  not  engaged  in  two  such  separate  trades  or  businesses 
as  to  bring  it  within  the  provisions  of  section  303  of  the  Revenue 
Act  of  1918. 

3.  Special  assessment. — The  taxpayer  corporation  during  the 
years  in  question  had  no  paid-in  or  other  form  of  invested  capital 
and  it  paid  no  compensation  to  its  three  principal  officers  yet  pro¬ 
duced  net  income  of  $64,342.40  in  1919  and  $90,034.31  in  1920. 

These  facts  establish  such  “  abnormal  conditions  affecting  the 
capital  and  income  of  the  corporation  ”  as  to  justify  and  require 
the  application  of  section  328  of  the  Revenue  Act  of  1918  in  the 
event  that  the  total  profits  tax,  determined  under  said  section,  shall 
be  found  to  be  less  than  the  amount  determined  to  be  found  under 
section  302. 

Ben  Jenkins ,  Esq.,  for  the  petitioner. 

J.  Arthur  Adams.  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  deficiencies  in  income 
and  profits  taxes  in  the  amounts  of  $25,257.50  for  the  calendar  year 
1919  and  $37,075.78  for  the  calendar  year  1920.  The  total  amount  of 
$62,333.28  is  in  controversy. 

The  petitioner  asserts  that  the  Commissioner  erred  in  computing' 
its  tax  liability  for  the  years  involved :  (a)  in  denying  it  a  personal 
service  classification  under  section  200  of  the  Revenue  Act  of  1918r 
(b)  in  not  considering  any  portion  of  its  income  as  directly  attrib¬ 
utable  to  the  personal  services  rendered  by  its  officers,  and  in  not 
determining  its  tax  liability  in  accordance  with  the  provisions  of 
section  303  of  the  Revenue  Act  of  1918,  and  (c)  in  not  determining 
its  tax  liability  in  accordance  with  the  provisions  of  section  328  of 
the  Revenue  Act  of  1918.  Errors  (b)  and  (c)  are  alleged  in  the 
alternative  if  it  is  found  that  the  petitioner  is  not  a  personal  service 
corporation. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  New  York  corporation  with  its  principal  office 

at  229  West  42nd  Street,  New  York  City.  It  was  organized  in 

1  «/ 
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June,  1918,  with  a  capital  stock  of  $10,000  held  by  Arch  Selwyn, 
Crosby  Gaige,  Edgar  Selwyn,  and  Lee  Shubert,  who  hold  30  shares, 
24%  shares,  20%  shares,  and  25  shares,  respectively.  The  stock  was 
issued  for  the  good  will  and  services  of  the  said  stockholders.  About 
$500  cash  was  contributed  for  incidental  expenses. 

At  or  about  the  time  of  its  organization  it  acquired  a  lease  of  the 
Selwyn  Theatre  and  office  building  connected  therewith.  The  cost 
of  this  property  to  the  lessor  was  more  than  $800,000.  This  theatre 
and  office  building  was  owned  by  the  Selwyn  Realty  Corporation, 
the  stockholders '  of  which  were  Arch  Selwyn,  Crosby  Gaige,  and 
Edgar  Selwyn.  No  stock  was  issued  for  the  lease  nor  was  any 
deposit  or  guarantee  made  to  the  Selwyn  Realty  Corporation.  The 
rental  was  to  be  paid  out  of  the  box-office  receipts  and  rentals.  The 
lease  was  for  a  10-year  period,  and  the  rent  to  be  paid  by  the  peti¬ 
tioner  covered  interest  on  the  investment  of  the  owners  of  the  build¬ 
ing,  taxes,  insurance,  and  ground  rent  plus  an  arbitrary  sum  of 
$10,000  per  year.  The  office  building  comprised  six  floors,  two  of 
which  were  occupied  by  the  Selwyn  organization.  The  petitioner’s 
income-tax  returns  for  the  years  involved  show  under  gross  income, 
for  the  year  1919,  rentals  $113,549.09,  and  for  the  year  1920, 
$27,747.34.  The  office  building  and  theatre  expenses  were  not  segre¬ 
gated  on  the  books. 

The  petitioner  produced  no  plays.  Its  business  was  the  manage¬ 
ment  and  operation  of  the  Selwyn  Theatre.  The  successful  operation 
of  the  theatre  depended  upon  the  knowledge  and  skill  of  the  stock¬ 
holders  in  selecting  proper  and  attractive  plays  to  be  produced  in 
the  theatre.  The  petitioner  entered  into  contracts  with  the  owners 
and  producers  of  plays  whereby  the  plays  were  produced  in  the 
petitioner’s  theatre,  and  the  gross  box-office  receipts  were  divided 
upon  a  certain  percentage  basis,  usually  about  50  per  cent  to  the  pro¬ 
ducer.  The  petitioner  paid  no  actors  and  furnished  no  equipment 
for  the  production  of  plays.  Its  only'  employees  were  office  help, 
box-office  clerks,  ticket-takers,  stage  hands,  electrical  men,  and 
cleaners.  The  petitioner  furnished  four  musicians,  and  if  more  were 
needed  for  any  particular  play  the  producer  of  the  play  furnished 
them.  The  stockholders  took  no  part  in  the  production  of  the  plays 
with  the  exception  of  making  suggestions  to  the  producers  for  im¬ 
provements  in  the  plays.  These  services  were  for  the  benefit  of  the 
petitioner  and  without  cost  to  the  producers.  Each  of  the  stock¬ 
holders  is  an  acknowledged  expert  in  the  theatrical  business,  each 
having  had  more  than  a  score  of  years  of  experience.  Arch  Selwyn, 
Edgar  Selwyn,  and  Crosby  Gaige  write  plays  as  individuals  but 
not  for  the  petitioner.  Lee  Shubert  attended  to  the  booking  of  plays 
for  the  petitioner.  Edgar  Selwyn  is  an  author,  playwright,  pro- 


(723) 


SELWYN  OPERATING  CORPORATION. 


725 


ducer,  and  actor.  He  is  author  of  the  play  “The  Crowded  Hour,” 
and  the  play  “  Buddies  ”  was  written  under  his  supervision.  These 
two  plays  were  produced  in  the  Selwyn  Treatre  during  a  part  of  the 
years  1919  and  1920  but  were  produced  under  the  same  contracts, 
providing  for  certain  percentages  of  the  gross  box-office  receipts  to 
the  producer  and  the  petitioner,  as  were  entered  into  by  the  petitioner 
with  other  producers  of  plays. 

The  petitioner  had  no  source  of  income  other  than  the  box-office 
receipts  and  the  rentals  from  the  office  building.  The  petitioner’s 
net  income,  and  the  division  of  the  same  among  the  stockholders  for 
the  years  involved,  was  as  follows : 


For  the 
year  1919. 

For  the 
year  1920. 

Total  net  income.. . . . 

$64, 342. 40 

$90, 034. 31 

Arch  Selwyn,  30  shares . . . . . 

19, 302.  72 
13,  270.  63 

15,  683.  43 

16,  085.  60 

27, 010.  29 
18, 569.  54 
21,945.  86 
22,  508.  58 

Edgar  Selwyn,  20%  shares. _ _ _ _ _ _ 

Crosby  Gaige,  24 %  shares . . . . . . . . . . 

Lee  Shubert,  25  shares.  . . . . . . . . . 

All  of  the  stockholders,  who  were  also  officers  of  the  taxpayer  cor¬ 
poration,  were  actively  engaged  in  the  business  but  received  no 
salaries  or  other  compensation  for  their  services.  All  the  stock¬ 
holders  were  also  engaged  in  other  theatrical  businesses. 

The  petitioner’s  balance  sheets  as  of  December  31,  1919,  and  De¬ 
cember  31,  1920,  were  as  follows : 


Dec.  31, 1919. 

Dec.  31, 1920. 

ASSETS. 

Cash . . . . . . .  . . 

$118,  729. 13 
63,  956.  74 
85,  428.  20 
10,  000.  00 

$224,  780.  72 
2,  380.  70 

Accounts  receivable . . . . . . . 

Deferred  charges . . . . . . . . . 

Good  will . . . . . . . .  ... 

10, 000.  00 

;  . 

LIABILITIES. 

Accounts  payable . . . . . . 

278, 114.  07 

237, 161. 42 

104,  866.  62 
10,  000.  00 
163,  247.  45 

137, 127.  29 
10, 000.  00 

Capital  stock . . . . . . . . 

Deferred  credits . . . . . . 

Undivided  profits . . . 

90,  034.  13 

278, 114.  07 

237, 161.  42 

The  petitioner  filed  its  income-tax  returns  for  the  years  1919  and 
1920  as  a  personal  service  corporation.  The  Commissioner  disal¬ 
lowed  the  petitioner  a  classification  as  a  personal  service  corporation 
and  computed  the  taxes  under  section  302  of  the  Revenue  Act  of 
1918,  and  upon  net  income  of  $64,342.40  for  the  year  1919  and  $90,- 
034.31  for  the  year  1920.  From  this  determination  the  petitioner 
brought  this  proceeding  before  the  Board. 


726 


5  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(723) 


OPINION. 

Trussell:  The  main  question  presented  in  the  appeal  at  bar  is 
whether  or  not  the  petitioner  was  during  the  years  1919  and  1920 
a  personal  service  corporation  within  the  meaning  of  section  200  of 
the  Revenue  Act  of  1918.  The  facts  in  the  proceeding  at  bar  are 
wholly  similar  to  those  in  the  Appeal  of  Newam  Theatre  Corpora¬ 
tion, ,  1  B.  T.  A.  887,  and  under  authority  of  the  decision  in  that 
appeal  personal  service  classification  of  this  petitioner  must  be 
denied.  Compare  also  Cotton  Hotel  Co.  v.  Bass ,  7  Fed.  (2d)  900. 

The  second  question  presented  in  the  alternative  is  whether,  if 
the  petitioner  is  not  a  personal  service  corporation,  it  is  entitled 
to  a  determination  of  its  tax  liability  for  1919  and  1920  in  accord¬ 
ance  with  the  provisions  of  section  303  of  the  Revenue  Act  of  1918. 

The  petitioner’s  contention  that  its  activity  in  respect  to  the 
renting  and  management  of  a  part  of  a  building  for  offices  and  the 
operation  of  another  part  of  the  same  building  as  a  theatre  con¬ 
stitutes  two  separate  trades  or  businesses,  one  of  which  might  be  said 
to  require  capital  while  the  other  is  claimed  to  be  the  rendering  of 
personal  service,  does  not  appear  to  be  supported  by  the  record. 
Capital  may  be  just  as  much  essential  to  the  operation  of  a  theatre 
as  it  may  be  to  the  conduct  of  an  office  building.  We  are,  there¬ 
fore,  convinced  thJt  the  record  of  this  proceeding  does  not  disclose 
such  a  state  of  facts  as  to  warrant  or  require  the  application  of  the 
provisions  of  section  303  of  the  Revenue  Act  of  1918. 

The  third  question  presented  in  the  alternative  is  whether,  if 
questions  (1)  and  (2)  are  answered  in  the  negative,  the  petitioner 
is  entitled  to  have  its  tax  liability  for  the  years  1919  and  1920  deter¬ 
mined  in  accordance  with  the  provisions  of  section  328  of  the  Reve¬ 
nue  Act  of  1918. 

During  the  years  here  under  consideration  the  petitioner  had  no 
paid-in  or  other  invested  capital  as  defined  by  section  326  of  the 
Revenue  Act  of  1918.  It  paid  no  salary  or  other  compensation  to 
its  three  managing  officers.  It  reported  net  income  for  the  year  1919 
in  the  amount  of  $64,342.40,  and  for  the  year  1920  in  the  amount  of 
$90,034.31. 

We  are  of  the  opinion  that  this  record  is  sufficient  to  establish 
such  abnormalities  affecting  capital  and  income  as  to  require  the 
determination  of  the  petitioner’s  profits  taxes  for  said  years  under 
the  provisions  of  section  328  of  the  ReATenue  Act  of  1918,  provided 
that  the  Commissioner  shall  find  that  the  amount  of  tax  under  said 
section  shall  be  less  than  the  amount  computed  under  section  302, 
and  that  the  Commissioner  should  now  examine  the  proper  com¬ 
paratives  and  if  he  shall  find  that  the  total  profits  taxes  for  the 
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years  here  under  consideration,  computed  under  that  section,  are 
less  than  the  amounts  computed  under  section  302,  the  deficiencies 
should  be  recomputed  accordingly. 

Judgment  will  be  entered  after  15  days ’ 
■  notice ,  under  Rule  50. 


Appeal  of  Ricks-McCreight  Lumber  Go. 

Docket  No.  3656.  Promulgated  December  8,  1926. 

Evidence  held  insufficient  to  establish  that  the  loss  involved 
herein  was  a  loss  of  the  petitioner. 

% 

George  D.  Wick ,  Esq .,  for  the  petitioner. 

George  G.  Witter ,  Esq .,  for  the  Commissioner. 

This  appeal  is  from  the  determination  of  a  deficiency  in  income  and 
profits  taxes  for  the  years  1918  and  1920,  in  the  amount  of  $25,268.57. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Pennsylvania  corporation  with  its  principal 
office  and  place  of  business  at  Pittsburgh.  During  the  years  1917  to 
1920,  inclusive,  it  was  engaged  in  the  wholesale  lumber  brokerage 
business.  The  capital  stock  of  the  corporation  during  the  years  1917, 
1918,  1919  and  until  about  July  1,  1920,  was  owned  by  C.  V.  Mc- 
Creight  and  W.  R.  Ricks  in  equal  amounts.  Ricks  disposed  of  his 
shares  of  stock  about  July  1,  1920.  McCreight  and  Ricks  were,  re¬ 
spectively,  president  and  secretary  of  the  corporation.  Each  of  them 
also  acted  as  a  salesman. 

For  the  year  1918,  the  salaries  of  Ricks  and  McCreight  were 
$4,000  and  $4,800,  respectively,  and,  in  addition,  each  received  a  com¬ 
mission  of  4  per  cent  on  the  total  sales  made  by  him.  For  each  of 
the  years  1919  and  1920,  the  board  of  directors  of  the  corporation 
fixed  the  salaries  of  Ricks  and  McCreight  at  $4,000  and  $4,800,  re¬ 
spectively,  and  provided  that  “  in  addition  to  such  salary,  they  shall 
each  receive  a  commission  or  bonus  of  50%  of  the  net  earnings, 
to  be  settled  and  paid  at  the  close  of  the  year.”  The  “  50%  of 
the  net  earnings  ”  was  intended  by  the  board  of  directors  to  mean 
that  each  of  the  persons  named  should  receive,  in  addition  to  his 
salary,  50  per  cent  of  the  net  profits  on  sales  made  by  him. 

During  the  year  1917  it  became  difficult  for  the  petitioner  to  obtain 
sufficient  lumber  to  supply  its  trade,  and  McCreight  and  Ricks, 
president  and  secretary,  respectively,  and  also  the  only  stockholders 
of  the  petitioner,  began  to  look  around  with  a  view  to  finding  an 
adequate  supply  of  lumber.  They  finally  met  with  one  J.  B.  Justice, 
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who  held,  under  a  contract  with  one  George  W.  Hopkins  and  the 
Eastern  Land  &  Timber  Co.,  dated  October  2,  1916,  the  timber  rights 
in  large  tracts  of  timber  located  near  Florence,  S.  Car.  The  contract 
of  October  2,  1916,  between  Justice  and  Hopkins  and  the  Eastern 
Land  &  Timber  Co.,  provided,  among  other  things,  that  the  contract 
should  not  be  assigned  by  Justice  without  the  consent  of  Hopkins, 
that  Justice  would  cut  not  less  than  5  million  feet  of  lumber  the 
first  year  that  the  contract  was  in  force,  and  would  endeavor  to  cut 
not  less  than  12  million  feet  each  year  thereafter,  and  that  upon  any 
breach  of  the  contract  by  Justice  the  contract  should  be  null  and 
void  at  the  option  of  Hopkins  and  the  Eastern  Land  &  Timber  Co. 
and  that  they  should  have  the  right  to  enter  and  take  possession  of 
the  land.  Justice  did  not  have  sufficient  money  to  cut  and  market 
this  timber,  and  it  was  agreed  on  or  about  November  8,  1917,  by  and 
between  Ricks,  McCreight  and  Justice,  that  Ricks  and  McCreight 
would  furnish  the  money  which  would  be  required  to  build  a  mill 
and  a  railroad  to  the  timber,  estimated  at  about  $25,000,  and  that 
a  corporation  would  be  formed  to  carry  on  the  business  of  cutting 
the  timber  controlled  by  Justice  and  converting  it  into  lumber. 
Accordingly,  a  corporation  called  the  Giles  Bay  Lumber  Co.  was 
formed,  under  the  laws  of  South  Carolina,  and  Justice  assigned  to 
the  new  corporation  his  contract  for  timber  rights  heretofore  referred 
to.  So  far  as  the  records  show,  this  assignment  wras  never  approved 
or  ratified  by  Hopkins  and  the  Eastern  Land  &  Timber  Co.  Also, 
at  the  time  the  contract  was  assigned  bv  Justice  to  the  Giles  Bay 
Lumber  Co.,  he  was  in  default  in  that  he  had  failed  to  cut  5  million 
feet  of  lumber  during  the  first  year  of  the  life  of  the  contract  as 
provided  therein. 

On  November  24,  1917,  a  written  contract  was  entered  into  by  and 
between  the  Giles  Bay  Lumber  Co.,  Justice,  McCreight,  and  Ricks, 
which  provided  that  Justice  should  be  entitled  to  one-half,  or  $12,500, 
of  the  authorized  capital  stock  of  the  Giles  Bay  Lumber  Co.  and 
that  Ricks  and  McCreight  should  each  be  entitled  to  one-fourth  or 
$6,250,  of  the  authorized  capital  stock,  but  that  no  part  of  the  said 
capital  stock  should  be  issued  to  them,  except  two  shares  to  Justice 
and  one  share  each  to  Ricks  and  McCreight,  to  enable  them  to 
qualify  as  directors  until  “  all  the  present  outstanding  indebtedness 
of  said  company  is  fully  paid,”  and  that  none  of  the  stockholders 
could  dispose  of  his  stock,  either  before  or  after  the  issue  thereof, 
except  with  the  unanimous  consent  of  all  of  the  stockholders.  The 
contract  of  November  24,  1917,  also  provided : 

(g)  That  W.  R.  Ricks  shall  be  Vice-President  of  Giles  Bay  Lumber  Company, 
Inc.,  for  the  entire  period  it  is  engaged  in  carrying  out  the  fulfillment  of  the 
conditions  and  covenants  of  the  aforesaid  contract  of  October  2nd,  1916,  and 
this  contract,  and  as  such  officer  he  shall  exercise  and  enjoy  such  rights,  privi- 
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leges  and  authorities  as  legally  belong  to  the  office  of  Vice  President  of  said 
company. 

That  said  Vice  President  shall  be  paid  no  salary  for  his  services  as  such,  it 
being  expressly  understood  and  agreed  that  his  compensation  for  said  services 
are  and  shall  be  covered  by  the  commissions  of  ten  per  cent  (10%)  allowed 
Ricks,  McCreight  Lumber  Company  under  its  contract  as  Sales  Agent  on  all 
sales  of  lumber  made  by  it  f.  o.  b.  cars,  Florence,  South  Carolina,  or  f.  o.  b. 
cars  at  any  other  place  in  said  State  where  said  Giles  Bay  Lumber  Company, 
Inc.,  may  hereafter  establish  a  plant. 

(li)  That  C.  Y.  McCreight  shall  be  Secretary -Treasurer  of  Giles  Bay  Lumber 
Company,  Inc.,  during  the  period  it  is  engaged  in  the  carrying  out  and  fulfillment 
of  the  covenants  and  conditions  of  the  contract  of  October  2nd,  1916  and  this 
contract,  and  as  such  he  shall  exercise  and  enjoy  such  privileges  and  conditions 
as  legally  belong  to  the  office  of  Secretary-Treasurer  of  the  corporation. 

*  #  *  *  -f  ♦  * 

The  said  Secretary-Treasurer  shall  be  paid  no  salary  for  his  services  as 
such,  it  being  expressly  understood  and  agreed  that  his  compensation  for  such 
services  is  covered  by  the  ten  per  cent  (10%)  commissions  paid  Ricks, 
McCreight  Lumber  Company  as  Sales  Agent  on  all  sales  of  lumber  made  by  it 
f.  o.  b.  cars  Florence,  South  Carolina,  or  at  any  other  place  in  said  State  where 
said  company  may  hereafter  establish  and  maintain  a  lumber  plant. 

On  or  about  the - day  of  November,  1917,  the  Giles  Bay  Lum¬ 

ber  Co.  and  the  petitioner  entered  into  a  written  contract,  which 
provided  that  the  petitioner  should  be  sales  agent  for  the  Giles  Bay 
Lumber  Co.  and  receive  a  commission  of  10  per  cent  of  the  gross 
amount  collected  from  the  sale  of  lumber. 

During  the  years  1917  and  1918  money  was  borrowed  by  or  was 
advanced  for  the  Giles  Bay  Lumber  Co.  by  the  petitioner  or  by 
Ricks  and  McCreight  individually,  in  the  amount  of  $65,000.  The 
money  so  borrowed  by,  advanced  to.  or  expended  for  the  Giles  Bay 
Lumber  Co.,  was  secured  on  notes,  of  which  two  for  $5,000  each  were 
signed  by  the  Giles  Bay  Lumber  Co.,  three  for  $5,000,  $7,500  and  $27,- 
500,  respectively,  by  McCreight  and  Ricks,  and  three  for  $5,000  each 
by  the  petitioner.  During  the  year  1918  the  petitioner  paid,  as  interest 
or  principal  on  these  notes  or  renewals  thereof,  the  amount  of  $19,- 
234.80,  all  of  which  was  charged  to  the  personal  accounts  of  Mc¬ 
Creight  and  Ricks  in  equal  amounts.  In  January,  1919,  there  was  set 
up  on  the  petitioner’s  books  an  account,  denominated  “Trust  Fund 
In  re  Giles  Bay  Indebtedness,”  to  meet  the  notes  in  question.  This 
fund  was  started  by  transferring  to  the  “Trust  Fund”  account 
credit  balances  in  the  personal  accounts  of  McCreight  and  Ricks  in 
the  amount  of  $11,627.78.  Thereafter,  during  the  year  1919,  the 
amount  of  $35,000  was  transferred  to  the  “Trust  Fund”  account 
from  the  “  Commission  Account  ”  of  the  petitioner.  The  “  Com¬ 
mission  Account  ”  represented  money  earned  by  the  petitioner  as  com¬ 
missions  on  sales  and  was,  in  substance,  the  same  as  the  profit  and 
loss  account.  On  June  30,  1920,  the  “  Trust  Fund  ”  was  credited  with 
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$1,551.10.  The  record  does  not  disclose  from  what  source  that  credit 
came.  During  the  years  1919  and  1920  payments  were  made  on  the 
notes  in  question  out  of  the  “Trust  Fund,”  and  the  final  payment  of 
principal  and  interest  was  made  on  August  18,  1920.  The  total 
amount  paid  by  the  petitioner,  as  herein  set  forth,  was  $65,000  prin¬ 
cipal  and  $4,346.39  interest.  After  the  notes  and  interest  had  been 
paid  in  full,  there  remained  in  the  “Trust  Fund”  a  balance  of  $1,- 
067.29,  which  balance  was  transferred  to  the  personal  accounts  of 
McCreight  and  Ricks. 

The  capital  stock  of  the  Giles  Bay  Lumber  Co.  was  never  issued, 
except  the  two  shares  to  Justice  and  one  share  each  to  Ricks  and 
McCreight  to  qualify  them  as  directors;  the  mill  and  railroad  were 
never  completed  and  the  corporation  never  manufactured  or  sold 
any  lumber.  In  the  year  1920,  Justice  demanded  additional  money 
and  McCreight  went  to  Florence,  S.  Car.,  to  investigate  conditions 
and  found  that  the  Giles  Bay  Lumber  Co.  had  not  only  spent  all  of 
the  money  that  had  been  advanced  for  the  purpose  of  building  the 
mill  and  the  railroad,  but  had  also  incurred  indebtedness.  He  was 
advised  by  Justice  and  Hopkins  that  $100,000  additional  would  be 
required.  He  said  to  Justice  and  Hopkins,  “  We  will  not  put  it  up, 
we  are  through.”  He  then  returned  to  Pittsburgh  and  informed 
Ricks  what  he  had  done  and  Ricks  approved  of  the  action  taken 
by  him.  Thereafter,  Ricks,  McCreight  and  the  petitioner  did  not 
have  anything  further  to  do  with  the  Giles  Bay  Lumber  Co.,  except, 
as  hereinabove  set  forth,  to  pay  the  indebtedness  that  had  been  in¬ 
curred  to  finance  that  company. 

The  petitioner,  in  its  original  income  and  profits-tax  returns  for 
the  years  1918,  1919,  and  1920,  did  not  claim  any  deduction  on  ac¬ 
count  of  anv  loss  sustained  in  the  Giles  Bay  Lumber  Co.  transaction. 
McCreight  and  Ricks,  however,  in  their  individual  returns  for  those 
years,  claimed  that  the  losses  incurred  in  the  transaction  were  their 
individual  losses  and  they  were  allowed  deductions  therefor  in  the 
total  amount  of  $73,124.85.  Subsequently,  the  petitioner  claimed 
that  the  loss  in  the  Giles  Bay  Lumber  Co.  transaction  was  a  loss 
to  it  and  not  to  McCreight  and  Ricks  as  individuals,  and  they  claimed 
deductions  therefor  for  the  years  1918,  1919,  and  1920,  in  the  total 
amount  of  $69,346.39.  The  Commissioner  refused  to  allow  the  deduc¬ 
tions  claimed. 

OPINION. 

Marquette:  It  is  alleged,  in  the  petition  filed  herein,  that  Ricks 
and  McCreight  entered  into  the  Giles  Bay  Lumber  Co.  transaction, 
not  as  individuals,  but  as  agents  for  the  petitioner;  that  the  loss 
incurred  in  that  transaction  was  the  petitioner’s  loss  and  that  it  is 
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entitled  to  deduct  the  amount  thereof  in  computing  its  net  income 
for  the  }^ears  1918,  1919,  and  1920.  However,  at  the  hearing,  it  aban¬ 
doned  its  contention  that  it  is  entitled  to  spread  the  loss  over  the 
years  named,  and  contended  that  the  loss  actually  occurred  in  the 
year  1920  and  that  the  entire  amount  thereof  is  a  proper  deduction 
in  that  year. 

The  testimony  and  other  evidence  presented  herein  are  conflicting,, 
contradictory,  and  confusing.  Indeed,  from  the  record,  it  is  almost 
impossible  to  ascertain  what  the  true  facts  of  the  transaction  in 
question  were.  While  there  is  some  testimony  to  the  effect  that  Ricks 
and  McCreight  entered  into  the  transaction  on  behalf  of  the  peti¬ 
tioner,  there  is  other  evidence,  at  least  equally  convincing,  that  they 
intended  to  act  and  considered  that  they  were  acting  as  individuals. 
Upon  consideration  of  the  entire  record,  we  are  of  the  opinion  that 
we  would  not  be  justified  in  disturbing  the  determination  of  the 
Commissioner  that  the  loss  from  the  transaction  was  a  loss  of  Ricks 
and  McCreight  as  individuals.  In  view  of  this  conclusion,  it  is  un¬ 
necessary  for  us  to  determine  in  what  year  the  loss  occurred. 

Judgment  will  be  entered  for  the  Commissioner . 


John  F.  McDonald  Lumber  Co.,  Petitioner,  v.  Commissioner  op 

Internal  Revenue,  Respondent. 

Docket  No.  5153.  Promulgated  December  8,  1926. 

Where  petitioner  keeps  its  books  on  the  accrual  basis,  it  may 
not  deduct  for  the  year  1919  officers’  salaries  voted  in  1918  for  that 
year  but  credited  to  the  accounts  of  the  officers  in  1919. 

Simon  Michelet .  Esq .,  for  the  petitioner. 

F.  O.  Graves.  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  and  profits  taxes  of  $5,783.53  for  the  year  1919.  The  de¬ 
ficiency  results  from  the  Commissioner's  making  an  “  inventory 
adjustment  "  disallowing  deductions  of  $547.50  taken  for  donations,. 
$1,244.50  for  life  insurance  premiums,  $1,500  for  ordinary  and  neces¬ 
sary  expenses,  and  $4,546  as  officers’  salaries  for  1918. 

At  the  hearing  no  testimony  was  introduced  by  either  side,  but 
a  stipulation  was  submitted  in  which  petitioner  withdrew  all  the 
contentions  raised  in  the  petition  except  that  relating  to  the  dis- 
allowance  of  officers'  salaries. 

FINDINGS  OF  FACT. 

Petitioner  is  a  Minnesota  corporation  with  its  principal  office  at 
Minneapolis.  From  the  stipulation  we  find  that  on  January  28r 
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1918,  the  corporation  voted  the  salaries  to  be  paid  the  officers  for  the 
calendar  year  1918.  On  January  31,  1919,  the  sum  of  $4,546  was 
credited  to  the  accounts  of  the  officers  on  the  books  of  the  corporation, 
which  amount  represented  the  unpaid  salary  which  had  been  author¬ 
ized  for  1918.  This  item  was  disallowed  as  a  deduction  for  the  year 
1919  by  the  Commissioner.  The  books  of  account  of  the  corporation 
were  kept  on  the  accrual  basis. 

OPINION. 

Trammell:  The  officers’  salaries  were  authorized  in  1918  for  the 
year  1918.  Since  the  petitioner  kept  its  books  on  the  accrual  basis, 
it  may  not  deduct  in  its  1919  return  the  salaries  incurred  in  1918  for 
that  year.  Appeal  of  Green  Oil  Soap  Co.,  3  B.  T.  A.  467. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner. 


E.  B.  Crabtree  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  5889.  Promulgated  December  8,  1926. 

1.  Adjustment  of  invested  capital  made  by  the  Commissioner  on 
account  of  income  and  profits  taxes  for  prior  years  held  to  be 
correct  under  section  1207  of  the  Revenue  Act  of  1926. 

2.  Invested  capital  may  not  be  reduced  in  determining  the  extent 
to  which  a  dividend  is  paid  from  current  earnings  of  the  year  by 
a  “  tentative  tax  ”  theoretically  set  aside  out  of  such  earnings 
pro  rata  over  such  year. 

F.  0.  Graves,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  and  profits  taxes  of  $4,665.44  for  the  year  1920.  The  defi¬ 
ciency  results  from  the  respondent’s  reducing  invested  capital  by 
$7,238,  representing  the  prorated  amount  of  income  and  profits  taxes 
for  the  preceding  year;  by  reducing  invested  capital  by  $2,842.17, 
representing  unpaid  income  and  profits  taxes  for  1918  and  by  reduc¬ 
ing  invested  capital  as  a  result  of  deducting  a  “  tentative  tax  ”  from 
current  earnings  to  determine  the  amount  of  such  earnings  avail¬ 
able  for  distribution  as  dividends. 

No  testimony  was  introduced  by  either  side.  The  case  was  sub¬ 
mitted  on  the  pleadings  from  which  we  make  the  following 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Minnesota  corporation  with  its  principal  office 
at  Minneapolis. 
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The  respondent  reduced  petitioner’s  invested  capital  at  the  begin¬ 
ning  of  1920  by  $7,238,  representing  prorated  income  and  profits 
taxes  for  the  year  1919.  The  respondent  also  reduced  petitioner’s 
invested  capital  for  1920  by  $2,842.17  on  account  of  unpaid  income 
and  profits  taxes  for  1918.  The  correct  amount  of  unpaid  taxes  for 
1918  as  admitted  by  the  respondent  in  his  answer  is  $2,577.31. 

On  July  1,  1920,  a  dividend  of  $35,000  was  paij  by  petitioner. 
The  earnings  of  1920  up  to  that  date  were  $35,308.43.  On  that 
amount  the  respondent  computed  a  tentative  tax  of  $7,452.67,  which 
he  deducted  from  the  $35,308.43,  leaving  $27,855.76,  which  he  con¬ 
sidered  as  earnings  available  for  distribution.  The  difference  be¬ 
tween  the  the  amount  of  the  dividend,  $35,000,  and  $27,855.76,  or 
$7,144.24,  was  prorated  for  184  days,  giving  an  amopnt  of  $3,591.64. 
The  respondent  reduced  petitioner’s  invested  capital  by  that  amount. 

Petitioner’s  income  for  1920  was  $70,984.88. 

OPINION. 

Trammell  :  The  petitioner  contends  that  the  respondent  erred : 

(1)  In  reducing  invested  capital  by  the  prorated  income  and 
profits  taxes  for  1919. 

(2)  In  reducing  invested  capital  by  the  amount  of  unpaid  income 
and  profits  taxes  for  1918. 

(3)  In  reducing  earnings  available  for  distribution  as  dividends 
by  computing  a  tentative  tax  thereon. 

The  first  two  contentions  must  be  denied  upon  the  authority  of 
Appeal  of  Russel  Wheel  &  Foundry  Co .,  3  B.  T.  A.  1168;  Appeal  of 
B.  F.  Boyer  Co .,  4  B.  T.  A.  180;  Appeal  of  Randall  Brothers ,  Inc., 

4  B.  T.  A.  291;  Appeal  of  Chicago  Railway  Equipment  Co .,  4  B.  T. 
A.  452;  Appeal  of  Manville  Jenckes  Co.,  4  B.  T.  A.  765;  Appeal  of 
Herald-Despatch  Co.,  4  B.  T.  A.  1096;  Appeal  of  Henderson  Cotton 
Mills,  4  B.  T.  A.  1212. 

The  petitioner’s  third  contention,  in  our  opinion,  is  correct.  The 
earnings  available  for  distribution  as  dividends  should  not  be  re¬ 
duced  by  the  amount  of  a  “ tentative  tax”  theoretically  set  aside 
out  of  such  earnings  pro  rata  over  the  year.  Appeal  of  L.  S.  Ayers 
&  Co.,  1  B.  T.  A.  1135;  Appeal  of  Georgia  Car  <&  Locomotive  Co., 
2  B.  T.  A.  986;  Appeal  of  Rhode  Island  Tool  Co.,  3  B.  T.  A.  180; 
Appeal  of  Washington  Hotel  Co.,  4  B.  T.  A.  441 ;  Appeal  of  Amalga¬ 
mated  Sugar  Co.,  4  B.  T.  A.  568;  Appeal  of  Gardner  Governor  Co., 

5  B.  T.  A.  70. 

Judgment  will  he  entered  on  15  days ’  notice, 
under  Rule  50. 
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Appeal  of  Harriet  Cotton  Mills. 

Docket  No.  6228.  Promulgated  December  8,  1926. 

1.  Tentative  tax  computation. — The  Commissioner  is  without 
authority  to  reduce  invested  capital  for  any  year  by  reducing 
current  earnings  applicable  to  dividends  by  a  tentative  tax  com¬ 
putation.  Appeal  of  L.  S.  Ayers  d  Co.,  1  B.  T.  A.  1135  followed. 

2.  Reduction  of  invested  capital  by  prorated  amount  of  pre¬ 
vious  year’s  income  and  profits  taxes. — Reduction  of  invested 
capital  by  prorated  amount  of  previous  year’s  income  and  profits 
taxes  made  in  accordance  with  existing  regulations  approved  under 
section  1207,  Revenue  Act  of  1926,  and  Appeal  of  Russel  Wheel  d 
Foundry  Co.,  3  B.  T.  A.  1168. 

3.  Reduction  of  invested  capital  for  the  year  1920  by  amount 

OF  ADDITIONAL  INCOME  AND  PROFITS  TAXES  FOR  THE  YEAR  1918  AS¬ 
SERTED  and  assessed  in  the  year  1921, — Income  and  profits  taxes  for 
the  year  1918  were  by  law  payable  during  the  year  1919  and  ad¬ 
ditional  taxes  for  the  year  1918  asserted  and  assessed  in  the  year 
1921,  after  the  application  of  section  328  of  the  Revenue  Act  of 

1918,  became  a  liability  as  of  the  installment  payment  dates  during 

1919,  and  although  the  amounts  of  such  additional  taxes  were  not 
then  known  must  be  treated  as  an  accrued  liability  on  December 
31,  1919,  and  must  be  deducted  from  invested  capital  for  the  year 

1920, 

W.  W.  Spalding,  Esq.,  for  the  petitioner. 

Robert  A.  Littleton,  Esq.,  for  the  Commissioner. 

The  petitioner  complains  of  a  deficiency  in  income  and  profits  tax 
for  the  year  1920  in  the  amount  of  $8,279.73. 

FINDINGS  OF  FACT. 

1.  The  petitioner  is  a  North  Carolina  corporation  with  its  princi¬ 
pal  office  at  Henderson. 

2.  In  computing  the  petitioner’s  invested  capital  for  the  year  1920, 
the  Commissioner  set  up  a  tentative  tax  liability  of  $61,336.90  for 
that  year  and  reduced  the  net  income  available  for  dividends  on  Sep¬ 
tember  1,  1920,  by  that  amount  and  thereby  reduced  invested  capital 
by  $11,849.95,  representing  the  alleged  excess  of  dividends  of  $35,- 
549.84  prorated  from  September  1  to  December  31,  1920. 

3.  In  computing  the  petitioner’s  invested  capital  for  the  year  1920, 
the  Commissioner  deducted  $19,437.39  on  account  of  income  and 
profits  taxes  for  the  preceding  year  1919  prorated  in  accordance  with 
the  installment  payment  dates. 

4.  Accompanying  its  income  and  profits  tax-return  for  the  calendar 
year  1918  the  petitioner  made  application  to  have  its  profits  taxes 
determined  and  adjusted  under  the  provisions  of  section  328  of  the 
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Revenue  Act  of  1918.  This  application  was  granted  by  the  Com¬ 
missioner  and,  after  applying  the  provisions  of  said  section  328,  the 
Commissioner  found  an  amount  of  tax  liability  for  the  year  1918 
in  excess  of  the  amount  originally  paid  in  the  sum  of  $48,925.07,  and 
so  advised  the  petitioner  in  a  letter  dated  January  28,  1921.  This 
amount  of  additional  tax  was  assessed  and  paid  subsequent  to  Janu¬ 
ary  28,  1921. 

5.  The  petitioner  kept  its  books  of  account  on  the  accrual  basis, 
but  did  not  set  up  any  reserve  to  take  care  of  income  or  profits  taxes 
for  any  year,  such  taxes  being  reflected  on  the  books  only  from  date 
of  payment. 

OPINION. 

Trussell:  1.  Whether  the  Commissioner  may  reduce  the  peti¬ 
tioner’s  invested  capital  for  1920  on  account  of  a  tentative  tax 
liability  set  up  for  that  year  must  be  answered  in  the  negative  under 
the  authority  of  the  decision  in  the  Appeal  of  L.  S.  Ayers  &  Co .,  1 
B.  T.  A.  1135.  J  '  '  '  ' 

2.  The  Commissioner’s  treatment  of  income  and  profits  taxes  for 
the  year  1919,  as  affecting  invested  capital  for  the  year  1920,  appears 
to  have  been  made  in  accordance  with  the  regulations  then  in  force, 
and  under  the  provisions  of  section  1207  of  the  Revenue  Act  of  1918, 
and  the  Appeal  of  Russel  A  Keel  <&  Foundry  Co .,  3  B.  T.  A.  1168, 
the  Commissioner’s  action  must  be  approved. 

3.  The  Revenue  Act  of  1918  provided  that  income  and  profits  taxes 
under  said  Act  should  be  paid  in  four  installments  during  the  year 
following  the  year  for  which  the  taxes  were  determined  and  assessed. 

In  those  cases  in  which  the  profits  tax  is  to  be  computed  under  the 
so-called  relief  sections,  328(b),  paragraph  2,  provides: 

In  cases  in  which  the  tax  is  to  be  computed  under  this  section,  if  the  tax 
as  computed  without  the  benefit  of  this  section  is  less  than  50  per  centum  of 
the  net  income  of  the  taxpayer,  the  installments  shall  in  the  first  instance  be 
computed  upon  the  basis  of  such  tax ;  but  if  the  tax  so  computed  is  50  per 
centum  or  more  of  the  net  income,  the  installments  shall  in  the  first  instance 
be  computed  upon  the  basis  of  a  tax  equal  to  50  per  centum  of  the  net  income. 
In  any  case,  the  actual  ratio  when  ascertained  shall  be  used  in  determining 
the  correct  amount  of  the  tax.  If  the  correct  amount  of  the  tax  when  deter¬ 
mined  exceeds  50  per  centum  of  the  net  income,  any  excess  of  the  correct  install¬ 
ments  over  the  amounts  actually  paid  shall  on  notice  and  demand  be  paid 
together  with  interest  at. the  rate  of  ^4  of  1  per  centum  per  month  on  such 

excess  from  the  time  the  installment  was  due. 

*  » 

The  latter  part  of  the  above  paragraph  requiring  the  payment  of 
interest  from  the  time  the  several  installments  were  due  seems 
clearly  to  establish  that  Congress  intended  that  such  additional  in¬ 
come  and  profits  taxes  should  be  regarded  as  a  debt  due  to  the 
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Government  from  and  after  the  dates  when  the  original  installments 
were  due  and  payable.  This  petitioner  kept  its  accounts  upon  the 
accrual  basis.  We  are  of  the  opinion  that  it  was  this  petitioner's 
duty  at  the  close  of  the  year  1919  to  accrue  upon  its  books  a  tax 
liability  equal  to  50  per  cent  of  the  net  income  of  the  year  1918 
whether  that  amount  had  been  paid  or  not.  Later,  when  the  tax 
liability  for  the  year  1918  was  finally  determined  it  was  the  duty 
of  the  petitioner  to  readjust  its  accrued  tax  liability  in  accordance 
with  such  final  determination. 

So  far  as  the  instant  case  is  concerned,  the  question  of  accrued 
tax  liability  for  the  year  1919  is  a  closed  incident,  but  the  Board, 
having  now  before  it  the  redetermination  of  the  tax  liability  for 
the  year  1920,  will  compute  that  liability  on  the  basis  that  the  total 
tax  liability  for  1918  had  been  accrued  on  the  petitioner’s  books  in 
the  year  1919. 

We  are,  therefore,  of  the  opinion  that  the  additional  tax  liability 
of  $48,925.07  for  the  year  1918  was  properly  eliminated  from  the 
invested  capital  for  the  year  1920. 

Redetermination  of  the  deficiency  will  be 
made  upon  15  days'  notice  under  Rule  50 ,  and 
judgment  will  be  entered  thereon  in  due 
course. 


Joseph  P.  Authier,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  2778.  Promulgated  December  8,  1926. 

George  E.  Wallace ,  Esq .,  and  W.  W.  Gibson ,  Esq .,  for  the  peti¬ 
tioner. 

W.  H.  Lawder ,  Esq.,  for  the  respondent. 

Trussell:  The  petitioner  complains  of  a  deficiency  for  the  calen¬ 
dar  year  1919.  During  that  year  he  sold  a  farm  which  he  had 
acquired  prior  to  March  1, 1913,  and  in  computing  the  gain  from  such 
sale  estimated  the  March  1,  1913,  value  of  the  property  sold  to  be 
$31,600.  The  Commissioner,  in  auditing  the  petitioner’s  return  for 
1919,  reduced  this  value  to  $25,280. 

At  the  hearing  several  resident  farmers  and  dealers  in  farm  lands 
in  Pipestone  County  gave  opinion  testimony  to  the  effect  that  the 
petitioner’s  property  had  a  value  on  March  1,  1913,  in  amounts  be¬ 
tween  $100  and  $110  per  acre. 
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FINDINGS  OF  FACT. 

In  1910  the  petitioner  purchased  a  farm  of  316  acres  in  Pipestone 
County,  Minnesota,  at  $70  per  acre.  He  went  into  possession  of  this 
property  early  in  the  year  1911,  at  which  time  the  farm  was  overrun 
with  wild  mustard,  quack  grass,  and  Canadian  thistle. 

During  the  years  1911  and  1912,  the  petitioner  and  his  three  sons 
cultivated  the  farm  and  succeeded  in  practically  eradicating  all  of 
the  above-named  noxious  weeds.  The  work  of  eradicating  these 
weeds  increased  the  value  of  the  property  approximately  $25  per 
acre.  Prior  to  March  1,  1913,  the  petitioner  made  improvements  to 
the  farm  buildings  and  constructed  two  miles  of  woven  wire  fence 
and  some  barb  wire  fence,  all  at  a  cost  of  between  $2,000  and  $2,500. 

The  petitioner  in  1910  paid  $22,120  for  his  316-acre  farm  and  sold 
it  in  1919  for  $110  per  acre.  The  March  1,  1913,  value  of  this 
property  was  $100  per  acre.  The  gain  derived  from  the  sale  was 
$3,160. 

Judgment  for  the  petitioner  will  l>e  entered 
in  due  course . 


Appeal  of  Crowell  Corporation. 

Docket  No.  5411.  Promulgated  December  8,  1926. 

1.  Valuation  of  an  invention  for  invested  capital. — The  peti¬ 
tioner's  exclusive  license  to  use  a  patentable  process  held  to  have 
had  a  cash  value  of  $25,000  at  the  time  paid  in  for  stock. 

2.  Deduction  for  exhaustion. — A  taxpayer  having  a  license  for 
the  exclusive  use  of  a  patentable  process  can  not  claim  a  deduction 
for  exhaustion  of  the  value  of  such  license  during  a  taxable  period 
ended  prior  to  the  issuance  of  the  patent. 

J .  L.  Andrews ,  C.  P.  A .,  for  the  petitioner. 

John  D.  Foley ,  Esq.,  for  the  Commissioner. 

The  petitioner  complains  of  a  deficiency  letter  dated  May  18,  1925, 

asserting  a  deficiency  in  income  and  profits  tax  in  the  amount  of 

$1,566.33  for  the  calendar  vear  1919. 

«/ 

The  petitioner  asserts  errors  on  the  part  of  the  Commissioner  as 
folloAvs : 

(1)  Failure  to  allow  the  cash  value  of  certain  patents  and  inven¬ 
tions  held  under  exclusive  license  and  acquired  for  stock. 

(2)  Failure  of  the  Commissioner  to  allow  deduction  for  exhaus¬ 
tion  on  account  of  one  of  such  inventions. 
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(3)  As  an  alternative  for  the  allowance  of  the  value  of  such  pat¬ 
ents  and  inventions  as  part  of  invested  capital  the  petitioner  claims 
a  right  to  have  its  tax  liability  determined  under  section  328  of  the 
Revenue  Act  of  1918. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  New  York  corporation  with  its  principal  office 
at  Brooklyn. 

The  Lang  &  Gross  Manufacturing  Co.,  a  corporation,  was  organized 
in  1906  and  was  engaged  in  the  manufacture  and  sale  of  gummed 
cloth  tape.  Charles  H.  Crowell  became  associated  with  the  said 
Lang  &  Gross  Manufacturing  Co.  in  1911  when  he  acquired  one-third 
of  the  outstanding  capital  stock.  In  1917,  Crowell  was  the  owner  of 
three  patents  and  six  applications  for  patents  pertaining  to  the 
gummed  paper  and  tape  industry.  On  March  23,  1917,  the  said 
Crowell  granted  the  Lang  &  Gross  Manufacturing  Co.  a  license  for 
the  exclusive  use  of  the  inventions  and  processes  covered  by  said 
patents  and  applications  for  patents,  for  which  license  the  said 
corporation  issued  to  him  $80,000  par  value  of  its  capital  stock. 
Crowell  retained  the  ownership  of  the  patents  and  processes.  Soon 
thereafter  the  Lang  &  Gross  Manufacturing  Co.  changed  its  name  to 
Crowell  Corporation. 

It  was  conceded  that  all  the  patents  and  the  applications  for 
patents,  with  the  exception  of  one,  as  hereinafter  described,  had  not 
been  developed  or  put  to  practical  tests.  Included  in  the  licenses 
granted  to  the  petitioner  was  the  exclusive  right  to  use  one  certain 
new  process  for  producing  stronger  gummed  cloth  tape  and  elimi¬ 
nating  a  shrinkage  in  the  cloth  used.  This  invention,  or  process,  at 
the  time  it  was  paid  in  for  stock,  was  protected  by  an  application  for 
a  patent.  This  patent  was  later  issued  on  March  1,  1921,  as  patent 

No.  1370413. 

By  the  use  of  this  new  process  the  petitioner  was  enabled  to  reduce 
the  time  required  in  producing  gummed  tape  from  cloth  from  a 
period  of  six  to  eight  weeks  to  a  period  of  two  to  four  days.  The 
new  process  also  eliminated  a  shrinkage  of  the  cloth  and  saved  four 
or  five  inches  in  a  wide  yard  of  38  inches,  or  of  approximately  10 
per  cent  of  the  material  used.  The  saving  in  the  process  of  manu¬ 
facture  effected  by  the  use  of  this  process  was  not  less  than  one  cent 
per  yard  of  material,  and  the  petitioner  used  approximately  150,000 

yards  of  cloth  per  month. 

This  patentable  process  at  the  time  it  was  paid  in  for  the  stock 
of  the  taxpayer  corporation  had  a  cash  value  of  825,000. 

The  Commissioner,  after  eliminating  the  capital  value  of  this 
process,  found  that  the  petitioner,  for  the  calendar  year  1919,  had 
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an  average  invested  capital  of  $80,397.46,  a  net  taxable  income  of 
$27,296,  upon  which  he  computed  excess-profits  tax  of  $5,816.14, 
total  tax  liability  $7,764.13. 

OPINION. 

Trussell  :  The  record  of  this  case  clearly  establishes  the  fact  that 
the  use  of  the  patentable  process  here  under  consideration  in  the 
petitioner's  business  resulted  in  a  reduction  in  the  cost  of  manufac¬ 
turing  of  a  large  part  of  the  goods  produced  and  sold  in  the  course 
of  the  petitioner's  business.  This  reduction  in  the  cost  of  manu¬ 
facturing  must  necessarily  be,  and  was,  reflected  in  the  net  profits 
of  the  business,  and  we  are  of  the  opinion  that  the  record  supports 
the  finding  that  this  process  had  at  the  time  paid  in  for  stock  a 
cash  value  of  $25,000. 

Up  to  the  close  of  the  taxable  year  here  under  consideration  the 
patent  under  this  process  had  not  been  issued,  and  therefore  the 
period  of  patent  monopoly  had  not  yet  begun  to  run.  The  record 
shows  no  basis  upon  which  a  deduction  for  exhaustion  of  the  capital 
value  of  this  process  can  be  computed  and  therefore  no  such  deduc¬ 
tion  can  be  allowed. 

We  are  further  of  the  opinion  that  the  record  fails  to  establish  any 
such  abnormality  either  of  invested  capital  or  net  income  as  to 
require  the  application  of  section  328  of  the  Revenue  Act  of  1918. 

The  deficiency  will  be  redetermined  in  ac¬ 
cordance  with  the  foregoing  findings  of  fact 
and  opinion  upon  15  days ’  notice  pursuant  to 
Rule  50 ,  and  judgment  will  be  entered  in  due 
course. 

Green  and  Trammell  dissent. 


Appeal  of  Peninsula  Shipbuilding  Co. 

Docket  No.  5741.  Promulgated  December  S,  1926. 

During  the  years  1918.  1919.  and  1920,  the  petitioner  was  en¬ 
gaged  in  building  wooden  ships  for  the  United  States  Shipping 
Board  Emergency  Fleet  Corporation  on  a  cost  plus  fixed  fee  basis, 
the  contracts  under  which  the  work  was  being  done  providing  that 
depreciation  of  plant  and  equipment  was  to  be  considered  an  ele¬ 
ment  of  cost.  Held,  that  the  petitioner  was  not  entitled  to 
deduct  from  gross  income,  in  its  tax  returns  for  the  years  1918, 

1919,  and  1920.  amounts  for  amortization  of  property  which  were 
reimbursed  to  the  petitioner  in  1923. 

Charles  E.  McCulloch ,  Esq.,  and  Stiles  W.  Burr ,  Esq.,  for  the 
petitioner. 

Ward  Loveless,  Esq.,  for  the  Commissioner. 
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This  is  an  appeal  from  the  determination  of  deficiencies  for  the 
years  1918,  1919,  and  1920,  in  the  respective  amounts  of  $26,576.12, 
$68,055.93,  and  $23,074.65.  The  petitioner  admits  an  aggregate  de¬ 
ficiency  of  about  $12,000.  The  one  issue  presented  is  whether  the 
petitioner  is  entitled  to  deduct  from  gross  income,  in  income-tax 
returns  for  the  years  1918,  1919,  and  1920,  an  aggregate  amount  of 
$235,126.27  for  obsolsescence  or  amortization  of  plant,  or  whether 
that  amount  should  be  reduced  by  $149,763.01,  which  was  reimbursed 
to  it  by  the  United  States  Shipping  Board  Emergency  Fleet  Cor¬ 
poration  to  cover  such  obsolescence  or  amortization.  It  is  the  con¬ 
tention  of  the  petitioner  that  it  is  entitled  to  deduct  the  full  amount 
of  $235,126.27  and  that  the  receipt  of  $149,763.01  in  1923  constituted 
the  receipt  of  taxable  income  for  that  year. 

FINDINGS  OF  FACT. 

Petitioner  is  a  corporation  organized  under  the  laws  of  Oregon 
with  its  office  at  Portland.  It  was  organized  in  1916  for  the  purpose 
of  building  small  wooden  vessels  as  a  private  enterprise  and  was  so 
operated  until  May  15,  1917.  On  that  date  it  entered  into  the  first 
of  three  contracts  with  the  United  States  Shipping  Board  Emer¬ 
gency  Fleet  Corporation  for  the  construction  of  wooden  ships  for  the 
Government.  The  shipbuilding  facilities  of  the  plant  at  that  time 
consisted  of  two  “ways”;  that  is,  facilities  for  the  construction 
of  two  ships  at  a  time,  and  represented  a  capital  expenditure  of 
$110,116.04. 

The  first  contract,  above  referred  to,  known  as  Contract  5-W.  C., 
provided  for  the  construction  of  four  wooden  vessels,  to  be  completed 
under  specifications  approved  by  the  Emergency  Fleet  Corporation, 
the  first  by  February  15,  1918,  and  the  remaining  three — one  every 
thirty  days  thereafter.  Pertinent  portions  of  this  contract  read 
as  follows: 

[Art.]  II. 

[Par.  2]  For  the  purpose  of  this  contract,  the  actual  cost  shall  be  generally 
as  defined  in  the  United  States  Revenue  Bill  of  September  6th,  1916,  Section 
302,  insofar  as  the  requirements  of  said  Revenue  Bill  are  applicable  to  and  not 
inconsistent  herewith. 

[Par.  3]  The  actual  cost  shall  include  the  following  and  items  similar  thereto 
in  principle,  provided  that  all  items  of  overhead  or  indirect  cost  included  in 
paragraphs  (b)  to  (e)  of  this  article  and  all  items  under  paragraphs  ( f )  and 
( g )  shall,  as  far  as  possible,  be  submitted  to  the  Owner  in  advance  for  its 
approval,  and  no  item  so  submitted  in  advance  and  disapproved  by  the  Owner 
shall  be  payable  to  the  Contractor.  (Italics  ours.) 

*  *  *  4.  *  *  * 

(f)  A  reasonable  allowance,  according  to  the  conditions,  for  depreciation 
of  values  of  plant  and  property  (account  being  taken  of  exceptional  deprecia- 


(739) 


PENINSULA  SHIPBUILDING  CO. 


741 


tion  of  extensions,  increases,  and  additions  to  plant  and  property  specially 
acquired  for  or  devoted  to  the  manufacture  or  erection  of  the  work  or  the 
construction  of  the  vessel  under  this  contract  provided  the  same  have  not  been 
paid  for  by  the  Owner  under  (g) ). 

(g)  The  cost  of  labor  materials  machinery  equipment  and  supplies  (other 
than  real  estate)  for  the  establishment  of  and  extensions  increases  and  addi¬ 
tions  to  plant  and  property  of  the  Contractor  authorized  by  the  Owner 
specially  acquired  for  or  devoted  to  the  building  or  construction  of  the  vessels 
under  this  contract  and  rentals  actually  paid  for  such  establishments  exten¬ 
sions  increases  and  additions  authorized  by  the  Owner. 

*  *  *  *  *  $  * 

[Par.  5]  Physical  property  represented  by  items  of  cost  included  in  para-  . 
graph  (g)  supra  paid  for  by  the  Owners  shall  continue  to  be  Owner’s  property 
after  termination  of  this  contract,  but  may  be  purchased  by  the  Contractor  at 
such  termination  at  a  value  to  be  agreed  upon. 

H:  $  H:  $  *  *  * 

Determination  of  cost. 

The  determination  of  the  actual  cost  as  above  defined  shall  be  made  by  and 
under  the  direction  of  George  W.  Goethals  as  General  Manager  of  the  Owner 
or  his  successors  in  such  office  (herein  called  the  General  Manager)  and  his 
decision  shall  (except  as  hereinafter  stated)  be  binding  on  both  parties. 
Wherever  possible,  he  will  lay  down  in  advance  the  methods  to  be  followed  in 
ascertaining  and  determining  the  actual  cost,  and  where  this  cannot  be  done, 
will  act  on  claims  submitted  by  the  Contractor.  He  will  determine  methods  to 
be  followed  by  the  Contractor  in  preparing  bills  and  by  engineers  and  auditors 
in  certifying  to  them,  and  will  determine  the  items  which  must  be  referred  for 
his  decision.  He  will  so  far  as  possible  determine  in  advance  the  ratio  of 
amortization  referred  to  in  paragraph  (f)  supra,  and  allowances  to  be  made 
for  indirect  charges. 

*  *  *  *  *  k  *  * 

[Art.]  III. 

*  *  *  *  *  *  * 
Orders. 

The  Owner  shall  have  full  control  of  all  orders  for  materials,  machinery 
equipment  supplies  and  other  purchases  and  commitments  made  under  this 
agreement  (including  establishment  of  extensions  increases  and  additions  to 
plant  and  property)  and  all  contracts  and  orders  placed  by  the  Contractor  may 
be  in  the  name  of  the  Owner  by  the  Contractor  as  agent,  and  it  is  understood 
that  the  Contractor  shall  assume  no  pecuniary  liability  under  or  by  reason  of 
such  obligations  where  made  with  the  written  approval  of  the  Owner. 

The  number  and  class  of  men  engaged  on  the  work  (including  establishment 
of  extensions  increases  and  additions  to  plant  and  property),  the  hours  of 
labor,  methods  of  work  and  terms  of  employment  shall  be  subject  to  the 
approval  and  direction  of  the  General  Manager  of  the  Owner. 

*  *  si:  s>s  v 

[Art.]  VIII. 

Disputes. 

If  any  doubt  or  dispute  arises  as  to  the  meaning  or  effect  of  this  contract, 
or  the  drawings  or  specifications  which  are  a  part  hereof,  or  if  any  discrep¬ 
ancy  occurs,  the  matter  shall  be  promptly  referred  to  the  General  Manager 
and  his  decision  in  the  premises  shall  be  conclusive  and  binding  upon  both 
parties. 
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In  case  after  delivery  of  a  completed  vessel  to  the  Owner  under  this  con¬ 
tract  (but  only  in  that  event)  the  Contractor  shall  deem  that  it  is  aggrieved 
by  any  decision  of  the  General  Manager  either  as  to  actual  cost  or  as  to  any 
disputed  matter  hereunder  of  any  kind  and  shall  give  notice  to  the  Owner  to 
that  effect  within  thirty  days  after  delivery  or  after  final  payment  by  the 
Owner,  such  matter  shall  be  determined  by  a  Board  which  shall  consist  of 
three  naval  architects  or  engineers  or  experts  to  be  appointed,  one  by  the 
Owner,  one  by  the  Contractor,  and  one  by  the  American  Bureau  of  Shipping. 
Such  Board  shall  within  thirty  days  after  submission  of  such  matter  to  it 
determine  what  if  any  further  sum  shall  be  due  by  the  Owner  to  the  Con¬ 
tractor  hereunder  on  account  of  such  delivered  vessel  and  its  finding  (made  by 
.  a  majority  of  the  Board)  shall  be  conclusive  on  both  parties. 

The  second  contract,  known  as  Contract  172-W.  C.,  dated  Decem¬ 
ber  15,  1917,  carried  substantially  the  same  provisions  as  Contract 
5-W.  C.,  and  called  for  the  delivery  of  four  ships,  the  first  by  No¬ 
vember  1,  1918,  and  the  remaining  three — one  every  thirty  days 
thereafter.  The  pertinent  provisions  of  this  contract  are  as  follows : 

[Art.]  I. 

*  *  *  Said  vessels  are  to  be  constructed  under  the  terms  of  said  contract 

dated  May  15,  1917,  and  payment  therefor  is  to  be  made  under  the  terms  of 
said  contract,  which  contract  is  to  govern  in  all  respects  in  the  construction 
of  said  vessels  and  is  to  be  binding  upon  the  parties  hereto  as  if  fully  set  out 
herein,  except  in  the  following  particulars : 

1.  The  Contractor  agrees  to  deliver  said  completed  vessels  to  the  Owner 
afloat  at  the  works  of  the  Contractor  at  Portland,  Oregon,  on  or  before  the 
following  dates : 

« 

One  vessel  to  be  delivered  on  or  before  November  1,  1918;  and  the  remaining 
three  vessels  to  be  delivered — one  every  thirty  (30)  days  thereafter.  All  four 
(4)  vessels,  however,  to  be  delivered  prior  to  February  1,  1919. 

2.  The  5th  paragraph  of  Article  II,  relating  to  the  purchase  of  physical 
property  represented  by  items  of  cost  included  under  subdivision  (g)  of  the 
3d  paragraph  of  Article  II,  is  eliminated,  and  in  lieu  thereof  the  following  is 
substituted : 

The  Contractor  agrees  to  purchase  and  pay  for,  from  its  own  funds,  any  real 
estate  or  other  improvements  to  the  plant  authorized  by  the  Owner,  providing 
any  are  necessary  for  the  construction  and  completion  of  the  vessels  herein 
contracted  for.  The  Owner  agrees  to  allow  the  Contractor  for  the  use  of 
said  improvements  and  plant,  as  a  part  of  the  cost  of  constructing  the  vessels, 
at  the  rate  of  thirty  per  cent.  (30%)  per  annum  depreciation  (exclusive  of  the 
cost  of  grading)  ;  if  any  further  additions  to  plant  or  equipment  are  necessary 
for  the  construction  of  the  vessels  under  the  contract  of  May  15,  1917,  the 
Contractor  is  to  pay  for  the  same  from  its  own  funds,  and  the  Owner  is  to 
allow  as  part  of  the  cost  of  constructing  the  vessels  at  the  rate  of  thirty  per 
cent.  (30%)  per  annum  depreciation  upon  the  plant  and  equipment  so  pur¬ 
chased  by  the  Contractor. 

3.  The  11th  paragraph  of  Article  II,  relating  to  payment,  is  amended  to  read 
as  follows : 

No  payment  shall  be  made  except  upon  such  certificates  as  the  Owner  may 
from  time  to  time  require.  Final  approval  of  such  certificates  by  the  Owner 
shall  be  necessary  for  the  payments. 
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4.  The  second  paragraph  of  Article  III  entitled  “  Orders  ”  is  amended  to 
read  as  follows: 

The  Owner  shall  have  full  control  over  all  orders  for  material,  machinery, 
equipment,  supplies,  and  all  other  purchases  and  commitments  made  under 
this  contract  (including  the  establishment  of  extensions,  increases  and  addi¬ 
tions  to  plant  and  property)  ;  and  all  contracts  and  orders  placed  by  the  Con¬ 
tractor  shall  be  first  submitted  to  the  Owner  for  its  approval.  Any  contracts 
or  orders  placed  by  the  Contractor,  which  have  not  been  first  approved  by  the 
Owner,  shall,  in  no  way,  be  binding  upon  the  Owner,  and  the  Contractor  shall 
be  solely  liable  therefor. 

******* 

[Art.]  IV. 

*  *  *  aiK|  provided  further,  That  the  Owner  may,  without  prejudice  to 

the  rights  of  the  Contractor,  reserve  his  decision  upon  any  or  all  claims  for 
extension  until  the  completion  of  the  vessel,  the  work  in  the  meantime  not  to 
be  discontinued  or  delayed  on  account  thereof.  In  the  event  that  parties  shall 
not  agree  as  to  such  extension,  such  extension  shall  be  determined  in  accordance 
with  Article  VIII  of  the  contract  of  May  15,  1917. 

******* 

[Art.]  VII. 

The  Contractor  agrees  immediately  to  make  a  complete  inventory  of  its  yard 
and  plant  and  to  submit  a  complete  list  of  all  purchases  made  to  date.  And 
the  Contractor  further  agrees  that  no  new  purchases  shall  be  made  without 
proper  authorization  of  the  Owner ;  that  when  said  inventory  is  submitted  that 
the  Contractor  will  submit  therewith,  in  writing,  a  complete  list  of  all  improve¬ 
ments  for  which  the  Contractor  claims  depreciation  as  a  part  of  the  cost,  to¬ 
gether  with  full  details  of  each  and  every  item  upon  said  list. 

The  third  contract,  known  as  Contract  437-W.  C.,  was  similar  to 
the  preceding  contract  and  called  for  the  completion  and  delivery 
of  four  more  vessels — the  first  by  April  1,  1919,  and  the  remaining 
three — one  every  thirty  days  thereafter. 

Under  each  contract  the  builders  were  guaranteed  a  profit  of 
$40,000  per  vessel.  Work  under  the  first  contract  was  begun  immedi¬ 
ately  after  its  execution.  It  was  necessary  in  the  beginning  to  make 
extensive  additions  to  the  plant.  In  order  to  carry  on  the  construc¬ 
tion  of  four  vessels  simultaneously  the  plant  had  to  be  enlarged  to  a 
four  “  way  ”  plant.  The  periods  over  which  these  additions  were 
made  and  the  costs  thereof  were  billed  as  follows : 


Pm-iod.  Amount. 

April  6,  1917,  to  December  31.  1917 _ $87,  252.  55 

Jan.  1,  1918,  to  November  14,  1918 _  59,  228.  99 


Total  additions  to  November  14,  1918 _  146,  481.  54 

Nov.  14,  1918,  to  December  31,  1918 _  27,  227.  77 

Jan.  1,  1919,  to  December  31,  1919 _  11,  462.  32 

Jan.  1,  1920,  to  June  30,  1920 _  8, 167.  58 


Total  additions  to  June  30,  1920 _  193,  339.  21 
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One  vessel  had  been  completed  and  delivered  and  the  other  eleven 
were  in  various  stages  of  construction  when  the  Armistice  was  signed. 
Soon  thereafter,  notice  to  suspend  work  on  the  unfinished  vessels  was 
issued  and  the  contracts  declared  canceled.  Later  the  contracts  were 
extended  so  as  to  allow  completion  of  all  twelve  of  the  vessels,  the 
specifications  for  the  last  two  being  changed  to  provide  for  saving 
equipment  and  the  price  therefor  being  reduced  from  a  profit  of 
$40,000  to  a  profit  of  $20,000  on  each.  All  the  work  was  completed 
in  1920  and  the  plant  shut  down  in  that  year.  In  1921  it  was  sold 
for  $30,000,  which  was  its  salvage  value.  Both  the  petitioner  and 
the  Emergency  Fleet  Corporation  had  realized  when  work  on  the 
Government  contracts  was  begun  that  the  shipyards  would  have  only 
a  salvage  value  after  the  completion  of  the  Government  contracts. 

Although  amounts  spent  by  the  petitioner  for  additions  to  plant 
from  April  6,  1917,  to  June  30,  1920,  aggregated  $193,339.21,  only  a 
small  portion  of  these  expenditures  was  ever  approved  in  advance  by 
the  Emergency  Fleet  Corporation.  Repeated  requests  for  such  ap¬ 
proval  were  made  to  the  district  representatives  of  the  Emergency 
Fleet  Corporation  and  to  headquarters  in  Washington,  D.  C.,  but 
they  wTere  for  the  most  part  denied.  The  petitioner  made  claims  for 
depreciation  on  unauthorized  additions  to  plant  and  continued  to 
make  claims  therefor  until  it  obtained  final  settlement  under  its 
contracts  in  1923. 

Lender  date  of  May  28,  1917,  F.  C.  Knapp,  president  of  the  peti¬ 
tioner,  received  a  letter  from  George  W.  Goethals,  general  manager 
for  the  Emergency  Fleet  Corporation,  which  provided  in  part  as 
follows : 

As  regards  the  depreciation  for  the  cost  of  the  plant  it  is  understood  that  this 
is  based  on  your  expression  that  upon  the  conclusion  of  contracts  for  the 
Emergency  Fleet  Corporation  there  will  be  no  profitable  business  remaining  for 
your  company,  and  that,  therefore,  the  entire  cost  of  the  plant  will  have  to  be 
absorbed  within  practically  three  or  four  years  from  the  time  it  wras  purchased. 
This,  of  course,  is  a  matter  which  is  subject  to  adjustment  upon  the  conclusion 
of  the  corporation’s  contract  in  case  the  conditions  at  that  time  do  not  accord 
with  your  expectations,  as  stated  hereinabove. 

The  Emergency  Fleet  Corporation  allowed  during  the  years  1918, 
1919,  and  1920,  as  depreciation  or  obsolescence  of  plant  in  computing 
the  cost  of  the  twelve  vessels  under  the  terms  of  the  contracts,  a 
total  of  $50,236.99.  The  total  claimed  for  plant  depreciation  from 
the  Emergency  Fleet  Corporation  amounted  to  $249,012.53.  This 
claim  was  adjudicated  by  the  Claims  Commission  of  the  United 
States  Shipping  Board  on  February  3,  1923,  and  was  allowed  for  a 
total  amount  of  $200,000,  less  $50,236.99  theretofore  allowed.  The 
additional  payment  made  to  the  petitioner  in  1923  was  $149,763.01. 
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The  petitioner  kept  its  books  of  account  on  the  accrual  basis.  It 
reported  the  $50,236.99,  allowed  by  the  auditors  as  obsolescence  of 
plant  from  November  14,  1918,  to  June  30,  1920,  as  having  accrued — 
$3,100.66  in  1918,  $27,998.58  in  1919,  and  $19,236.75  in  1920.  These 
amounts  were  included  in  the  gross  income  shown  on  the  income-tax 
returns  filed  for  those  years.  No  part  of  the  claim  against  the  Emer¬ 
gency  Fleet  Corporation  for  additional  depreciation  or  obsolescence 
not  approved  by  the  district  auditors  was  set  up  as  accrued  income  on 
the  petitioner’s  books  for  the  years  1918,  1919,  and  1920. 

In  his  computation  of  tax  liability  for  the  years  1918,  1919,  and 
1920,  the  Commissioner  allowed  the  deduction  of  $17,999.53  for  de¬ 
preciation  for  the  year  1917.  He  determined  that  the  depreciated 
cost  of  the  plant  and  facilities  as  of  November  14,  1918,  was  $218,- 
268.60.  To  the  depreciated  cost  as  of  that  date  the  Commissioner 
added  the  cost,  as  determined  by  him,  of  the  additions  made  to  the 
plant  over  the  period  November  14,  1918,  to  June  30,  1920,  amount¬ 
ing  to  $46,857.67,  giving  a  total  of  $265,126.27.  That  amount  less 
salvage,  $30,000,  the  Commissioner  allowed  as  obsolescence  for  1918, 

1919,  and  1920,  in  the  amounts  of  $16,754.36,  $146,625.91,  and  $71,746, 
respectively. 

In  his  audit  of  the  petitioner’s  returns  for  the  years  1918,  1919,  and 

1920,  the  Commissioner  added  to  the  gross  income  reported  by  the 
petitioner,  $8,948.34  for  1918;  $83,467.42  for  1919;  $57,347.25  for 
1920,  the  sum  of  these  being  the  additional  amount  for  depreciation 
received  by  the  petitioner  in  1923  from  the  Emergency  Fleet  Cor¬ 
poration  in  compromise  of  its  claim  for  plant  depreciation.  This 
amount  was  apportioned  to  the  income  over  the  three  years  in  the 
same  ratio  that  the  $50,236.99  depreciation  allowed  by  the  Emer¬ 
gency  Fleet  Corporation  was  apportioned  to  the  deduction. 

OPINION. 

Smith  :  This  appeal  presents  the  question  of  the  proper  treatment 
to  be  accorded  an  amount  of  $149,763.01  representing  depreciation 
on  the  petitioner’s  plant,  which  was  paid  to  it  in  1923  by  the  United 
States  Shipping  Board  Emergency  Fleet  Corporation  under  certain 
contracts  between  the  corporation  and  the  petitioner.  The  contracts 
giving  rise  to  the  claim  for  the  amount  provided  that  depreciation 
should  be  an  element  in  determining  the  cost  of  the  ships  to  be  built 
by  petitioner  whereby  the  United  States  was  to  pay  the  cost  of  the 
construction  of  the  ships  plus  a  fixed  fee.  The  amount  was  allowed 
by  the  Emergency  Fleet  Corporation  in  1923  specifically  as  “  depre¬ 
ciation.”  The  Commissioner  in  determining  the  deficiency  has 
called  the  entire  allowance  for  depreciation  “  obsolescence.” 
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The  applicable  provisions  of  the  taxing  statute  are  as  follows: 

That  in  the  case  of  a  corporation  subject  to  the  tax  imposed  by  section  230 
the  term  “  net  income  ”  means  the  gross  income  as  defined  in  section  233  less 
the  deductions  allowed  by  section  234,  and  the  net  income  shall  be  computed 
on  the  same  basis  as  is  provided  in  subdivision  (b)  of  section  212  or  in  section 
226.  (Section  232,  Revenue  Act  of  1918.) 

(b)  The  net  income  shall  be  computed  upon  the  basis  of  the  taxpayer's  annual 
accounting  period  *  *  *  in  accordance  with  the  method  of  accounting 

regularly  employed  in  keeping  the  books  of  such  taxpayer ;  but  if  no  such 
method  of  accounting  has  been  so  employed,  or  if  the  method  employed  does 
not  clearly  reflect  the  income,  the  computation  shall  be  made  upon  such  basis 
and  in  such  manner  as  in  the  opinion  of  the  Commissioner  does  clearly  reflect 
the  income.  *  *  *  (Section  212,  Revenue  Act  of  191S.) 

(a)  That  in  computing  the  net  income  of  a  corporation  subject  to  the  tax 
imposed  by  section  230  there  shall  be  allowed  as  deductions : 

******* 

(7)  A  reasonable  allowance  for  the  exhaustion,  wear  and  tear  of  property 
used  in  the  trade  or  business,  including  a  reasonable  allowance  for  obsolescence : 

(8)  In  the  case  of  buildings,  machinery,  equipment,  or  other  facilities,  con¬ 

structed,  erected,  installed,  or  acquired,  on  or  after  April  6,  1917,  for  the 
production  of  articles  contributing  to  the  prosecution  of  the  present  war.  and 
in  the  case  of  vessels  constructed  or  acquired  on  or  after  such  date  for  the 
transportation  of  articles  or  men  contributing  to  the  prosecution  of  the  present 
war,  there  shall  be  allowed  a  reasonable  deduction  for  the  amortization  of 
such  part  of  the  cost  of  such  facilities  or  vessels  as  has  been  borne  by  the 
taxpayer,  but  not  again  including  any  amount  otherwise  allowed  under  this 
title  or  previous  Acts  of  Congress  as  a  deduction  in  computing  net  income. 
*  *  *  (Section  234,  Revenue  Act  of  1918.) 

We  think  that  it  is  immaterial  that  the  allowance  was  designated 
by  the  Emergency  Fleet  Corporation  as  depreciation  and  by  the 
Commissioner  as  obsolescence.  It  meets  all  the  tests  of  the  allow¬ 
ance  provided  by  the  statute  for  amortization,  and  we  think  that 
subdivision  (8)  of  section  234  of  the  Revenue  Act  of  1918,  above 
quoted,  is  applicable. 

Deficiences  before  us  relate  to  the  years  1918,  1919,  and  1920.  In 
his  deficiency  letter  the  Commissioner  has  related  the  $149,763.01 
received  by  the  petitioner  in  1923  back  to  the  years  1918,  1919,  and 
1920,  and  has  apportioned  the  amount  to  the  three  years  in  the  same 
ratio  as  the  $50,236.99  allowed  as  depreciation  by  the  Emergency 
Fleet  Corporation  was  apportioned.  No  question  is  a  e  t 
appeal  as  to  the  correctness  of  this  allocation  provided  the 
$149,763.01  is  to  be  considered  as  in  anywise  affecting  the  tax  lia¬ 
bility  for  the  years  1918,  1919,  and  1920. 

In  his  deficiency  letter  the  Commissioner  increased  gross  income 
for  the  years  1918,  1919,  and  1920,  by  the  $149,763.01  in  question, 
apportioned  as  above  indicated.  At  the  hearing  counsel  for  the 
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Commissioner  admitted  that  this  was  in  error,  and  contended  that 
the  gross  income  should  not  have  been  increased  but  that  the  allow¬ 
ance  ,for  obsolescence  or  amortization  should  have  been  reduced  in 
like  amount,  and  that  the  net  incomes,  as  shown  by  the  deficiency 
letter,  were  correct. 

We  think  that  the  position  of  the  Commissioner  with  respect  to 
this  matter  is  correct.  It  is  thoroughly  in  line  with  the  reasoning  of 
the  Board  in  the  Appeal  of  G.  M.  Standifer  Construction  Corpora¬ 
tion.  4  B.  T.  A.  525,  where  a  different  conclusion  was  reached  solely 
for  the  want  of  such  facts  as  are  here  presented.  In  that  appeal  the 
award  from  the  Emergency  Fleet  Corporation  was  a  lump  sum  set¬ 
tlement  of  a  great  many  totally  dissimilar  claims,  to  which  no  allo¬ 
cation  of  the  award  was  attempted  in  the  settlement  agreement,  or 
was  possible  thereafter.  We  find  the  following  language  in  the 
opinion : 

Whether  the  Government  contracts  under  which  a  taxpayer  produced  articles 
contributing  to  the  prosecution  of  the  war  specifically  provided  for  amortization 
as  such  or.  in  other  words,  provided  that  the  Government  would  pay  the  cost, 
or  any  part  thereof,  of  the  facilities  acquired  or  constructed  by  a  taxpayer  in 
order  to  carry  out  the  contracts,  seems  to  us  to  be  not  controlling.  The  real 
question  is :  Did  the  Government  actually  pay  or  bear  the  expense  of  any  part 
of  the  cost  of  such  facilities?  If  it  did,  such  part  of  the  cost  borne  by  the  Gov¬ 
ernment  must  be  subtracted  from  the  cost  of  facilities  acquired  by  the  taxpayer 
upon  which  the  amortization  deduction  is  allowed.  There  is  no  deduction 
allowed  to  a  taxpayer  with  respect  to  such  part  of  the  cost  of  facilities  which 
was  not  borne  by  him.  Whether  such  cost  of  facilities  was  actually  borne  by 
the  Government  originally  when  the  facilities  w’ere  acquired,  or  whether  it 
was  borne  by  the  Government  subsequently  when  the  settlements  of  the  con¬ 
tracts  were  made  between  the  Government  and  the  taxpayer,  is  immaterial. 
We  believe  that  the  contention  of  the  Government  in  this  regard,  as  a  matter 
of  law,  is  well  founded,  but  whether  such  principle  is  applicable  to  the  facts 
in  this  case  presents  more  difficulty 

******* 

It  does  not  necessarily  follow  that,  because  the  Standifer  Corporation  made 
a  claim  for  reimbursement  of  a  part  of  the  cost  of  facilities,  any  part  of  such 
claim  was  allowed  in  the  final  lump  sum  settlement.  The  taxpayer  filed  claims 
exceeding  $11,000,000.  Included  therein  were  damages  for  breach  of  contract, 
settlement  for  facilities,  and  various  other  claims.  *  *  * 

From  a  consideration  of  all  the  evidence,  we  are  of  the  opinion  that  no  part 
of  the  cost  of  the  facilities  on  which  amortization  is  allowable  can  be  con¬ 
sidered  to  have  been  borne  by  the  Government,  and  that  the  taxpayer  is 
entitled  to  the  deduction  for  amortization  without  reduction  of  the  cost  of 
facilities  by  any  part  of  the  amount  of  the  settlement  with  the  Fleet  Cor¬ 
poration. 

In  the  case  before  us,  the  claim  was  for  a  specific  amount  for  de¬ 
preciation  of  property  as  an  element  of  cost  of  the  ships,  and  that 
claim  was  allowed  for  $200,000,  less  $50,236.99  theretofore  allowed. 
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The  contentions  of  the  petitioner  that  the  claim  against  the  Emer¬ 
gency  Fleet  Corporation  had  no  determinable  value  during  the  years 
1918,  1919,  and  1920,  that  under  a  strict  legal  construction  of  the  con¬ 
tracts  no  recovery  could  ever  have  been  had,  and  that  the  petitioner 
never  accrued  any  amount  in  respect  of  the  claims  on  its  books,  are 
either  not  proven  or  are  not  material.  The  fact  is  that  an  amount 
representing  depreciation  with  the  identical  status  of  that  previously 
determined  as  a  part  of  the  cost  of  the  vessels  was  actually  received. 
We  believe  that  time  is  not  of  the  essence,  and  that  the  additional 
amount  received  in  1923  was  a  part  of  the  cost  of  construction  of  the 
plant  not  borne  by  the  petitioner  and  is  not  deductible  as  deprecia¬ 
tion,  obsolescence,  or  amortization  under  the  Revenue  Act  of  1918. 

Judgment  will  he  entered  on  15  days’  notice , 
under  Ride  50. 

Milliken  and  Van  Fossan  not  participating. 


Harry  F.  Robertson,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  5436.  Promulgated  December  8,  1926. 

The  difference  between  the  fair  market  value  of  land  conveyed  to 
petitioner  and  the  amount  paid  therefor  held  to  be  a  gift,  and  the 
taxable  gain  arising  from  the  sale  of  the  land  is  the  difference  be¬ 
tween  the  fair  market  value  at  the  time  received  and  the  selling 
price  thereof. 

Charles  H.  Davis ,  Esq.,  for  the  petitioner. 

Henry  Ravenel ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  tax  of  $765.36  for  1921. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  resident  of  Excelsior,  Minn.,  where  he  has  re¬ 
sided  since  1920.  From  1907  until  1920  he  resided  at  Colon,  Saun¬ 
ders  County,  Nebr.,  where  he  was  engaged  in  farming.  During  a 
portion  of  the  time  that  petitioner  resided  in  Saunders  County, 
Nebraska,  his  mother-in-law,  a  Mrs.  Scofield,  made  her  home  with 
the  petitioner  and  his  wife.  On  February  15,  1919,  Mrs.  Scofield  was 
the  owner  of  160  acres  of  land  adjoining  the  farm  owned  by  peti¬ 
tioner.  Her  indebtedness  amounted  to  about  $6,000,  which  she  had 
borrowed  in  order  to  get  money  to  advance  to  a  son  who  was  living 
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in  California  in  1919.  Mrs.  Scofield  had  no  living  children  other 
than  her  son  in  California  and  her  daughter,  the  wife  of  petitioner. 

Mrs.  Scofield  had  told  petitioner  and  his  wife  a  number  of  times 
that  she  appreciated  what  they  had  done  for  her  and  that  she  ex¬ 
pected  to  provide  for  them. 

Some  time  prior  to  February  15,  1919,  Mrs.  Scofield,  who  was  at 
that  time  making  her  home  with  petitioner  and  his  wife,  had  talked 
over  with  them  the  matter  of  transferring  her  land  to  them  for  the 
care  and  treatment  they  had  shown  her. 

The  petitioner  and  Mrs.  Scofield  had  on  different  occasions  discussed 
the  sale  price  of  different  tracts  of  land  situated  in  the  vicinity  in 
which  they  lived,  and  she  was  conversant  with  land  values  locally. 
Some  sales  were  being  made  at  around  $400  an  acre.  About  February 
15,  1919,  she  decided  that  she  would  execute  conveyances  of  her  land 
to  petitioner  and  his  wife,  and  set  a  day  when  they  would  see  a  lawyer 
in  another  town  and  have  the  proper  papers  prepared.  When  the 
appointed  day  arrived,  a  blizzard  was  raging.  However,  she  in¬ 
sisted  on  carrying  out  her  plans.  She  offered  to  sell  80  acres  to 
petitioner  at  $165  per  acre.  He  stated,  “Mother,  we  will  give  you 
more,”  and  offered  her  $200  per  acre ;  and  the  sale  was  consummated 
at  that  price.  He  had  that  amount  of  cash  on  hand.  The  night 
before  the  transaction,  Mrs.  Scofield  said,  “  I  want  this  fixed  up  and  I 
want  to  make  it  right  so  if  anything  happens  to  me  you  will  have  your 
share  of  the  property.  *  *  *  I  have  never  done  anything  but 
spend  money  for  the  boy.  *  *  *  I  have  never  given  you  any¬ 
thing  except  just  small  gifts  *  *  *  That  [the  amount  petitioner 

agreed  to  pay]  would  give  me  enough  to  get  a  little  home  in  Fre¬ 
mont.  *  *  *  ”  She  also  said  that  if  anything  happened  to  her 

she  would  feel  that  she  had  done' the  right  thing  by  the  petitioner 
and  his  wife. 

It  was  stipulated  that  the  fair  market  value  of  the  80  acres  of  land, 
when  acquired  by  petitioner  from  Mrs.  Scofield,  was  $24,000. 

In  1921  the  petitioner  sold  the  land  for  $28,000.  In  preparing 
his  income-tax  return  for  that  year  he  computed  his  profit  on  the 
basis  of  a  cost  price  of  $24,000,  instead  of  $16,000.  The  difference 
between  the  $16,000  and  $24,000  petitioner  considered  to  be  a  gift. 
The  respondent,  in  the  audit  of  petitioner’s  return,  used  a  cost  price 
of  $16,000  in  computing  the  profit  and  determined  a  deficiency. 

OPINION. 

Trammell:  From  a  consideration  of  the  evidence,  we  are  of  the 
opinion  that  the  difference  of  $8,000  between  the  amount  paid  by  the 
petitioner  for  the  80  acres  of  land  and  the  fair  market  value  of  the 
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land  represents  a  gift.  The  gain  on  the  sale,  therefore,  should  be 
based  on  the  fair  market  value  of  the  land  when  acquired  by  the 
petitioner,  instead  of  on  the  cost. 

Judgment  will  be  entered  for  the  'petitioner . 


Katz  &  Besthoff,  Ltd.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  4707.  Promulgated  December  8,  1926. 

Salaries  deducted  by  petitioner  in  its  1918  return  for  services 
rendered  by  its  officers  during  the  year  held  to  be  reasonable. 

Isom  J.  Guillory ,  Esq .,  and  E.  Barrett  Prettyman ,  Esq.,  for  the 
petitioner. 

W.  Frank  Gibbs ,  Esq.,  for  the  respondent. 

Trammell:  This  is  a  proceeding  for  the  redetermination  of  a 
deficiency  in  income  and  profits  tax  for  the  year  1918,  in  the  amount 
of  $10,357.32,  of  which  the  petitioner  admits  $469.32,  leaving  in  issue 
$9,888.  The  deficiency  results  from  the  action  of  the  respondent  in 
reducing  the  amount  deducted  by  the  petitioner  as  salaries  for  serv¬ 
ices  rendered  to  it  by  its  officers. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Louisiana  corporation  with  its  principal  office 
in  New  Orleans.  It  was  organized  in  1905  with  a  capital  stock  of 
$29,000,  of  which  S.  J.  Besthoff,  secretary  and  treasurer,  and  Gustav 
Katz,  president,  each  owned  48  per  cent. 

Until  1910  the  petitioner  operated  one  drug  store,  which  was 
located  in  the  downtown  section  of  New  Orleans.  In  1910  a  second 
store  was  opened  in  the  same  section  of  the  city  and  a  block  away 
from  the  first  store.  Other  stores  were  subsequently  opened  and 
operated  with  success.  During  the  year  involved  in  this  proceeding, 
the  petitioner  operated  two  retail  drug  stores  and  manufactured 
from  150  to  200  proprietary  medicines,  perfumes  and  toilet  goods 
which  it  sold. 

From  1905,  when  the  business  began,  Besthoff  and  Katz,  both  of 
whom  were  registered  pharmacists  of  several  years’  experience,  were 
actively  engaged  in  the  conduct  of  the  business,  including  the  devel¬ 
opment  of  formulae  for  the  manufacture  of  proprietary  medicines, 
toilet  goods  and  perfumes.  In  1918  the  petitioner  employed  approxi¬ 
mately  150  persons. 

During  1918,  Katz  was  in  charge  of  the  first  store.  His  duties 
consisted  of  looking  after  the  manufacture  of  goods,  making  pur- 
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chases,  taking  care  of  the  office,  the  finances  and  the  books  of 
account,  originating  and  devising  formulae,  making  up  new  prepara¬ 
tions,  and  marketing  and  selling  them.  He  also  looked  over  the 
charge  prescriptions  every  day  to  see  that  they  had  been  properly 
priced.  Occasionally  he  waited  on  customers. 

During  1918,  Besthoff  was  in  charge  of  the  second  store.  In  addi¬ 
tion  to  his  duties  there,  he  looked  after  the  advertising  for  the  two 
stores  and  the  hiring  of  help  for  both  places,  and  assisted  Katz  in 
looking  after  the  finances  of  the  corporation,  making  purchases,  and 
developing  formulae  for  use  in  the  petitioner’s  business. 

The  duties  of  Katz  and  Besthoff  during  1918  required  them  to  be 
at  the  respective  stores  during  business  hours  each  week-day,  a  por¬ 
tion  of  the  day  on  Sundays,  and  until  midnight  on  alternate  nights 
during  the  week.  The  night  Katz  was  on  duty  Besthoff  was  off,  and 
vice  versa. 

At  times  during  1918,  on  account  of  the  influenza  epidemic,  the 
respective  stores  had  to  operate  with  about  one-half  the  usual  num¬ 
ber  of  employees,  even  though  the  epidemic  furnished  the  stores 
with  increased  business. 

On  account  of  the  difficulty  of  obtaining  many  drugs  needed  in  the 
business  and  because  of  the  frequent  advance  in  prices,  the  operation 
of  the  business  was  more  difficult  and  more  caution  was  required  in 
1918  than  in  preceding  or  subsequent  years. 

It  was  the  practice  of  the  corporation  to  increase  the  salaries 
of  its  officers  as  their  duties  and  responsibilities  grew  heavier.  In 
1906  the  salaries  of  Katz  and  Bosthoff  were  $3,000  each  per  year. 
In  1908  they  were  increased  to  $4,200,  at  which  figure  they  remained 
until  1911,  when  they  were  increased  to  $6,000  a  year.  In  1912  they 
were  raised  to  $7,800.  Increases  were  made  in  1913  and  1916  to 
$12,000  and  $15,000,  respectively.  At  a  meeting  of  the  board  of  di¬ 
rectors  on  February  8,  1918,  the  salaries  were  increased  from  $15,000 
to  $18,000  a  year.  At  another  meeting  of  the  board  of  directors  on 
December  30,  1918,  the  salaries  were  increased  from  $18,000  to 
$24,000,  to  be  retroactive  to  January  1,  1918.  This  increase  had  been 
decided  upon  between  Katz  and  Besthoff  during  the  fall  of  1918. 
For  years  subsequent  to  1918  their  salaries  have  been  $30,000  each 
per  year. 

The  petitioner  in  its  return  for  1918  claimed  a  deduction  of 
$48,000,  representing  salaries  of  $24,000  paid  to  Katz  and  Besthoff, 
respectively,  for  services  rendered  by  them.  In  an  audit  of  the  re¬ 
turn  the  respondent  reduced  the  amount  deducted  by  the  petitioner 
from  $48,000  to  $36,000,  upon  the  ground  that  $36,000  was  reasonable 
compensation  for  the  services  rendered. 
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The  net  income  before  and  after  deducting  officers’  compensation, 
the  capital  and  surplus,  and  the  percentage  of  the  amount  deducted 
by  the  petitioner  for  officers’  salaries  to  net  income  before  such 
deduction  for  the  years  1917  through  1920  were  as  follows : 


Year. 

Total  sales. 

Officers’ 

compensa¬ 

tion. 

Net  income 
before  de¬ 
ducting 
officers’ 
compensa¬ 
tion. 

Net  income 
after  de¬ 
ducting 
officers’ 
compensa¬ 
tion. 

Capital  and 
surplus. 

1917,  2  stores . . . . . 

$463, 123 
575, 812 
767,  761 
868, 394 

$50, 000 
48,000 
60, 000 
60, 000 

$60, 159. 00 
94, 045. 00 
140, 874. 00 
83, 391.00 

$30, 159 
46, 045 
80, 874 
23, 391 

$138, 818.  76 
176, 141.  57 
206,  723.  21 
227, 231. 14 

1918,  2  stores . . . . . . 

1919,  2  stores _ _ _ _ 

1920, 3  stores _ 

• 

Year. 

Per  cent  of 
officers’ 
compensa¬ 
tion  to 
total  sales. 

Per  cent  of 
officers’ 
compensa¬ 
tion  to  net 
income 
before 
deducting 
salaries. 

Per  cent  of 
net  income 
to  capital 
stock  after 
deducting 
officers’ 
salaries. 

Per  cent  of 
net  income 
to  capital 
and  surplus 
after  de¬ 
ducting 
officers’ 
salaries. 

1917.  2  stores  .  _  .  .  _  _  _ 

6.4 

49.9 

103.9 

21.8 

1918.  2  stores 

8.3 

52. 1 

151.  9 

25.0 

1919^  2  stores . . . . . 

7.8 

42.  5 

278.8 

39. 1 

1920,  3  stores _ _ _ _ _ 

6.9 

71.9 

80.6 

10.2 

No  dividends  were  declared  in  1918. 

Six  drug  stores  were  opened  by  others  and  began  operation  in 
the  vicinity  of  the  petitioner’s  first  store  between  the  date  peti¬ 
tioner’s  store  was  opened  and  1918,  five  of  which  had  gone  out  of 
business  by  the  year  1918. 

The  amount  deducted  by  the  petitioner  is  a  reasonable  allowance 
for  compensation  for  services  rendered  to  it  by  its  officers. 

Judgment  will  be  entered  after  15  days' 
notice ,  under  Rule  50. 


Appeal  of  Tisdale  Lumber  Co. 

Docket  No.  5529.  Promulgated  December  8,  1926. 

The  Board  is  unable  from  the  evidence  submitted  to  determine 
the  value  of  alleged  good  will  acquired  for  stock  in  1910. 

James  Madison  Blackwell ,  Esq .,  for  the  petitioner. 

J ohn  D.  Foley ,  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  deficiencies  in  income 
and  profits  tax  for  the  years  1918  and  1919  in  the  amounts  of 
•.$5,217.54  and  $6,679.18,  respectively.  Only  so  much  of  the  defi- 
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ciencies  as  results  from  the  Commissioner’s  action  in  disallowing 
good  will,  in  the  amount  of  $50,000,  as  invested  capital  is  in  con¬ 
troversy. 

FINDINGS  OF  FACT. 

The  petitioner,  a  New  York  corporation  with  its  principal  office 
at  Astoria,  Long  Island,  was  organized  in  1910,  at  which  time  it 
succeeded  to  the  business  which  had  been  conducted  by  J.  B.  Tisdale, 
as  a  sole  proprietorship,  from  about  1899,  and  since  the  date  of  its 
organization  has  been  continuously  engaged  in  the  manufacture  of 
sash,  trim,  and  doors,  and  in  the  wholesale  and  retail  co%l  and  lumber 
business.  Prior  to  1899  the  business  had  been  owned  and  conducted 
by  Tisdale’s  father  for  a  period  of  more  than  thirty  years. 

By  a  bill  of  sale  dated  April  12,  1910,  Tisdale  sold  and  trans¬ 
ferred  all  of  the  assets,  including  good  will,  of  his  business  to  the 
petitioner,  for  which  the  petitioner  issued  to  Tisdale  its  common 
and  preferred  capital  stock  of  a  par  value  of  $200,000  and  $50,000, 
respectively,  and  agreed  to  assume  the  outstanding  liabilities  of  the 
business,  which  Tisdale  guaranteed  not  to  exceed  the  sum  of  $165,- 
000.  The  values  of  the  several  assets  sold  and  transferred  were 
not  listed  in  the  bill  of  sale. 

The  books  of  the  sole  proprietorship  had  been  maintained  accord¬ 
ing  to  the  single-entry  method  of  accounting.  They  were  continued 
in  use  by  the  petitioner  without  change  in  the  method  of  accounting, 
and  without  any  record  entry  of  the  change  in  ownership  of  the 
assets  and  business.  The  books  had  not  been  closed  from  1906  to 
1916.  At  or  about  December  31,  1916,  an  audit  of  the  books  was 
made  by  a  firm  of  accountants,  a  double  entry  system  of  bookkeeping 
was  installed,  and  an  attempt  made  to  restate  the  accounts  so  as  to 
reflect  the  acquisition  of  the  assets  and  business  by  the  petitioner  and 
the  results  of  operations  from  the  date  of  organization  to  the  date  of 
audit. 

The  petitioner  claimed  as  a  part  of  its  invested  capital  for  the 
years  under  consideration  an  item  of  good  will  in  the  amount  of 
$50,000,  which  the  Commissioner  disallowed. 

OPINION. 

Littleton  :  Lack  of  proper  accounting  records  during  the  period 
of  the  sole  proprietorship  and  thereafter,  during  the  time  of  peti¬ 
tioner’s  ownership  of  the  business,  to  December  31,  1916,  has  made 
it  extremely  difficult  for  the  petitioner  to  prove  its  contention  that 
it  acquired  good  will  of  a  value  of  $50,000  from  the  predecessor 
business,  which  it  is  entitled  to  include  in  its  invested  capital.  As 
evidence  of  the  earnings  of  the  business  and  the  investment  in  tan- 
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gible  assets  for  a  period  prior  to  its  acquisition  of  the  business,  the 
petitioner  has  found  it  necessary  to  rely  upon  periodic  statements 
of  the  financial  condition  of  the  business  furnished  to  the  bank  by 
Tisdale  for  the  purpose  of  securing  loans.  But  Tisdale’s  testimony 
discredits  these  statements  to  such  an  extent  that  we  can  not  accept 
them  as  fairly  reflecting  the  actual  facts  pertaining  to  the  financial 
condition  of  his  business. 

Tisdale  testified  that  he  offered  to  sell  the  assets  and  business  to 
the  petitioner  for  a  lump  sum  which  included  $50,000  for  the  good 
will.  The  value  which  he  placed  upon  the  good  will,  for  the  purpose 
of  the  sale,  Was  not  determined  upon  any  definite  basis,  but  was 
simply  his  opinion  as  to  the  value  of  the  good  will  of  a  concern  doing 
a  yearly  business  of  from  $300,000  to  $400,000. 

The  auditor  who  conducted  the  audit  of  the  petitioner’s  books  in 
1916  testified  as  to  the  methods  employed  in  making  the  audit,  and 
as  to  the  processes  by  which  he  determined  the  net  worth  of  the 
business  in  1910,  when  it  was  acquired  by  the  petitioner,  to  be 
$209,953.67,  as  compared  with  $279,496.80,  shown  by  Tisdale  in  a 
statement  furnished  to  the  bank,  to  have  been  the  net  worth  at 
approximately  the  same  date.  It  was  apparently  the  purpose  of 
the  petitioner  in  placing  this  witness  on  the  stand  to  establish  by 
his  testimony  the  approximate  degree  of  accuracy  in  the  financial 
statements  furnished  by  Tisdale  to  the  bank.  The  method  employed 
by  the  auditor  in  determining  the  net  worth,  at  the  date  petitioner 
acquired  the  assets  and  business,  briefly  stated,  is  as  follows:  The 
net  worth  at  December  31,  1916,  was  determined  by  a  balance  sheet 
audit  of  all  accounts  other  than  plant  and  equipment.  In  the  case 
of  plant  and  equipment,  the  values  thereof  were  determined  by 
Tisdale  as  of  the  date  of  the  audit,  and  these  were  accepted  by  the 
auditor.  From  the  net  worth  at  December  31,  1916,  the  auditor 
sought  to  eliminate  all  changes  made  in  plant  and  equipment  from 
date  of  acquisition  and  wdiatever  profits  may  have  been  reflected  in 
other  accounts.  That  the  results  obtained  by  the  auditor  can  not  be 
accepted  as  a  fair  reflection  of  the  facts  is  evident  from  his  testimony. 
He  had  no  very  definite  data  to  assist  him  in  his  work.  In  numerous 
instances  he  found  it  necessary  to  accept  the  date  of  patent,  appear¬ 
ing  on  items  of  machinery  and  equipment,  as  indicative  of  the  date 
such  items  were  acquired  by  the  petitioner.  He  admits  that  there 
were  income  items  which  he  was  unable  to  trace  through  the  books, 
and  for  this  reason  he  disregarded  “  a  lot  of  sales  that  were  not 
shown.”  He  apparently  made  no  effort  to  check  the  values  placed 
by  Tisdale  on  the  plant  and  equipment  as  of  December  31,  1916,  but 
accepted  them  for  the  purposes  of  the  audit.  There  were  liability 
accounts  appearing  on  the  statement  which  Tisdale  furnished  to  the 
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bank,  and,  notwithstanding  his  own  audit  indicated  that  these  state¬ 
ments  of  Tisdale  were  inaccurate,  the  auditor  accepted  the  liabilities 
shown  thereon  as  correct  because  “  a  person  will  not  overstate  his 
liabilities  in  favor  of  someone  else.”  An  audit  made  under  such 
circumstances  has  little  weight  as  evidence  of  values.  We  can  not 
from  the  evidence  before  us  find  that  the  petitioner  acquired  good 
will  of  value  which  it  may  include  as  invested  capital. 

Judgment  will  be  entered  for  the  C ommissioner. 


J.  T.  Pittard,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  No.  3640.  Promulgated  December  8,  1926. 

Net  income  from  a  business  conducted  by  petitioner  as  an  indi¬ 
vidual  determined. 

George  M.  Stanton ,  Esq .,  for  the  petitioner. 

Bruce  A.  Low ,  Esq .,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  tax  for  the  year  1917,  in  the  amount  of  $289.69.  The  only 
question  at  issue  is  whether  part  of  certain  income  ascertained  as 
to  amount  in  1917  shall  be  taxed  at  1917  or  1916  rates. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  individual  who  resides  at  Winterville,  Ga. 
During  the  years  involved  in  this  proceeding,  as  one  of  several 
enterprises  which  he  conducted  as  an  individual,  he  operated  a 
plant  for  the  manufacture  of  fertilizer.  The  product  of  this  plant 
was  sold  in  the  fall  for  grain  crops,  and,  in  the  spring,  for  cotton 
and  other  summer  crops,  and  the  accounts  were  kept  on  the  basis 
of  a  fiscal  year  ended  June  30.  For  the  fiscal  year  ended  June  30, 
1917,  the  parties  agree  that  the  fertilizer  plant  earned  net  profits  in 
the  amount  of  $5,178.71. 

The  petitioner  makes  his  income-tax  returns  on  a  calendar  year 
basis.  For  the  year  1917,  he  included  in  his  gross  income  only  that 
part  of  the  net  earnings  of  his  fertilizer  plant  for  the  fiscal  year 
ended  June  30,  1917,  which  the  books  of  that  concern  indicated  had 
been  earned  in  the  calendar  year  1917.  Upon  audit  of  the  return, 
the  Commissioner  held  that  all  the  profits  of  the  fertilizer  plant 
for  the  fiscal  year  ended  June  30,  1917,  were  received  by  the  peti¬ 
tioner  in  that  year,  made  certain  additions  to  the  petitioner’s  gross 
income,  and  determined  the  deficiency  here  in  controversy. 
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OPINION. 

Lansdon:  Section  1(a)  of  the  Revenue  act  of  1916,  applicable  to 
the  year  1917,  provides,  “that  there  shall  be  levied,  assessed,  col¬ 
lected  and  paid  annually  upon  the  entire  net  income  received  in  the 
preceding  calendar  year  from  all  sources  by  every  individual,  a 
citizen  or  resident  of  the  United  States  ”  certain  taxes,  and  other 
sections  of  the  Act  of  1917  set  forth  normal  and  surtax  rates.  The 
evidence  adduced  at  the  hearing  of  this  proceeding  is  conclusive  that 
income  of  this  petitioner  in  the  amount  of  $5,178.71,  earned  in  the 
last  six  months  of  1916  and  the  first  six  months  of  1917,  was  ascer¬ 
tained  and  credited  on  his  books  on  June  30,  1917.  Inasmuch  as  the 
petitioner  failed  to  show  what  part  of  such  income  was  received  in 
1916,  the  determination  of  the  Commissioner  is  approved. 

Judgment  will  be  entered  for  the  Commissioner. 


Berks  Foundry  &  Manufacturing  Co.,  Petitioner,  v.  Commis¬ 
sioner  of  Internal  Revenue,  Respondent. 

Docket  No.  6998.  Promulgated  December  8,  1926. 

1.  Surplus  of  a  corporation  may  not  be  reduced  in  determining 
the  extent  to  which  a  dividend  is  paid  from  current  earnings  of 
a  year  by  a  “  tentative  tax  ”  theoretically  set  aside  out  of  such 
earnings  pro  rata  over  such  year.  Appeal  of  L.  S.  Ayers  &  Co., 

1  B.  T.  A.  1135. 

2.  In  determining  invested  capital  for  the  calendar  year  1919 
the  Commissioner  correctly  reduced  surplus  on  account  of  the  tax 
for  the  year  1919  prorated,  ahd  he  also  correctly  excluded  from 
surplus  at  the  beginning  of  the  year  the  amount  of  $6,650.05 
representing  additional  tax  for  the  year  1917. 

John  W.  Jacobs ,  Esq .,  and  John  W.  Townsend ,  Esq.,  for  the  peti¬ 
tioner. 

W.  F.  Gibbs ,  Esq.,  for  the  respondent. 

This  proceeding  is  for  the  redetermination  of  a  deficiency  in 
income  and  profits  tax  of  $772.23  for  the  calendar  year  1920.  The 
issues  concern  invested  capital.  The  stipulation  of  facts  is  set  forth 
verbatim. 

FINDINGS  OF  FACT. 

The  Berks  Foundry  &  Manufacturing  Co.  is  a  corporation  organ¬ 
ized  under  the  laws  of  Pennsylvania,  with  principal  office  at  Berks, 
Pa.,  and  is  engaged  in  the  general  foundry  business. 
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The  Berks  Foundry  &  Manufacturing  Co.  rendered  its  corporation 
income  and  excess-profits-tax  return  for  the  calendar  year  1920, 
which  return  was  audited  and  certain  adjustments  of  the  income 
and  invested  capital  shown  thereon  Avere  made  by  the  Commissioners. 

In  determining  invested  capital  the  Commissioner  reduced  surplus 
as  at  the  beginning  of  the  year  by  $3,277,  on  account  of  certain 
dividends  paid  on  March  19,  1920,  in  excess  of  available  current 
earnings.  In  computing  the  current  earnings  available  the  Com¬ 
missioner  first  deducted  a  tentative  tax.  Had  no  tentative  tax  been 
deducted,  the  current  earnings  available  for  dividends  would  have 
so  been  increased  that  only  a  reduction  of  $1,591.83  in  surplus  as 
at  the  beginning  of  the  year  would  have  been  occasioned  by  the 
payment  of  such  dividends.  % 

In  determining  invested  capital,  the  Commissioner  reduced  surplus 
as  at  the  beginning  of  the  year  in  the  amount  of  $61.30,  on  account  of 
the  prorated  amount  of  1919  Federal  income  tax. 

In  determining  invested  capital,  the  Commissioner  reduced  the 
surplus  as  at  the  beginning  of  the  year  by  $6,650.05,  on  account  of 
additional  1917  income  and  excess  profits  taxes  determined  and 
assessed  by  the  Commissioner  during  the  year  1923. 

OPINION. 

Littleton:  Petitioner  claims  that  the  Commissioner  erred  (1)  in 
deducting  a  tentative  tax  in  computing  the  current  earnings  available 
for  the  payment  of  dividends  on  March  19,  1920;  (2)  in  reducing 
surplus  at  the  beginning  of  the  year  1920  in  the  amount  of  the  tax 
upon  the  income  for  the  preceding  year  prorated;  (3)  in  reducing  the 
earned  surplus  at  January  1,  1920,  in  the  amount  of  $6,650.05,  repre¬ 
senting  an  additional  tax  for  the  calendar  vear  1917  determined  and 
assessed  in  the  year  1923. 

The  first  issue  is  governed  by  the  Board’s  decision  in  the  Appeal  of 
L.  S.  Ayers  &  Co.,  1  B.  T.  A.  1135.  On  the  authority  of  that  appeal  it 
is  held  that  the  amount  by  which  surplus  was  reduced  on  account  of 
the  tentative  tax  should  be  restored  to  invested  capital. 

Petitioner’s  claims  set  forth  in  the  second  and  third  issues  are  not 
well  taken  and  the  Commissioner’s  action  in  this  regard  is  approved. 
Russel  Wheel  &  Foundry  Co .,  3  B.  T.  A.  1168;  Hutchins  Lumber  & 
Storage  Co .,  4  B.  T.  A.  705;  Manville  Jenckes  Co .,  4  B.  T.  A.  765; 
Burke  Electmc  Co .,  5  B.  T.  A.  553;  Levine  Bros.  Co .,  5  B.  T.  A. 
689. 

Judgment  will  be  entered  upon  15  days' 
notice ,  under  Rule  50. 
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John  E.  Frymier,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  1774.  Promulgated  December  8,  1926. 

Losses  and  expenses  incurred  in  prior  year  are  not  deductible 
from  gross  income  of  the  taxable  year. 

Bertin  A.  Weyl ,  Esq.,  and  W.  H.  Teasley ,  C.  P.  A .,  for  the 
petitioner. 

D.  D.  Shepard ,  Esq.,  for  the  respondent. 

The  Commissioner  found  a  deficiency  in  income  tax  for  the  year 
1919  in  the  amount  of  $682.59.  In  his  original  petition  the  petitioner 
alleged  numerous  errors  of  the  Commissioner  in  determining  the 
deficiency  asserted.  In  an  amended  petition  presented  at  the  hear¬ 
ing,  to  which  the  Commissioner  made  answer  in  the  form  of  a  general 
denial,  the  petitioner  abandoned  some  of  his  allegations  of  error 
previously  alleged  and  introduced  a  new  claim  for  a  further  deduc¬ 
tion  from  his  gross  income  for  the  taxable  year.  The  effect  of  the 
amendment  to  the  pleadings  and  the  abandonment  of  issues  by  the 
petitioner  is  to  leave  two  questions  for  adjudication  by  the  Board, 
viz:  (1)  Whether  the  petitioner  is  entitled  to  deduct  from  his  gross 
income  for  the  taxable  year  an  amount  alleged  to  have  been  sus¬ 
tained  as  loss  during  such  year,  and  (2)  whether  certain  book  entries 
as  of  the  year  1919,  and  the  facts  in  connection  therewith,  entitled 
the  petitioner  to  deduct  the  amount  thereof  from  his  gross  income 
in  his  income-tax  return  for  such  year  as  ordinary  and  necessary 
expenses. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  married  man,  residing  at  Long  Beach  in  the 
State  of  California.  During  the  years  1916,  1917,  and  1918,  he  was 
engaged  in  two  enterprises.  One  was  a  fish  cannery,  operated  under 
the  fictitious  name  of  the  Golden  State  Tuna  Packing  Co.,  of  which 
he  was  the  sole  owner,  and  the  other  was  a  cannery  or  packing  house, 
operated  under  the  fictitious  name  of  Golden  West  Packing  Co.,  in 
which  he  was  associated  with  three  partners,  viz,  Van  Landingham, 
Koda,  and  Tegima. 

The  Golden  West  Packing  Co.  kept  its  books  and  made  its  in¬ 
come-tax  returns  on  an  accrual  basis  for  a  fiscal  year  ended  on  March 
31.  For  the  fiscal  year  of  the  partnership  ended  March  31,  1919, 
the  petitioner  had  an  agreement  with  his  partners  whereby  he  was 
allowed  $200  a  month  as  a  drawing  account.  At  December  31, 
1918,  he  had  drawn  little  or  nothing  under  this  agreement,  and  the 
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amount  of  $1,600  had  been  credited  to  him  on  the  books  of  the  part¬ 
nership.  In  making  his  income-tax  return  for  the  calendar  year 
1918,  he  included  the  balance  of  the  undrawn  drawing  account 
standing  to  his  credit  on  the  books  of  the  partnership  in  his  gross 
income  for  such  year,  and  in  due  course  paid  the  Federal  income  tax 
assessed  thereon. 

Some  time  in  1919,  and  in  the  fiscal  year  of  the  partnership  ended 
March  31,  1920,  Van  Landingham  purchased  the  interest  of  Koda 
and  Tegima  in  the  Golden  West  Packing  Co.,  which  had  not  been 
financially  successful  and  was  owing  substantial  amounts  of  money. 
It  was  agreed  between  the  petitioner  and  Yan  Landingham,  as  a 
condition  of  the  new  partnership  agreement  entered  into  orally,  that 
Van  Landingham  would  assume  and  pay  the  petitioner’s  propor¬ 
tionate  part  of  the  debts  due  by  the  partnership,  and  that  the  peti¬ 
tioner  would  cancel  his  claim  against  the  partnership  for  salary  ac¬ 
crued  and  credited  to  him  prior  to  December  31,  1918,  in  the  amount 
of  $1,600.  In  his  income-tax  return  for  1919,  the  petitioner  deducted 
such  amount  from  his  gross  income  as  a  loss  sustained  during  that 
year.  Upon  audit  of  this  return,  the  Commissioner  disallowed  such 
deduction  and  added  $1,600  to  the  petitioner’s  gross  income  for  the 
year  1919  and  determined,  in  part,  the  deficiency  here  in  question. 

The  Golden  State  Tuna  Packing  Co.  needed  additional  capital 
in  1916.  To  secure  such  capital  the  petitioner  entered  into  a  written 
agreement  with  Yan  Landingham.  The  terms  of  this  agreement  ma¬ 
terial  to  the  present  issue  were  that  Yan  Landingham  would  obtain 
or  assist  the  petitioner  to  obtain  the  required  capital,  and,  for  such 
assistance  in  securing  the  money  needed  for  operations,  the  peti¬ 
tioner  agreed  to  pay  the  said  Yan  Landingham  one-half  of  all  net 
profits  earned  by  the  Golden  State  Tuna  Packing  Co.  until  such 
time  as  the  notes  given  for  additional  capital  were  paid  in  full.  The 
petitioner  also  agreed  to  render  monthly  statements  of  the  business 
to  Yan  Landingham  and  to  pay  the  latter  his  share  of  the  profits 
accruing  under  the  agreement  at  the  end  of  each  calendar  year. 

The  Golden  State  Tuna  Packing  Co.  earned  substantial  profits 
during  the  years  1916,  1917,  and  1918,  and  was  sold  by  the  petitioner 
some  time  in  the  year  1919.  No  cash  payments  were  ever  made  to 
Yan  Landingham  on  account  of  the  agreement  whereby  additional 
capital  was  obtained.  Some  time  in  1919  the  petitioner  and  Yan 
Landingham  made  a  tentative  adjustment  of  their  financial  relations 
with  each  other,  which  included  many  items  in  addition  to  the  pe¬ 
titioner’s  obligation  to  pay  Yan  Landingham  half  the  profits  of  the 
Golden  State  Tuna  Packing  Co.  At  the  date  of  this  adjustment,  the 
books  of  the  Golden  State  Tuna  Packing  Co.  showed  a  capital  in- 
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vestment  or  capital  account  in  the  net  amount  of  $38,021.98,  and  that, 
at  the  date  of  the  agreement  whereby  additional  capital  was  ob¬ 
tained,  the  net  investment  account  was  $5,901.08.  On  this  showing 
that  the  profits  made  during  the  life  of  the  agreement,  hereinafter 
described,  amounted  to  $32,120.90,  the  personal  account  of  Van 
Landingham  was  credited  with  the  amount  of  $16,060.45,  and  sub¬ 
sequently,  with  an  additional  amount  of  $3,883.60,  or  a  total  of 
$19,944.05. 

OPINION. 

Lansdon  :  The  first  question  to  be  determined  here  is  whether  the 
petitioner  was  entitled  to  deduct  the  amount  of  $1,600  from  his  gross 
income  for  1919  as  a  loss  sustained  during  the  taxable  year.  This  is 
the  alleged  salary  which  the  petitioner  asserts  that  he  earned,  re¬ 
ceived  credit  for,  and  paid  taxes  on  in  1918,  but  never  received  at  any 
time.  The  petitioner  relinquished  his  right  to  receive  such  salary  in 
1919,  but  it  is  in  evidence  that  he  received  compensation  therefor  by 
having  his  share  of  the  debts  of  the  partnership  paid,  and  there  is  no 
evidence  that  he  sustained  any  loss  in  connection  with  this  item. 

The  petitioner’s  claim  for  a  deduction  from  gross  income  for  the 
year  1919,  in  the  amount  of  $19,994.05,  is  based  on  the  assertion  that 
this  was  a  payment  made  for  the  purpose  of  securing  additional  capi¬ 
tal  and,  as  such,  was  an  ordinary  and  necessary  operating  expense. 
Such  additional  capital  was  obtained  from  banks  on  the  joint  note  of 
Frymier  and  Van  Landingham  pursuant  to  an  agreement  which  pro¬ 
vided  that  Van  Landingham  should  receive  50  per  cent  of  the  profits 
of  the  Golden  State  Tuna  Packing  Co.  as  compensation  for  guaran¬ 
teeing  such  notes.  This  may  have  been  the  actual  purport  of  the 
contract,  but  to  us  it  has  all  the  appearance  of  a  partnership  agree¬ 
ment.  It  is  not  necessary,  however,  to  discuss  the  significance  of  the 
agreement.  If  the  alleged  expenses  were  incurred  at  all  they  apply 
to  the  years  1916,  1917,  and  1918,  only,  since  the  Golden  State  Tuna 
Packing  Co.  was  sold  by  the  petitioner  in  1919,  and  as  his  property 
engaged  in  no  operation  during  that  year.  The  law  specifically  pro¬ 
vides  for  the  deduction  of  ordinary  and  necessary  expenses  from 
gross  income  for  the  year  in  which  such  expenses  are  paid  or  in¬ 
curred.  The  evidence  convinces  us  that  the  Golden  State  Tuna  Pack¬ 
ing  Co.  kept  its  books  on  the  accrual  basis.  It  follows,  therefore, 
that  ordinary  and  necessary  expenses  should  have  been  deducted 
from  gross  income  for  the  year  such  charges  accrued.  There  are  no 
provisions  of  law  under  which  we  may  authorize  the  deduction  of 
expenses  accrued  in  1916,  1917,  and  1918,  from  gross  income  of  1919. 

Judgment  will  be  entered  for  the  C omnnissioner. 
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HOTEL  GRUNEWALD  CO.,  LTD. 

Hotel  Grunewald  Co.,  Ltd.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

i 

Docket  No.  1593.  Promulgated  December  10,  1926. 

The  cost  of  goods  sold  should  be  deducted  from  the  gross  re¬ 
ceipts  in  determining  net  income. 

x 

John  F.  Lanigan ,  Esq.,  for  the  petitioner. 

M.  N.  Fisher ,  Esq.,  and  Ward  Loveless ,  Esq.,  for  the  respondent. 

i 

This  is  a  proceeding  for  the  redetermination  of  deficiencies  in  in¬ 
come  and  profits  tax  for  the  years  1918  and  1919  in  the  amounts  of 
$4,222.89  and  $7,041.80,  respectively. 

The  petitioner  claims  for  the  years  1918  and  1919:  (1)  additional 
depreciation  on  furniture  and  fixtures  in  the  respective  amounts  of 
$3,442.17  and  $3,731.59,  being  the  difference  between  the  depreciation 
computed  at  the  rates  of  8  per  cent  and  10  per  cent,  and  (2)  a  deduc¬ 
tion  for  obsolescence  of  intangible  assets,  due  to  prohibition  legisla¬ 
tion,  in  the  respective  amounts  of  $173,204.80  and  $14,846.13.  The 
petitioner  claims  a  further  deduction  for  the  year  1919  of  $21,006  for 
“  Room  Supplies,”  claimed  to  represent  a  part  of  the  cost  of  wines 
and  liquors  incident  to  the  conduct  of  its  business  in  that  year. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  corporation  organized  and  existing  under  the 
laws  of  Louisiana  and  known  as  The  Hotel  Grunewald  Co.,  Ltd. 
During  the  years  1918  and  1919  and  for  several  prior  years,  the 
company  conducted  a  hotel  at  New  Orleans.  In  connection  with  the 
general  hotel  business,  the  company  also  conducted  a  wholesale  and 
retail  liquor  business,  a  catering  business,  a  grocery  business,  and  a 
laundry.  The  accounts  in  connection  with  each  department  with 
respect  to  operating  cost,  profits,  etc.,  were  kept  separately.  A  firm 
of  accountants  with  offices  in  the  city  was  employed  for  that  purpose. 

The  liquor  department  was  one  of  the  principal  departments  of 
the  business.  In  addition  to  the  well-known  brands  which  it  han¬ 
dled,  the  company  bought  high-grade  imported  liquors  and  wines  in 
bulk  and  dispensed  them  to  the  general  trade  under  its  own  trade¬ 
mark  and  labels.  The  products  of  the  company  were  widely  adver¬ 
tised  and  were  popular  with  the  catering  trade  in  New  Orleans  and 
vicinity.  A  bar  was  maintained  in  the  hotel  for  retail  trade.  The 
wine  and  liquor  business  was  begun  soon  after  the  hotel  began 
operation  in  the  year  1893  and  increased  steadily  until  the  advent  of 
prohibition. 
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During  the  year  1919  the  petitioner  purchased  wines  and  liquors 
to  the  amount  of  $21,006  from  Theodore  Grunewald  for  use  in  its 
regular  business.  These  purchases  were  made  in  three  installments 
and  were  entered  on  the  petitioner’s  books  under  the  caption  of 
“  Room  Supplies.”  The  purchases  were  necessary  to  the  regular 
conduct  of  the  petitioner’s  liquor  business.  The  profits  from  the  sales 
thereof  were  reported  as  income  in'  the  year  1919. 

The  petitioner’s  wine  and  liquor  business  was  totally  destroyed  by 
operation  of  the  Eighteenth  Amendment  to  the  Constitution. 

OPINION. 

Smith  :  It  is  conceded  by  the  Commissioner  that  the  petitioner  is 
entitled  to  depreciation  on  furniture  and  fixtures  for  the  years  1918 
and  1919  at  the  rate  of  10  per  cent. 

The  petitioner  returned  as  income  for  1919  profits  on  the  sales  of 
liquors.  In  determining  the  deficiency  the  Commissioner  added  to 
the  profits  returned  $21,006,  representing  the  cost  of  liquors  pur¬ 
chased  from  one  of  its  stockholders.  This  was  clearly  incorrect. 
By  this  action  the  Commissioner  overstated  the  net  income  in  the 
amount  of  $21,006. 

The  petitioner  was  the  owner  in  1918  and  1919  of  certain  trade¬ 
marks,  trade-names,  and  probably  a  good  will  of  some  value  con¬ 
nected  with  its  liquor  business,  and  the  usefulness  of  such  trade¬ 
marks,  trade-names,  and  good  will  was  completely  destroyed  by  the 
operation  of  the  prohibition  amendment  to  the  Constitution.  The 
evidence  before  us  is  insufficient,  however,  to  enable  us  to  determine 
the  value,  if  any,  of  such  assets,  or  what  loss,  if  any,  the  petitioner 
suffered  in  respect  of  such  assets  in  either  of  the  years  1918  or  1919 
as  a  result  of  the  prohibition  amendment.  It  becomes  unnecessary, 
therefore,  for  us  to  determine  whether  an  allowance  may  be  made 
under  the  statute,  if  a  value  had  been  established. 

Judgment  will  be  entered  on  15  days'’  notice , 
under  Rule  50. 


Hudson  M.  Knapp,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  Nos.  6143,  10794.  Promulgated  December  10,  1926. 

Where  the  wife  of  a  member  of  a  partnership  in  Louisiana  dies 
intestate  leaving  minor  children  surviving  her  the  issue  of  her 
marriage  with  the  member  of  the  partnership,  and  such  partner 
informs  his  partner  that  it  is  his  wish  and  desire  that  his  share  in 
the  profits  of  the  partnership  should  thereafter  go  one-half  to 
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himself  and  one-half  to  his  two  minor  children,  held,  that,  in  the 
circumstances  in  this  case,  the  partner  is  liable  to  income  tax  upon 
his  entire  share  of  the  profits  of  the  partnership. 

Victor  Canfield ,  C.  P.  A.,  for  the  petitioner. 

Henry  Ravenel ,  Esq.,  for  the  respondent. 

These  are  proceedings  for  the  redetermination  of  deficiencies  in 
income  tax  for  the  years  1921  and  1922  in  the  aggregate  amount  of 
$325.70,  and  for  the  year  1923  in  the  amount  of  $688.22.  The 
proceedings  were  consolidated  for  the  purpose  of  hearing  and 
decision.  Only  one  issue  is  involved,  namely,  whether  the  petitioner 
is  liable  to  income  tax  in  respect  of  a  portion  of  the  profits  of  the 
share  of  the  partnership  which  he  desired  to  go  to  his  minor  children. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  resident  of  Lake  Charles,  La.,  and  a  member 
of  the  partnership  of  Knapp  &  East.  The  partnership  was  organ¬ 
ized  January  1,  1912,  and  is  engaged  in  the  general  contracting 
business  in  Lake  Charles.  The  petitioner  had  a  50  per  cent  interest 
in  the  partnership,  which  was  community  property  under  the  pro¬ 
visions  of  the  statutes  of  Louisiana.  Petitioner’s  wife  died  intestate 
June  29,  1921,  leaving  as  survivors  her  husband,  the  petitioner,  and 
two  infant  children,  of  the  age  of  one  month  and  five  years,  respec¬ 
tively,  both  issue  of  her  marriage  to  the  petitioner. 

Subsequent  to  his  wife’s  death,  the  petitioner  was  appointed  tutor 
for  the  children.  An  appraisal  was  made  of  the  children’s  estate, 
which  appraisal  shows  as  part  of  their  estate,  “An  undivided  one- 
fourth  interest  in  the  ordinary  partnership  of  Knapp  &  East, 
general  contractors,  consisting  of  cash,  accounts,  equipment,  mate¬ 
rials,  etc.,  appraised  at  its  net  value  after  deducting  all  liabilities, 
$10,094.25.”  The  recapitulation  of  the  inventory  shows : 


Real  estate  belonging  jointly  to  said  minors _ $3,  750.  00 

Personal  property  belonging  jointly  to  said  minors _  14,  594.  25 

Personal  property  belonging  to  Hogan  Heitmond  Knapp 

[the  elder  minor] -  1,874.42 


Total  inventory _ 20,  218.  67 

After  his  wife’s  death,  the  petitioner  notified  his  partners,  the 


partnership  bookkeeper,  and  also  other  individuals,  that  it  was  his 
wish  and  his  desire  that  his  50  per  cent  share  of  the  profits  of  the 
partnership  should  thereafter  go  one-half  to  himself  and  one-half  to 
his  two  minor  children. 

During  the  entire  continuance  of  the  partnership,  each  partner  had 
withdrawn  only  such  amounts  as  were  necessary  for  living  expenses. 
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No  change  was  made  in  this  regard  after  the  death  of  the  wife  of  the 
petitioner. 

No  separate  account  for  the  minor  children  was  ever  set  up  on  the 
partnership  books.  No  entries  were  made  in  the  partnership  books 
evidencing  any  change  in  the  partnership  relationships.  No  income 
was  ever  drawn  from  the  partnership  on  account  of  the  minor  chil¬ 
dren.  The  petitioner  continued  to  pay  all  of  the  expenses  of  the 
minor  children  out  of  his  own  funds.  No  accounting  of  any  portion 
of  the  partnership  earnings  in  favor  of  the  children  has  ever  been 
made  by  the  petitioner  as  tutor. 

In  the  years  1921,  1922,  and  1923,  the  petitioner  reported  in  his 
income-tax  returns  only  one-fourth  of  the  earnings  of  the  partner¬ 
ship.  The  Commissioner  has  amended  the  petitioner’s  income-tax 
returns  by  including  in  gross  income  one-half  of  the  income  of  the 
partnership  for  each  year.  The  total  deficiencies  in  income-tax 
herein  result  from  such  amendment  of  the  petitioner’s  returns. 

OPINION. 

Smith:  Petitioner  was  appointed  natural  tutor  to  his  two  minor 
children  upon  the  death  of  their  mother  June  29,  1921.  As  such 
tutor  he  was  required  by  the  statutes  of  Louisiana  to  administer  the 
property  of  his  wards  for  their  benefit.  Included  among  such  prop¬ 
erty  was  an  undivided  one-fourth  interest  in  the  partnership  of 
Knapp  &  East  of  a  value  of  $10,094.25.  The  petitioner  chose  to 
leave  this  money  invested  in  the  partnership  and  indicated  to  his 
partner  and  others  that  it  was  his  wish  and  desire  that  his  share  of 
the  profits  of  the  partnership  should  thereafter  be  divided  equally 
between  himself  and  his  two  minor  children.  In  his  income-tax 
returns  for  the  years  involved  in  this  proceeding  the  petitioner  ac¬ 
counted  for  one-half  of  his  50  per  cent  share  of  the  profits  of  the 
partnership  and  filed  returns  as  fiduciary  accounting  for  the  bal¬ 
ance  of  his  share  of  the  profits.  It  is  the  petitioner’s  contention  that 
he  is  not  liable  to  income  tax  with  respect  to  the  share  of  the  profits 
of  the  partnership  which  he  desired  should  go  to  his  children. 

The  petitioner  does  not  contend  that  his  minor  children  became 
members  of  the  partnership  of  Knapp  &  East.  It  is  his  contention, 
however,  that,  by  virtue  of  the  statutes  of  Louisiana  and  of  his 
alleged  renunciation  of  his  right  of  usufruct  in  the  property  of  his 
children,  he  is  not  liable  to  income  tax  in  respect  of  one-half  of  the 
profits  of  the  partnership  credited  to  him  upon  the  partnership’s 
books. 

The  right  of  usufruct  from  property  of  a  deceased  wife  accrues 
to  the  husband  immediately  upon  the  death  of  the  wife.  (Louisiana 
Laws,  Act  of  March  25,  1844.)  The  usufructuary  may  at  any  time 
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renounce  his  usufruct.  Succession  of  Dougart ,  30  La.  268.  Article 
555  of  the  Revised  Civil  Code  of  Louisiana  (Merrick,  3d  ed.)  pro¬ 
vides  : 

i 

Alienation  of  Usufructuary  Rights.  The  usufructuary  may  enjoy  by  him¬ 
self  or  lease  to  another,  or  even  sell  or  give  away  his  right;  but  all  the  con¬ 
tracts  or  agreements  which  he  makes  in  this  respect,  whatever  duration  he 
may  have  intended  to  give  them,  cease  of  right  at  the  expiration  of  the 
usufruct. 

Article  624  provides : 

Renunciation  by  Usufructuary ;  His  Creditors'  Opposition  to.  The  creditors 
of  the  usufructuary  can  cause  to  be  annulled  any  renunciation  which  he  may 
have  made  of  his  right  to  their  prejudice,  whether  it  be  accompanied  with 
fraud  or  not,  and  they  are  permitted  to  exercise  all  the  rights  of  their  debtor 
in  this  respect. 

In  all  cases  the  renunciation  of  the  usufructuary  can  not  be  inferred  from 
circumstances ;  it  must  be  express. 

In  the  case  of  Judice  v.  Provost ,  18  La.  Ann.  601,  it  was  held 
that  a  usufructuary  could  not  abandon  part  of  the  usufruct  without 
abandoning  all  of  it.  It  was  there  stated  that : 

If  the  usufructuary  desires  to  be  relieved  from  the  repairs  and  charges 
imposed  on  him  as  usufructuary,  he  must  renounce  the  usufruct  as  a  whole 
and  not  in  part  of  the  property  subject  to  right  of  usufruct. 

The  evidence  of  renunciation  of  the  petitioner’s  right  to  usufruct 
with  respect  to  the  property  belonging  to  his  minor  children  is  not 
conclusive.  Although  the  minor  children  inherited  other  property 
than  the  one-fourth  interest  in  the  partnership  assets,  there  is  no 
evidence  that  the  petitioner  renounced  or  intended  to  renounce  his 
right  of  usufruct  with  respect  to  the  other  property.  As  tutor  he 
had  the  administration  of  the  entire  propery.  So  far  as  the  evi¬ 
dence  shows  the  partnership  carried  on  business  after  the  death  of 
the  petitioner’s  wife  the  same  as  it  had  done  before.  The  books 
of  account  do  not  reflect  any  part  of  the  profits  of  the  partnership 
as  being  accumulated  or  belonging  to  the  minor  children. 

The  petitioner  apparently  did  not  comply  with  the  provisions  of 
law  of  the  State  of  Louisiana  with  respect  to  the  administration  of 
the  property  of  his  wards.  Section  347  R.  C.  C.  provides : 

The  tutor  shall  be  bound  to  invest  in  the  name  of  the  minor,  the  revenues 
which  exceed  the  expenses  of  his  ward,  whenever  they  amount  to  five  hundred 
dollars.  In  default  thereof,  he  shall  be  bound  to  pay  on  such  excess  the  rate 
of  interest  allowed  by  law. 

Section  348  R.  C.  C.  provides  in  part : 

The  investment  of  the  funds  of  the  minor  must  be  made  by  public  act  and 
secured  by  mortgage,  unless  such  investment  be  made  in  the  bonds  of  the 
United  States  of  America,  or  in  bonds  of  the  State  of  Louisiana,  or  in  bonds 
for  the  payment  of  wdiich  the  faith  of  the  State  of  Louisiana  stands  pledged ; 
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and  this  investment  in  bonds  shall  only  be  made  under  a  decree  of  the  court 
having  jurisdiction  over  the  tutorship,  nor  shall  such  investment  be  changed 
or  the  bonds  alienated,  except  by  a  decree  of  the  same  court. 

The  petitioner  made  no  accounting  to  the  court  as  tutor  of  his 
minor  children. 

In  his  brief,  counsel  for  the  petitioner  states : 

It  is  immaterial  whether  a  segregation  of  income  due  the  children  is  set  up 
on  the  books  showing  their  individual  or  collective  interests,  because  they  do 
not  receive  such  income  as  persons,  but  as  income  through  a  fiduciary,  who 
is  the  taxpayer,  and  as  a  matter  of  convenience  accounts  have  not  been  opened 
to  show  any  change  in  division  of  profits. 

In  our  opinion  the  evidence  does  not  warrant  a  conclusion  that 
the  petitioner  received  a  portion  of  his  partnership  profits  as  a 
fiduciary.  He  had  both  the  legal  and  the  equitable  title  to  those 
profits.  The  taxing  statute  provides: 

That  individuals  carrying  on  business  in  partnership  shall  be  liable  for 
income  tax  only  in  their  individual  capacity.  There  shall  be  included  in  com¬ 
puting  the  net  income  of  each  partner  his  distributive  share,  whether  dis¬ 
tributed  or  not,  of  the  net  income  of  the  partnership  for  the  taxable  year. 
*  *  *  (Section  218(a),  Revenue  Act  of  1921.) 

It  is  immaterial  what  the  petitioner  did  with  his  share  of  the 
partnership  profits  after  they  had  been  received  by  him.  Appeal 
of  Ormsby  McKnight  Mitchel ,  1  B.  T.  A.  143;  Ormsby  McKnight 
Mitchel  v.  Bowers ,  15  Fed.  (2d),  287. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner  on  15  days ’  notice ,  under  Rule  50. 

Green  not  participating. 


Donaghey  Real  Estate  &  Construction  Co.,  Petitioner,  v.  Com 
missioner  of  Internal  Revenue,  Respondent. 

Docket  No.  1050.  Promulgated  December  11,  1926. 

1.  A  claimed  loss,  due  to  a  judgment  rendered  against  petitioner 
and  another  in  a  suit  for  personal  injury,  disallowed  in  the  absence 
of  evidence  showing  petitioner  made  the  compromise  settlement. 

2.  The  probable  useful  life  of  a  five-story  building  of  fire  proof 
construction  determined  to  be  33%  years  as  of  March  1,  1913, 
and  depreciation  thereon  allowed  at  the  rate  of  3  per  cent. 

3.  A  salary  paid  a  stockholder  was  not  a  reasonable  compensa¬ 
tion  for  the  services  rendered  and  the.  deduction  claimed  therefor 
not  allowed. 

M.  A.  Matlock ,  Esq.,  for  the  petitioner. 

Thomas  P.  Dudley ,  Jr .,  Esq.,  for  the  respondent. 
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This  proceeding  results  from  the  determination  by  respondent  of 
deficiencies  in  income  tax  for  the  calendar  years  1920  and  1921,  in 
the  respective  amounts  of  $653.04  and  $961.02.  Petitioner  assigns 
three  errors  in  the  determination  of  the  deficiencies  in  question:  (1) 
That  a  loss  was  sustained  in  the  year  1920  in  the  amount  of  $500, 
which  respondent  has  not  allowed  as  a  deduction;  (2)  that  the  salary 
of  the  secretary  of  the  petitioner  for  the  year  1921  in  the  amount  of 
$3,599.22  has  been  disallowed  as  a  deduction;  and  (3)  that  a  reason¬ 
able  allowance  has  not  been  made  for  depreciation. 

FINDINGS  OF  FACT. 

Petitioner  is  a  corporation  organized  and  operating  under  the  laws 
of  Arkansas,  with  principal  office  at  Seventh  and  Main  Streets,  Little 
Pock.  It  lias  an  authorized  capital  stock  of  $100,000,  par  value  of 
$100  per  share.  The  stockholders  during  the  years  in  question,  and 
their  stockholdings,  were  as  follows: 


Name.  Number  of  shares. 

Bruce  Bullion _ 9 _  1 

Mrs.  George  W.  Donagliey _ 700 

George  W.  Donaghey _ 229 


George  W.  Donaghey  and  Mrs.  George  W.  Donaghey  are  hus¬ 
band  and  wife. 

Petitioner  owns  a  building  situated  at  Seventh  and  Main  Streets, 
Little  Rock,  Ark.,  which  is  five  stories  high,  of  fireproof  construction, 
having  a  concrete  foundation,  brick  walls,  and  a  rubber  fabric  roof. 
The  first  floor  of  the  building  is  wooden  and  the  four  upper  floors  of 
the  building  are  concrete.  There  is  a  small  basement  sufficient  to 
house  only  the  heating  plant.  The  building  was  erected  on  a  site 
where  a  brick  building  had  stood,  which  was  destroyed  by  fire.  The 
foundation  was  the  same  as  that  of  the  building  which  was  destroyed 
by  fire.  The  foundation  is  of  concrete  and  about  2 %  feet  below  the 
ground  level.  The  brick  salvaged  from  the  burned  building  was 
used  in  the  construction  of  the  new  building.  The  first  story  is 
used  for  store  purposes  and  the  upper  stories  have  been  partitioned 
for  offices.  The  building  is  not  adapted  for  a  modern  office  build¬ 
ing  and,  by  reason  of  the  erection  of  more  modern  buildings  in 
Little  Rock,  is  one-fourth  vacant.  It  was  stipulated  at  the  hearing 
that  the  value  of  the  building  on  March  1,  1913,  was  $194,386;  the 
value  of  the  elevators  and  enclosures  was  $11,527,  and  a  rate  of  5 
per  cent  on  the  elevators  and  enclosures  should  be  allowed  for  the 
years  in  question.  On  March  1,1913,  the  building  had  a  useful  life 
of  33%  years. 

In  the  year  1920  a  tenant  of  the  building  owned  by  petitioner  was 
killed  by  an  elevator  accident  occurring  in  the  building,  and  the  heirs 
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of  the  deceased  brought  suit  against  George  W.  Donaghey,  individual, 
and  the  Donaghey  Real  Estate  &  Construction  Co.  for  damages  by 
reason  of  the  death.  The  petitioner  carried  insurance  to  protect  itself 
against  such  damages.  The  policy  of  insurance  protected  petitioner 
to  an  amount  not  exceeding  $5,000  in  any  one  claim.  The  suit  brought 
was  compromised  in  the  year  1920  for  $5,000,  the  insurance  company 
paying  $4,500  and  George  W.  Donaghey,  $500. 

Mrs.  George  W.  Donaghey  was  secretary  of  petitioner  during  the 
year  1921  and,  during  the  year,  was  paid  a  salary  of  $3,599.22.  The 
business  of  the  petitioner  was  the  rental  and  management  of  the 
office  building  located  at  Seventh  and  Main  Streets,  Little  Rock, 
Ark.  During  the  year  1921  a  manager  for  the  building  was  employed 
at  an  annual  salary  of  $1,825,  his  duties  consisting  of  seeing  that 
the  building  was  maintained  upon  a  paying  basis  and'  that  it  was 
fully  rented,  collecting  rents,  seeing  that  janitor  and  elevator  em¬ 
ployees  performed  their  duties,  and  purchasing  supplies  for  the 
building.  The  president  of  the  petitioner,  George  W.  Donaghey,  also 
devoted  a  large  part  of  his  time  to  the  management  of  the  building, 
receiving  a  salary  in  the  year  1921  of  $5,000  for  his  services.  His 
duties  consisted  of  interviewing  prospective  tenants,  seeing  that  ten¬ 
ants  wrere  not  in  arrears  in  the  payment  of  their  rent,  and  overseeing 
all  improvements  and  repairs  necessary  to  the  efficient  operation 
of  the  building.  Mrs.  George  W.  Donaghey  made  no  leases  for 
space  in  the  building,  did  not  interview  prospective  tenants,  pur¬ 
chased  no  supplies  for  the  building,  took  no  part  in  directing  any 
of  the  improvements  or  repairs  to  the  building,  collected  no  rents, 
and  employed  no  help  necessary  to  the  efficient  operation  of  the  build¬ 
ing.  When  her  husband,  George  W.  Donaghey,  was  out  of  the  city, 
Mrs.  Donaghey  signed  the  necessary  checks  for  the  purchase  of  sup¬ 
plies  or  for  the  payment  of  employees’  wages.  She  conferred  with 
her  husband  as  to  the  management  and  operation  of  the  building, 
and,  in  the  absence  of  her  husband,  went  to  the  building  two  or  three 
times  each  month  to  sign  checks. 

OPINION. 

Milliken  :  Petitioner  sought  to  have  us  consider  the  year  1919, 
for  which  the  respondent  advised  it  of  an  overassessment.  We  have 
decided  that  we  have  no  jurisdiction  of  the  year  in  which  no  defi¬ 
ciency  is  determined.  A'p'peol  of  Cornelius  Cotton  Mills ,  4  B.  T.  A. 
255. 

Petitioner  claims  a  loss  of  $500  for  the  year  1920,  resulting  from 
the  settlement  of  a  damage  suit.  If  the  $500  had  been  paid  by  the 
petitioner,  there  would  be  no  question  under  the  circumstances  in 
this  case  that  it  should  be  allowed  to  deduct  the  losses  claimed.  The 
evidence  shows  that  the  payment  was  made  by  George  W.  Donaghey. 
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individual,  who  was  also  joined  as  co-defendant  in  the  personal 
injury  suit.  He  may  have  been  acting  for  the  petitioner,  but  we  have 
no  testimony  that  the  corporation  paid  the  same  in  satisfaction  of 
the  damage  suit  either  to  the  plaintiffs  in  the  suit  or  to  George  W. 
Donaghey.  Consequently,  having  proved  no  payment,  petitioner  is 

not  entitled  to  deduct  the  sum  claimed. 

Considering  the  entire  testimony  introduced  at  the  hearing  of  this 
proceeding  and  the  facts  set  forth  in  the  findings  of  fact,  we  are  of 
the  opinion  that  the  building  of  the  petitioner  had  a  useful  life  of 
331/3  years  on  March  1, 1913,  and  that  the  petitioner  should  be  allowed 
depreciation  on  this  building  at  the  rate  of  3  per  cent  per  annum. 

In  an  original  petition  filed,  error  was  alleged  in  that  the  respond¬ 
ent  had  disallowed  salary  paid  to  Mrs.  George  W.  Donaghey  for  the 
year  1920  in  the  amount  of  $3,300,  but  at  the  hearing  of  this  proceed¬ 
ing  counsel  for  the  petitioner  stated  the  issue  would  be  waived,  and 
accordingly  we  make  no  finding  relative  thereto.  Petitioner,  how¬ 
ever,  avers  that  it  is  entitled  to  a  deduction  of  $3,599.22,  representing 
salary  paid  to  Mrs.  George  W.  Donaghey  in  the  year  1921.  It  is 
admitted  by  respondent  that  $3,599.22  was  paid  to  her  in  the  year 
1921.  Section  234  (a)  of  the  Revenue  Act  of  1921,  provides  that  in 
computing  net  income  a  corporation  shall  be  allowed  as  a  deduction 
a  reasonable  allowance  for  salaries  paid  as  compensation  for  personal 
services  actually  rendered.  It  becomes  necessary  to  determine  if  the 
salary  of  $3,599.22  paid  to  the  secretary  of  the  petitioner  represents 
a  reasonable  allowance  for  personal  services  actually  rendered.  The 
business  of  the  petitioner  was  that  of  managing  and  renting  an  office 
building.  The  building  was  not  expensive  or  pretentious  and  was 
only  five  stories  in  height.  The  income-tax  return  filed  for  the 
calendar  year  1921  discloses  that  rents  were  received  in  the  sum  of 
$42,025.04,  and  deductions  from  gross  income  claimed  by  the  peti¬ 
tioner  for  the  year  amounted  to  $40,109.26,  leaving  a  net  income  from 
the  building  of  $1,915.78,  which  reported  net  income  was  entirely 
wiped  out  by  the  exemption  of  $2,000,  resulting  in  no  taxable  income 
on  the  return  as  originally  filed.  However,  upon  an  audit  of  the  1921 
return  by  the  respondent,  net  income  was  determined  to  be  $9,610.20, 
resulting  in  the  deficiency  in  question  of  $961.02.  I11  the  net  income 
as  redetermined  by  the  respondent,  is  represented  the  salary  dis¬ 
allowance  of  $3,599.22. 

Petitioner  employed  during  the  year  1921  a  manager  for  its  build¬ 
ing  and  paid  him  a  salary  for  the  year  of  $1,825.  His  duties  con¬ 
sisted  of  seeing  that  the  building  was  economically  and  efficiently 
managed — he  interviewed  prospective  tenants,  collected  rents,  pur¬ 
chased  supplies  and  employed  labor.  George  W.  Donaghey,  presi¬ 
dent  of  the  petitioner,  was  paid  a  salary  of  $5,000  during  the  year 
1921.  His  duties  consisted  of  assisting  the  manager  of  the  building, 
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collecting  some  accounts,  supervising  repairs  and  renovations  of  the 
building,  signing  the  checks  necessary  for  the  payment  of  wages, 
and  purchasing  supplies. 

Mrs.  George  W.  Donaghey  did  not  interview  prospective  tenants, 
make  leases,  purchase  supplies,  direct  the  making  of  repairs  or  im¬ 
provements,  or  collect  the  rents.  In  the  absence  of  her  husband 
she  went  to  the  office  of  the  petitioner  two  or  three  times  a  month 
to  sign  checks.  George  W.  Donaghey  testified  that  his  wife  fre¬ 
quently  consulted  with  him  as  to  the  management  of  the  building, 
but  also  stated  on  cross  examination  that  it  was  the  custom  of  his 
wife  to  counsel  with  him  concerning  all  his  business  affairs  and 
that  her  consultation  did  not  confine  itself  to  the  management  of 
the  building  of  the  petitioner.  Based  upon  the  services,  as  shown 
of  record,  which  Mrs.  George  W.  Donaghey  performed,  we  are  of 
the  opinion  that  the  salary  of  $3,599.22  was  not  a  reasonable  com¬ 
pensation  for  services  performed  in  the  year  1921  and  must  affirm 
the  action  of  the  respondent  on  this  issue. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 


J.  A.  Rowland,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  11476.  Promulgated  December  11,  1926. 

In  the  absence  of  competent  evidence,  the  March  1,  1913,  value 
of  timberlands,  as  determined  by  the  Commissioner,  affirmed. 

James  C.  Davis,  Esq.,  for  the  petitioner. 

Robert  A.  Littleton ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  deficiencies  in 
income  taxes  for  the  calendar  years  1922,  1923,  and  1921.  in  the 
respective  amounts  of  $730.15,  $2,729.99,  and  $1,999.11.  Several 
errors  were  assigned  in  the  original  petition,  but  on  the  date  of 
hearing  counsel  for  the  petitioner  stipulated  that  only  two  grounds 
of  error  were  to  be  assigned  and  waived  other  errors  alleged  in  the 
original  petition.  The  errors  alleged  are:  (1)  That  depletion  has 
not  been  allowed  the  petitioner  for  the  years  in  question;  (2)  that 
a  higher  March  1,  1913,  value  should  be  allowed  for  timberland  sold 
in  1924. 

FINDINGS  OF  FACT. 

Petitioner  is  a  resident  of  Eldorado,  Ark.,  and  owned  a  tract  of 
timberland  in  section  17,  in  Union  County,  Arkansas.  The  major 
portion  of  the  growth  of  timber  on  the  tract  is  hard  wood.  Owners 
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of  timberland  in  the  same  vicinity  as  that  of  the  petitioner  have  been 
allowed  a  value  of  $4  per  thousand.  A  cruise  of  the  timber  holdings 
of  the  petitioner  was  made  in  1912  by  Lemner  Brothers,  of  New 
Orleans,  La. 

OPINION. 

Milliken  :  In  petition  filed  it  is  alleged  that  petitioner  sold  certain 
timber  in  1924,  although  no  proof  was  introduced  that  such  timber 
was  sold  in  the  year  1924,  and  that  the  Commissioner  committed  error 
in  determining  the  March  1,  1913,  value  thereof  for  the  purpose  of 
computing  the  gain  derived  from  the  sale'.  We  are  able  to  find  as 
a  fact  that  the  petitioner  did  own  a  tract  of  timber,  located  in  sec¬ 
tion  17,  in  Union  County,  Arkansas,  and  that  the  major  portion  of 
the  growth  of  the  tract  was  hard  wood.  We  have  no  evidence  before 
us  warranting  a  finding  that  petitioner  owned  such  timber  on 
March  1,  1913,  or  whether  the  timber  in  question  was  acquired  sub¬ 
sequent  thereto.  One  witness  testified  that  he  owned  timber  in  the 
same  vicinity  as  did  the  petitioner,  and  was  asked  the  following 
questions  by  counsel  for  the  Commissioner : 

Q.  Are  you  familiar  with  the  timber  tract  of  Mr.  J.  A.  Rowland  located  in 
section  17  in  Union  County,  Arkansas? 

A.  I  have  never  been  over  it  by  forties  but  I  know  the  timber. 

Q.  You  have  knowledge  of  the  growth  of  timber  that  is  on  it? 

A.  I  have  knowledge  of  the  quality  of  the  timber  and  a  general  knowledge 
of  the  quantity,  but  I  never  made  a  forty  estimate  of  it. 

:jc  *  &  3:  * 

I 

Q.  What  values  did  they  [the  Commissioner]  allow  you  on  your  timber? 

A.  Four  dollars  ($4.00)  per  thousand. 

The  petitioner  alleges  that  the  Commissioner  committed  error  in 
determining  the  March  1,  1913,  value  of  his  timber,  and  it  is  not 
enough  to  introduce  a  witness  that  has  only  a  general  knowledge  of 
the  quantity  and  quality  of  the  timber  of  the  petitioner  and  who 
states  that  the  Commissioner  allowed  him  a  value  of  $4  per  thousand. 
We  are  uninformed  whether  such  last-named  value  was  allowed  to 
the  witness  for  the  purpose  of  computing  gain  or  loss  on  sale,  deple¬ 
tion.  or  whether  it  was  a  value  determined  .subsequent  to  March 
1.  1913,  and  furthermore,  the  value  allowed  one  taxpayer  may  be  no 
criterion  of  the  value  of  the  property  of  another  taxpayer,  where  the 
basis  of  value,  quantities  and  qualities  and  dates  in  question  may  be 
entirely  different  concerning  the  timber  to  be  valued. 

Counsel  for  the  petitioner  also  sought  to  introduce  a  written  report 
of  a  cruise  of  his  timber  made  by  Lemner  Brothers,  of  New  Orleans, 
La.  Counsel  for  the  Commissioner  objected  to  the  receipt  of  the 
report  in  evidence,  on  the  ground  that  the  persons  making  the  report 
had  not  identified  it  and  were  not  present  for  the  purpose  of  cross 
examination  to  determine  the  truth  or  falsity  of  the  statements  that 
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may  have  been  made  therein,  or  for  any  interrogation  as  to  the  basis 
upon  which  the  report  was  made.  The  objection  of  counsel  for  the 
Commissioner  was  sustained.  By  reason  of  the  lack  of  competent 
evidence  we  must  affirm  the  action  of  the  Commissioner  as  concerns 
the  March  1,  1913  value  of  the  timber  of  the  petitioner. 

At  the  hearing  of  this  case  counsel  for  the  respective  parties 
stipulated  that  the  petitioner  was  entitled  to  an  allowance  for  deple¬ 
tion  of  $1,037.37  for  the  calendar  year  1922,  $5,733.69  for  the  calen¬ 
dar  year  1923,  and  $5,202.00  for  the  calendar  year  1924,  and  such 
allowance  should  be  taken  into  consideration  in  redetermining  the 
deficiencies  for  the  years  in  controversy. 

Judgment  will  be  entered  on  15  days ’  notice , 
under  Rule  50. 


Charles  E.  Fenner  and  Virginia  S.  Fenner,  Petitioners,  v. 
Commissioner  of  Internal  Revenue,  Respondent. 

Docket  No.  2216.  Promulgated  December  14,  1926. 

The  amount  of  debts  ascertained  to  be  worthless  and  charged 
off  within  the  year,  and  deductible  from  gross  income,  deter¬ 
mined. 

E.  Barrett  Pretty  man ,  Esq .,  and  Isom  J.  Guillory ,  Esq.,  for  the 
petitioners. 

Hem'y  Ravenel ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  deficiencies  in 
income  tax  as  follows : 


Year. 

Charles  E. 
Fenner. 

Virginia  S. 
Fenner. 

1919.. . . . . 

None. 
$4, 593. 10 
11.41 

$201.  98 
4,  593. 10 
11.41 

1920. . . . . . . 

1921 . . . . . . 

Total  deficiency _ _ _ 

4,  604.  51 

4,  S06. 49 
4,  604.  51 

9,411.00 

Only  a  part  of  the  deficiency  for  the  year  1920  is  in  controversy 
and  arises  from  the  disallowance  by  the  Commissioner  of  $62,370.28 
of  a  total  deduction  for  bad  debts  in  the  amount  of  $66,527.99, 
claimed  on  the  income-tax  return  of  Fenner  &  Beane,  a  partnership. 

findings  of  fact. 

The  petitioners  are  husband  and  wife.  During  the  calendar  year 
1920  Charles  E.  Fenner  was  a  member  of  the  partnership  of  Fenner 
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&  Beane  and  had  a  one-half  interest  therein.  This  firm  was  engaged 
in  the  cotton  brokerage  business,  with  its  home  office  in  New  Or¬ 
leans,  La.  It  had  branch  offices  at  New  York  City,  at  Dallas  and 
Corsicana,  Tex.,  and  at  several  other  small  points.  It  also  had  15 
or  20  correspondents  scattered  throughout  the  south.  The  firm  was 
a  member  of  the  New  Orleans  Cotton  Exchange,  the  New  1  ork  Cot¬ 
ton  Exchange,  the  Chicago  Board  of  Trade,  the  Liverpool  Cotton 
Association,  the  New  York  Produce  Exchange,  and  the  New  York 
Stock  Exchange. 

During  the  year  1920  it  had  approximately  1,200  active  accounts, 
or  customers,  for  whom  it  bought  and  sold  cotton  future  contracts. 

The  firm  had  two  classes  of  accounts :  one  in  which  the  customers 
put  up  in  advance  cash  or  collateral  as  security  for  margins  on  the 
purchase  or  sale  of  future  contracts,  which  were  called  “  original 
margin  accounts,”  and  the  other  in  which  the  firm  executed  the 
orders  for  contracts  without  security  from  the  customers,  which  were 
called  “  credit  accounts.”  The  latter  accounts  were  carried  entirely 
on  the  credit  of  the  customer,  while  on  the  “  original  margin  ac¬ 
counts  ”  the  firm  was  secured  only  to  the  extent  of  the  deposit  made. 

If  the  market  dropped  so  that  the  margin  or  credit  allowance  of 
a  customer  was  exceeded  by  the  drop,  the  customer  was  notified  to 
protect  his  order  by  the  deposit  of  additional  margin.  If  he  failed 
to  do  this,  the  account  was  closed  out  by  selling  or  buying  for  his 
account  a  corresponding  amount  of  cotton  for  the  same  maturing 
date.  The  amount  of  the  loss,  if  any,  upon  the  transaction  in  excess 
of  the  margin  deposit  then  stood  as  a  debt  owing  by  the  customer 
to  Fenner  &  Beane.  The  debts  hereinafter  referred  to  arose  in  this 
manner. 

During  1920  there  was  a  big  drop  in  the  price  of  cotton!  Middling 
cotton  sold  for  about  35  or  36  cents  a  pound  in  January  and  at  31% 
cents  in  July,  and  dropped  to  12%  cents  in  December.  The  result 
was  that  cotton  merchants  throughout  the  south  who  had  cotton  on 
hand  found  themselves  in  a  failing  condition,  and  banks  were  more 
or  less  involved,  many  of  them  having  loaned  money  on  cotton  at  30 
cents  a  pound.  Many  concerns  and  individuals  went  into  bank¬ 
ruptcy.  The  whole  south  was  seriously  affected. 

Fenner  was  the  partner  of  the  firm  who  opened  accounts  and  ex¬ 
tended  credit  to  customers  and  attended  to  the  collection  of  accounts. 
When  the  price  of  cotton  dropped  very  precipitously  in  the  fall  of 
1920,  the  partnership  called  for  additional  margins  from  customers 
whose  accounts  were  not  amply  protected,  and  if  the  customers  did 
not  respond  promptly  their  accounts  were  closed  out.  Statements 
were  then  sent  to  customers  and  demands  were  made  for  the  amounts 
owed.  In  some  instances  drafts  were  drawm  upon  customers  and 
the  drafts  were  not  paid.  In  other  instances  correspondents  of  the 
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firm  made  personal  calls  upon  debtors  and  endeavored  to  collect 
accounts  due.  Many  of  the  customers  lived  in  States  with  anti¬ 
future  laws,  that  is,  laws  which  refused  legal  process  for  the  col¬ 
lection  of  debts  arising  from  dealings  in  cotton  futures.  The  files 
of  the  partnership  show  the  correspondence  had  with  debtor  cus¬ 
tomers.  Near  or  at  the  close  of  1920,  Fenner  went  through  these 
files  and  from  information  contained  therein  reached  a  conclusion 
that  the  accounts  of  thirty-eight  customers,  listed  below,  were  worth¬ 
less  and  ordered  them  charged  off. 


Customer. 

Charged 
off  Dec.  31, 
1920. 

Amounts 
subse¬ 
quently 
collected, 
to  Dec.  31, 
1924. 

W.  J.  Adams. _ _ _  _ _ _ _ 

$4, 049. 00 
285.  54 
GOO.  00 

1,  086.  46 

9.  76 
500.  00 
254.  52 
267.  48 
5.04 

343.  97 
34.  22 

4,  058.  45 
386. 10 
1.88 
625.  69 
647.  56 
848.  34 
90.40 
1.82 
131.  78 
250.  00 
12,  000.  00 

2,  764.  37 

4,  663.  78 
1,867.  09 

150.  70 
13, 232. 14 
608.  00 
50.  00 
296.  36 
288.  70 
217.  25 
500.00 

3,  382.  71 

344.  20 

5,  593.  22 
725.  00 

5,  366.  46 

R.’B.  Aiken.  .  _ _ _  _ _ _ 

$285.  54 

T.  A.  Ainsley . . . . . . 

E.  A.  Adams . . ... _ * _ 

W.  E.  Broach.  _ _  ..  . . . . . . 

B.  B.  Butcher... _  ..  .  . . . . 

J.  Cavett. _ _  .  ..  . . . . . . 

R.  L.  Cane .  . . . . . . . . 

. . . 

H.  R.  Chaddick.  _  .  .  . . 

P.  E.  Dukes . . .  .  . . . 

C.  S.  Dunn.  _ _ _  _ _ _  _ _ _ _ _ 

W.  P.  Edwards _ _ _ _ _ _ 

N.  B.  Feagin . . . . . . . 

B.  Galloway _ _ _ _ _ _ _ _ 

J.  P.  Green...  _ _  .  _  _  _  ..  _ _ 

Garrett  &  Calhoun _  . . . . . . . 

J.  F.  Hodge..  ...  _ _ _  .  .  . . . . 

'848.  34 

J.  M.  Howell _ _ _ _ 

W.  P.  Hupp _ _ _ 

Harlem  Mfg.  Co .  ... _ ...  _ _ _ 

Heyman,  Jules _  ...  ... . . . . . 

D.  B.  Jennings . . .  .  .  _  ..  _ _ 

6,  000.  00 

N.  L.  Kelly,  Sr _ _ _ _ _ 

J.  S.  Leibman _  _  ..  _  _ _  _ 

394.  32 

Lockhart  &  Co.  .  .  _ _ _ 

W.  F.  Leake . . .  . . 

L.  G.  Moore  &  Co.. _ _ 

W.  H.  O’Dowd,  Jr _  ..  _ 

Alf.  Page.  .  . . . . .  ..  .  _ 

H.  H.  Price .  . . . . .  . .  . . . . 

W.  C.  Pitner _ _ _ _ _  _  _  .  _ _ 

H.  J.  Pitts  .  . . . . . . 

W.  T.  Slater  .  .  _ 

W.  C.  Taylor  .  _ _ 

W.  B.  Watson . . .  ..  .  _ 

E.  T.  Wicker _  _  _  ...  ...  ...  .  _ 

150.00 

W.  A.  Wilkins _ 

F.  E.  Spier . . . .  . 

3,  774.  45 

66,  527.  99 

11,452.  65 

Paid. 


Feb.  17,1921 


Apr.  30,1922 


1921 


B.  B.  Butcher,  one  of  the  debtors,  resides  at  Clarksville,  Tex., 
which  was  an  anti-future  State.  Repeated  efforts  were  made  to 
collect  the  account  by  mail  and  calling  on  him  in  1920,  without 
effect.  Attachment  proceedings  in  rem  were  had  against  J.  N. 
Wisner,  garnishee,  New  Orleans,  in  1921.  These  proceedings  showed 
no  funds.  P.  E.  Dukes,  another  debtor,  living  in  Branchville,  S.  C., 
sent  a  check  in  1920  which  proved  to  be  worthless.  The  partner¬ 
ship  solicited  business  from  Dukes  after  December  31,  1920.  and 
advised  him  that  his  new  margins  were  not  to  be  credited  against  his 
old  account.  The  partnership  hoped  in  this  way  to  earn  commis- 
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sions  which  would  offset  a  part  of  the  debt  owed.  N.  B.  Feagin,  of 
Ennis,  Tex.,  gave  a  note  in  1920  which  was  due  in  November,  1920, 
but  wrbich  was  not  paid.  In  1921  he  sent  a  note  dated  February 

I,  1921,  which  also  was  not  paid.  J.  P.  Green,  of  Cooper,  Tex.,  sur¬ 
rendered  all  his  property  to  a  bank  in  October,  1920.  Drafts  on  him 
were  returned  unpaid.  Garrett  &  Calhoun,  of  Augusta,  Ga.,  were 
cotton  merchants.  They  wrote  in  December,  1920,  that  they  could 
not  pay.  They  went  into  bankruptcy  in  the  early  part  of  1921.  In 
April,  1921,  Fenner  &  Beane  wrote  them  that  they  hoped  they  would 
work  out  some  plan  to  get  on  their  feet.  D.  B.  Jennings,  of  Memphis, 
Tenn.,  did  not  live  in  an  anti-future  State.  He  was  indebted  to  the 
partnership  in  the  amount  of  $12,000.  An  effort  was  made  by  the 
partnership  to  collect  this  amount  amicably,  but  without  success. 
The  account  was  placed  in  the  hands  of  attorneys  in  February,  1921, 
who  secured  a  confession  of  judgment  from  the  debtor,  which  the 
attorneys  agreed  not  to  file  within  a  certain  period  of  time.  The 
confession  of  judgment  was  in  fact  filed  in  1923.  The  indebtedness 
of  this  customer  was  secured  by  a  note  which  bore  the  endorsement 
of  Wells  and  Gustafson,  correspondents  of  Fenner  &  Beane,  which 
correspondents  lost  practically  everything  they  had  in  1920.  Subse¬ 
quently,  in  1922  or  1923,  Wells  made  some  money  and  has  paid 
$6,000  upon  the  note  guaranteed  by  him.  N.  L.  Kelly,  Sr.,  of  Clinton, 
Tex.,  owed  the  partnership  $2,764.37.  Fenner  &  Beane  accepted  a 
note  of  this  debtor  dated  October  23,  1920,  which  note  became  due 
in  1920,  but  which  was  not  paid  at  maturity.  The  note  was  not 
secured.  On  January  3,  1921,  the  firm  addressed  a  letter  to  an  attor¬ 
ney  in  an  attempt  to  determine  whether  the  account  was  collectible. 

J.  S.  Leibman  was  a  dentist  living  at  Atlanta,  Ga.  He  had  no 
financial  means,  although  his  family  had  large  means.  The  files  of 
the  partnership  show  that  a  letter  was  written  with  regard  to  this 
account  on  January  6,  1921,  and  subsequently  a  request  was  made 
for  an  investigation  of  the  debtor.  In  1921  a  letter  was  received 
from  one  Cronheim,  in  which  Cronheim  stated  that  the  debtor  had 
had  an  interview  with  him  and  that  he  (Cronheim)  was  of  the 
opinion  that  the  partnership  had  no  case.  Lockhart  &  Co.,  of  Pleas¬ 
ant.  Tex.,  was  a  firm  closely  related  to  the  firm  of  F.  G.  Moore  & 
Co.,  of  Greenville,  S.  C.  This  firm  went  into  bankruptcy  in  1921. 
L.  G.  Moore  &  Co.,  of  Greenville,  S.  C.,  went  into  bankruptcy  at 
the  same  time.  H.  H.  Price,  of  Athens,  Ga.,  was  sued  by  the  part¬ 
nership  in  1921  for  the  recovery  of  the  debt  owed  by  him.  He 
successfully  pleaded  the  anti-future  law  of  that  State.  W.  T.  Slater, 
of  Ennis,  Tex.,  went  into  bankruptcy  in  May,  1921.  E.  T.  Wicker, 
of  Greenville,  Tex.,  lost  his  property  in  1920.  His  account  was 
placed  in  the  hands  of  an  attorney,  who  early  in  1921  advised  that 
litigation  would  be  useless.  Late  in  1920,  or  early  in  1921,  Wicker 
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made  arrangements  to  pay  $25  each  month  on  the  account.  A  total 
of  $150  was  collected  through  these  monthly  payments.  F.  E.  Spier, 
of  Dallas,  Tex.,  became  involved  in  1920.  Earlv  in  1921  attachment 
proceedings  in  rem  against  John  F.  Clark  &  Co.,  garnishees,  were 
brought,  but  nothing  was  collected.  Spier’s  account  had  been  secured 
by  a  correspondent  of  the  partnership  who  became  a  guarantor  of 
the  account.  The  correspondent  was  in  the  employ  of  the  petitioner 
at  the  close  of  1920  and  has  remained  in  its  employ  to  the  present 
time.  In  1922  the  partnership  compromised  the  account  with  the 
correspondent  on  the  basis  of  50  cents  on  the  dollar. 

The  files  of  the  partnership  with  respect  to  amounts  owed  by  many 
of  the  smaller  debtors  were  lost  and  Fenner  could  give  no  details 
regarding  them.  He  knew,  however,  the  financial  condition  of 
some  of  the  debtors  and  knew  that  some  debtors  had  lost  their  prop¬ 
erty  in  1920.  Attempts  had  been  made  to  collect  all  the  accounts 
in  1920,  which  attempts  had  failed,  and  from  the  evidence  in  the 
possession  of  Fenner  at  December  31,  1920,  he  ascertained  the  ac¬ 
counts  to  be  worthless. 

Early  in  1921,  Fenner  &  Beane,  being  in  need  of  additional  capital, 
interested  one  Norman,  who  agreed  to  become  a  partner  and  to 
invest  a  certain  amount  of  money  in  the  business.  On  January  31, 
1921,  thirty-five  of  the  above  accounts  which  had  been  charged  off 
to  profit  and  loss  were  restored  to  the  books  of  account,  and  “  profit 
and  loss  ”  was  credited  in  the  amount  of  $62,370.28.  Three  of  the 
accounts  charged  off  at  the  close  of  the  year,  namely,  Alf  Page, 
$50;  W.  C.  Taylor,  $3,382.71;  and  W.  A.  Wilkins,  $725,  were 
not  restored  to  the  books  of  account.  The  thirty-five  accounts  were 
restored  to  the  books  for  the  purpose  of  keeping  them  active  before 
the  partnership  and  also  to  enable  Norman  to  judge  of  their  pos¬ 
sible  value.  On  December  31,  1921,  an  entry  was  made  on  the 
books  as  of  April  30,  1921,  by  which  $6,732.32  of  the  uncollected 
accounts  was  charged  to  “Fenner  &  Beane  in  liquidation”  and  the 
balance,  $54,353.08,  to  “  Reserve  for  notes  and  accounts  receivable.” 

For  years  prior  and  subsequent  to  1920,  Fenner  &  Beane  have 
charged  to  “  profit  and  loss  ”  certain  debts  determined  to  be  worth¬ 
less  ;  no  question  has  ever  been  raised  with  respect  to  the  correctness 
of  the  charge-off,  and  no  amount  claimed  as  a  deduction  for  bad 
debts  in  income-tax  returns  has  ever  been  disallowed  by  the  Com¬ 
missioner  for  any  year  except  1920.  The  debts  charged  off  the  books 
of  account  in  1920  in  a  total  amount  of  $66,527.99,  and  disallowed  by 
the  Commissioner  in  the  amount  of  $62,370.28,  have  not  been  claimed 
as  deductions  from  gross  income  in  subsequent  partnership  returns, 
and  all  amounts  collected  from  those  accounts  in  subsequent  years 
have  been  returned  as  income  in  the  year  in  which  such  collections 
were  made. 
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Of  the  accounts  charged  off  at  December  31,  1920,  only  $11,452.65 
had  been  collected  up  to  December  31,  1924.  Upon  the  account  of 
J.  S'.  Leibman,  it  was  discovered  subsequent  to  1920  that  Leibman 
had  another  account  with  the  partnership  not  connected  with  deal¬ 
ings  in  cotton,  in  which  there  was  a  balance  due  Leibman  of  $394.32. 
This  was  applied  against  his  account.  The  F.  E.  Spier  account  was 
guaranteed  by  one  Morrow,  a  correspondent  of  the  partnership.  He 
was  also  indebted  to  the  partnership  as  endorser  in  the  amount  of 
$10,000  or  $12,000.  The  partnership  comprised  Morrow’s  indebted¬ 
ness  in  1922  or  1923  for  $6,000,  and  $3,774.45  of  that  amount  was 
credited  to  Spier’s  account. 

The  following  accounts  charged  to  profit  and  loss  at  December  31, 
1920,  were  not  ascertained  to  be  worthless  within  the  taxable  year: 

D.  B.  Jennings _ $12,  000.  00 

E.  T.  Wicker _  5,593.22 

F.  E.  Spier _  5,366.46 

The  balance  of  the  accounts  charged  off  at  December  31,  1920,  were 
ascertained  to  be  worthless  in  the  calendar  year  1920. 

OPINION. 

Smith  :  The  question  presented  by  this  proceeding  is  whether  the 
partnership  of  Fenner  &  Beane  is  entitled  to  deduct  from  gross  in¬ 
come,  in  its  partnership  income-tax  return  for  1920,  $62,370.28  for 
bad  debts  which  were  disallowed  as  a  deduction  by  the  Commissioner 
in  the  audit  of  the  return.  The  provision  of  the  Revenue  Act  of  1918 
which  is  involved  is  section  214(a),  reading: 

That  in  computing  net  income  there  shall  be  allowed  as  deductions : 

*  Hs  *  *  *  #  * 

(7)  Debts  ascertained  to  be  worthless  and  charged  off  within  the  taxable 
year. 

The  evidence  indicates  that  the  partnership  of  Fenner  &  Beane 
attempted  during  the  year  1920  to  collect  all  delinquent  accounts. 
Debtors  were  sent  statements  and  bills  for  amounts  owing  by  them, 
and  in  some  cases  drafts  were  drawn  upon  the  debtors,  which  drafts 
were  returned  unpaid.  In  other  cases  the  partnership  determined 
through  its  correspondents  the  financial  status  of  the  debtor  and  the 
probability  of  payment.  All  but  one  of  the  debtors  lived  in  States 
which  had  anti-future  laws,  which  prevented  the  collection  by  legal 
proceedings  of  debts  of  the  character  of  those  owed  to  the  partner¬ 
ship.  The  evidence  shows  that,  after  a  careful  .consideration  of  these 
facts,  the  nature  of  the  claims,  and  the  attendant  and  surrounding 
circumstances,  the  partnership  determined  the  accounts  to  be  worth¬ 
less  and  charged  them  off  their  books  of  account.  We  are  satisfied 
that  there  was  an  actual  ascertainment  of  worthlessness  of  all  the 
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debts  charged  off  with  the  exception  of  those  owed  by  D.  B.  Jen¬ 
nings,  E.  R.  Wicker,  and  F.  E.  Spier,  in  the  aggregate  amount  of 
$22,959.68.  The  balance  of  the  debts  disallowed  as  deductions  from 
gross  income  by  the  Commissioner,  amounting  to  $39,410.60.  were 
ascertained  to  be  worthless  at  December  31,  1920. 

There  remains  to  be  considered  whether  the  accounts  were 
“  charged  off  *’  within  the  meaning  of  the  statute,  in  view  of  the  fact 
that  they  were  charged  back  on  the  books  in  1921.  We  are  of  the 
opinion  that  this  reversal  of  the  entries  in  the  circumstances  indi¬ 
cated  does  not  affect  the  validity  of  the  charge-off.  They  were 

c  « j 

charged  back  on  the  books  merely  for  the  purpose  of  keeping  a  record 
of  them.  See  Appeal  of  Hwning  Mercantile  Co .,  1  B.  T.  A.  130. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 

Van  Foss  an  dissents. 


Appeal  of  Liberty  Agency  Co. 

Docket  No.  6257.  Promulgated  December  14,  1926. 

1.  Taxpayer  was  not  entitled  to  classification  as  a  personal  serv¬ 
ice  corporation  for  the  year  1919. 

2.  Taxpayer  kept  its  books  upon  the  .accrual  basis.  In  1918  The 
Insurance  Corporation,  having  6.000  of  its  shares  of  stock  of  the 
par  value  of  $25  a  share  for  sale  at  $37.50  a  share,  and  the  taxpayer 
entered  into  a  contract  under  the  terms  of  which  the  taxpayer  paid 
to  The  Insurance  Corporation  $45,000  in  cash  for  the  said  6,000 
shares  and  agreed  Uo  pay  to  The  Insurance  Corporation  the  bal¬ 
ance — $30  a  share  in  cash  or  notes  on  or  before  September  10. 
1920,  which  time  limit  was  later  extended  to  January  1,  1922.  The 
6,000  shares  were  forthwith  issued  by  The  Insurance  Corporation 
to  the  taxpayer  and  the  latter  immediately  endorsed  these  shares 
in  blank  and  returned  them  to  The  Insurance  Corporation  to  be 
held  by  it  as  a  guarantee  for  the  unpaid  balance  of  $30  a  share. 
It  was  comtempiated  that  the  taxpayer  would  sell  the  6.000  shares 
to  the  public  at  $50  a  share  for  cash,  or  25  per  cent  in  cash  and 
interest-bearing  promissory  notes  for  the  balance,  and  with  such 
cash  or  notes  discharge  its  obligation  to  pay  The  Insurance  Cor¬ 
poration  the  additional  $30  a  share  and  retain  as  its  profit  on 
the  transaction  the  amount  of  $12.50  a  share,  and  that  upon  receipt 
by  The  Insurance  Corporation  of  the  balance  of  $30  a  share  in  cash  or 
in  notes  it  would  release  and  transfer  to  the  person  or  persons  desig¬ 
nated  by  the  taxpayer  the  number  of  shares  thus  paid  for.  It  was 
further  agreed  between  the  parties  that,  if  the  taxpayer  did  not 
assign  the  6,000  shares  or  cause  the  same  to  be  paid  for  as  above 
mentioned  within  the  time  prescribed,  The  Insurance  Company 
might,  at  its  option,  declare  that  portion  of  the  $45,000  cash  paid 
at  the  ratio  of  $7.50  a  share  for  all  of  the  6,000  shares,  which  the 
taxpayer  had  not  assigned  or  paid  for  as  provided,  forfeited  as 
liquidated  damages,  and  retain  the  unsold  shares  in  satisfaction  of 
taxpayer’s  obligation  to  pay  the  balance  of  $30  a  share.  Held, 
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that  taxpayer  was  not  entitled  to  deduct  from  gross  income  for 
the  calendar  year  1919  the  amount  of  $1T, 707.50,  being  $7.50  a 
1  share  on  1,561  shares  of  The  Insurance  Corporation’s  stock  which 
it  had  not  sold  to  the  public  at  the  close  of  the  year  1919,  upon  the 
ground  that  if  it  should  not  pay  for  these  shares  on  or  before 
January  1,  1922,  that  amount  might,  at  the  option  of  The  Insur¬ 
ance  Corporation,  become  forfeited. 

3.  One  J.  J.  Howard  was  promoter  and  sales  manager  of  the 
taxpayer.  In  connection  with  the  above-mentioned  contract  the 
taxpayer’s  directors  adopted  a  resolution  which  provided  that  upon 
completion  of  the  contract  with  The  Insurance  Corporation  it  would 
pay  to  Howard  $25,000.  This  resolution  was  rescinded  in  April, 

1920.  Held,  that  the  taxpayer  was  not  entitled  to  deduct  from 
gross  income  for  1919,  as  an  accrued  expense,  the  amount  of 
$16,243.83,  representing  $4.16%  a  share  on  3,899  shares  of  The 
Insurance  Corporation's  stock  sold  during  the  year. 

4.  Taxpayer  sold  the  stock  at  $50  a  share  and  required  pur¬ 
chasers  to  whom  sold  to  pay  25  per  cent  of  the  purchase  price  in 
cash  and  give  interest-bearing  promissory  notes  for  the  balance. 

Held,  that  taxpayer  was  not  entitled  to  reduce  gross  income  for 
1919  in  the  amount  of  $2,562.50,  representing  the  amount  of  unpaid 
notes  at  December  31  of  that  year. 

5.  The  taxpayer  realized  no  taxable  gain  upon  the  purchase  of  its 
own  preferred  stock  for  an  amount  less  than  the  amount  at  which  it 
had  theretofore  sold  it. 

« 

F.  W.  McReynolds ,  Esq.,  for  the  petitioner. 

J.  Arthur  Adams ,  Esq.,  for  the  Commissioner. 

•  ,  j 

This  appeal  is  from  the  determination  of  a  deficiency  in  income  and 
profits  tax  in  the  amount  of  $14,253.04  for  the  calendar  year  1919. 
Petitioner  filed  a  personal  service  corporation  return.  The  only  issue 
before  the  Commissioner  was  whether  it  was  entitled  to  classification 
as  a  personal  service  corporation.  He  denied  it  such  classification 
and  computed  the  deficiency  upon  the  net  income  of  $55,354.53,  deter¬ 
mined  upon  the  accrual  basis  as  shown  in  the  return.  He  determined 
the  profits  tax  under  the  provisions  of  section  328  of  the  Revenue  Act 
of  1918.  In  its  petition  filed  with  this  Board  the  petitioner  claims 
(1)  that  it  should  be  classified  as  a  personal  service  corporation,  (2) 
that  if  the  Board  should  hold  that  it  was  not  entitled  to  classification 
as  a  personal  service  corporation,  its  gross  income  should  be  adjusted 
as  follows: 

(a)  There  should  be  deducted  from  the  total  gross  profit  on  stock 
of  The  Insurance  Corporation  sold  during  the  year  $11,707.50,  repre¬ 
senting  $7.50  a  share  on  1,561  shares  of  The  Insurance  Corporation’s 
stock  which  it  had  not  sold  at  the  close  of  the  year  1919,  for  the 
reason  that,  if  it  did  not  pay  The  Insurance  Corporation  the  remain¬ 
ing  amount  of  $30  a  share  for  these  shares  on  or  before  January  1, 
1922,  The  Insurance  Corporation  might,  at  its  option,  declare  the 
$7.50  a  share  forfeited  as  liquidated  damages  and  The  Insurance 
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Corporation  would  also  retain  such  stock  as  the  petitioner  had  not 
paid  for. 

(b)  The  petitioner,  having  agreed  to  pay  its  sales  manager  a  bonus 
of  $25,000  upon  the  completion  of  the  contract  with  The  Insurance 
Corporation  and  the  sale  of  6,000  shares  of  the  stock  of  that  corpora¬ 
tion,  $16,245.83,  or  $4.16%  a  share,  should  be  charged  against  the 
gross  profit  of  $12.50  upon  each  share  of  stock  sold  during  the  year 
as  an  accrued  expense  to  take  care  of  its  contingent  liability  to  pay 
this  bonus. 

(c)  There  should  be  excluded  from  gross  income  the  amount  of 
$2,562.50,  representing  promissory  notes  given  by  purchasers  of  stock 
which  had  not  been  fully  paid  at  December  31,  1919. 

(d)  There  should  be  excluded  from  gross  income  the  amount  of 
$5,025,  entered  upon  petitioner’s  books  as  a  profit  as'  a  result  of  the 
retirement  of  201  shares  of  its  preferred  stock  of  the  par  value  of 
$20,100  by  delivering  in  exchange  therefor  402  shares  of  stock  of 
The  Insurance  Corporation  costing  it  only  $15,075. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  Iowa  corporation  organized  in  August,  1918, 
with  principal  office  at  Dubuque.  Jt  kept  its  books  on  the  accrual 
basis.  The  purposes  for  which  it  was  created  were  stated  in  its 
articles  of  incorporation  as  follows : 

The  business  of  the  Corporation  shall  be  the  management,  conduct  and 
control  of  a  general  agency  business.  It  may  take  over,  continue,  manage, 
control,  conclude,  dispose  of,  and  close  out  the  business  of  other  agencies,  cor¬ 
porations,  associations,  copartnerships  or  individuals.  It  shall  have  the  right 
to  buy  and  sell  such  stocks,  bonds,  securities  as  may  be  legally  sold  in  this 
state,  and  evidences  of  indebtedness,  for  itself  and  for  others.  It  may  own, 
hold,  sell,  or  encumber  real  and  personal  property,  and  do  all  things  incident 
or  necessary  to  the  proper  management  and  control  of  its  business,  and  exercise 
and  enjoy  all  the  rights,  privileges  and  franchises  of  corporations  organized 
under  the  laws  of  the  State  of  Iowa. 

Its  authorized  capital  stock  was  $50,000,  divided  into  250  shares  of 
common  and  200  shares  of  preferred  stock.  The  preferred  stock 
carried  a  dividend  of  7  per  cent.  Fifty  thousand  dollars  was  paid  in. 
On  March  18,  1919,  article  4  of  the  articles  of  incorporation  was 
changed  and  the  authorized  capital  stock  was  increased  to  $100,000 
par  value,  consisting  of  1,000  shares  of  the  par  value  of  $100  each, 
all  common.  On  April  15,  1919,  a  common  stock  dividend  of  $25,000 
was  declared  and  paid,  making  the  total  issued  and  outstanding  com¬ 
mon  stock  500  shares.  On  the  same  date  a  resolution  was  adopted 
ordering  the  retirement  of  the  outstanding  preferred  stock,  consisting 
of  201  shares,  and  this  stock  was  forthwith  purchased  by  the  cor¬ 
poration  in  the  manner  hereinafter  set  forth. 


(778) 


LIBERTY  AGENCY  CO. 


781 


The  names  of  the  stockholders  and  the  amount  of  stock  owned 
(the  preferred  stock  mentioned  having  been  purchased  by  the  cor¬ 
poration  in  April,  1919),  the  time  devoted  to  the  business  by  the 
stockholders,  and  the  salary  or  commission  paid  to  each  in  1919  are 
as  follows : 


Name. 

Common 

shares. 

Preferred 

shares. 

Official  position. 

Time 

devoted. 

Fees  'or 
salary  paid. 

Com¬ 

mission 

paid. 

A.  J.  Schmid _  .  . 

6 

10 

Sec.  and  Treas..  _  . 

Entire.  . 

$860.  00 

J.  J.  Howard  .  _ 

130 

5 

Mgr.  ... _ _ 

_ do _ 

2, 700.  00 

Irene  Beringer 

1 

0 

Asst.  Treas.  _ _ 

..do.  .. 

1,187.  50 

$125.  00 

F.  D.  Ferring. 

21 

10 

None.  _ _ 

...do.  .. 

1,901.60 

W.  Schroeder _ ... _ 

98 

16 

Pres .  _ 

Part 

10.00 

Peter  Even 

72 

20 

V.  Pres _ 

..do. 

10.00 

F.  A.  Henker. . 

12 

10 

Director.  _  _ 

..do. 

5.00 

C.  G.  Ruhland _ 

8 

10 

Secretary.  _ _  .. 

_ do. 

130.  00 

E.  F.  Lusch  _ 

12 

0 

Treas  _  .. 

..do. 

5.00 

J.  P.  Even. 

34 

10 

.do..  . 

None. 

600.00 

H.  P.  Lemper _ 

6 

10 

None. . 

None. 

A.  L.  Pfiffner. . 

6 

10 

..do _ 

None. 

J.  P.  Schroeder 

9 

10 

.do.  _. 

None. 

G.  W.  Schroeder 

17 

10 

_ do. 

None. 

H.  Henker _ 

6 

10 

...do.. 

None. 

J.  Meuser _ 

6 

10 

_ do _ 

None. 

M.  C.  Ferring  _ _ 

6 

10 

...do  . 

None. 

A.  L.  Schmitt _  . 

6 

10 

.do  ... 

None. 

H.  L.  Becker. . . 

12 

10 

..do _ 

None. 

Mrs.  C.  Gonner _ _ 

6 

10 

...do 

None. 

J.  R.  Portz _ 

5 

0 

-do 

None. 

J.  N.  Portz _ 

5 

0 

_ do _ 

None. 

C.  W.  Gilham . . 

6 

0 

-do  ... 

None. 

Maurice  Brown _ 

10 

10 

.do _ 

None. 

J.  M.  McFadden . . 

0 

10 

_ do _ 

None. 

500 

201 

6, 809.10 

725.00 

The  first  four  stockholders  above  mentioned,  who  owned  158  shares, 
devoted  all  of  their  time  to  the  conduct  of  the  business  and  received 
compensation  for  services  rendered  in  1919,  either  as  salary  or  com¬ 
mission.  The  next  six  stockholders  in  the  order  above  given,  who 
owned  a  total  of  236  shares,  or  approximately  47  per  cent  of  the  total 
capital  stock  outstanding,  served  the  petitioner  either  as  officers  and 
directors,  or  assisted  it  b}7  suggesting  the  names  of  prospective  pur¬ 
chasers  of  The  Insurance  Corporation  stock  and  occasionally  going 
with  salesmen  to  see  some  of  them.  They  were  paid  a  small  amount 
of  compensation  for  the  services  rendered  in  the  form  of  “  Directors’ 
Fees.”  They  were  not  regularly  engaged  in  the  active  conduct  of 
the  petitioner’s  business.  Each  of  these  stockholders’  vocation  was  in 
a  business  unrelated  to  that  conducted  by  the  petitioner.  The  last 
fourteen  of  the  stockholders  above  mentioned,  who  owned  106  shares 
of  the  total  outstanding  capital  stock,  rendered  no  service  and  de¬ 
voted  no  time  to  the  business  of  the  petitioner.  Salesmen  who  were 
not  stockholders  were  employed  to  sell  stock,  and  they  sold  or 
assisted  in  the  sale  of  stock  to  the  extent  of  about  15  per  cent  of  the 
total  stock  sold.  J.  J.  Howard  severed  his  connection  with  the  com¬ 
pany  in  July,  1920,  before  the  terms  of  the  contract  hereinafter  men¬ 
tioned  had  been  carried  out  or  terminated. 
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The  greater  part  of  petitioner’s  income  for  1919  was  derived  from 
the  sale  of  the  capital  stock  of  The  Insurance  Corporation  which  it 
purchased  under  an  agreement  reading  as  follows : 

V 

This  Agreement  Made  and  entered  into  by  and  between  The  Insurance  Cor¬ 
poration,  a  corporation  organized  and  existing  under  and  by  virtue  of  the  laws 
of  the  State  of  Delaware,  hereinafter  described  as  party  of  the  first  part,  and 
the  Liberty  Agency  Company,  a  corporation  organized  and  existing  under  and 
by  virtue  of  the  laws  of  the  State  of  Iowa,  hereinafter  described  as  party  of 
the  second  part. 

WITNESSETH  ! 

Whereas  the  Insurance  Corporation  has  for  sale  Six  Thousand  (6,000) 
shares  of  its  capital  stock  at  Thirty-seven  Dollars  and  Fifty  Cents  ($37.50) 
per  share,  and 

Whereas,  The  Insurance  Corporation  has  on  file  with  the  proper  authori¬ 
ties  in  the  State  of  Iowa  a  prospectus  which  states  among  other  things  that 
“  after  a  certain  portion  of  that  capital  stock  has  been  sold  they  would  increase 
the  price  of  their  capital  stock  to  an  amount  justified  by  the  millions  of  insur¬ 
ance  they  are  to  receive  as  outlined  by  their  prospectus,  copy  of  which  is  on 
file  with  the  Iowa  Banking  Department. 

The  Board  of  Directors  of  The  Insurance  Corporation  have  authorized  their 
President  to  receive  subscriptions  for  the  capital  stock  of  said  corporation  at 
Fifty  ($50.00)  Dollars  per  share  on  and  after  September  Tenth,  1918,  Twenty- 
five  ($25.00)  Dollars  of  said  sum  to  be  capital  and  Twenty-five  ($25.00)  Dol¬ 
lars  surplus,  and 

Whereas,  the  Liberty  Agency  Company,  known  as  party  of  the  second  part, 
is  organized  under  the  laws  of  the  State  of  Iowa  and  authorized  by  its  charter 
to  deal  in  the  stocks  of  other  corporations  which  are  licensed  by  the  State  of 
Iowa,  and 

Whereas,  the  Insurance  Corporation  is  licensed  to  sell  its  stock  in  the  State 
of  Iowa, 

Now,  therefore,  In  consideration  of  the  premises  and  the  mutual  agreements 
of  the  parties  herein,  each  to  be  kept  and  performed,  and  the  further  consider¬ 
ation  of  One  ($1.00)  Dollar  each  to  the  other  in  hand  paid,  receipt  of  which 
is  hereby  acknowledged,  the  party  of  the  first  part  herein  mentioned  agrees 
to  issue  to  the  party  of  the  second  part  Six  Thousand  (6,000)  shares  of  its 
capital  stock  under  the  following  conditions  and  terms : 

The  Six  Thousand  (6,000)  shares  shall  be  issued  immediately  upon  the 
receipt  of  Forty-five  Thousand  ($45,000.00)  Dollars  in  cash,  receipt  of  which 
is  hereby  acknowledged.  The  Liberty  Agency  Company  shall  immediately 
endorse  in  blank  the  certificates  for  stock  and  return  same  to  the  Insurance 
Corporation  to  be  held  as  a  guarantee  for  the  full  payment  of  said  Six  Thou¬ 
sand  (6,000)  shares.  The  party  of  the  first  part  hereby  agrees  to  transfer 
any  number  of  shares  from  one  to  six  thousand  to  any  person  said  second 
party  may  designate  upon  receipt  of  Thirty  ($30.00)  Dollars  per  share  paid  in 
cash  or  notes  by  the  party  of  the  second  part  or  its  said  assigns.  In  accepting 
said  notes  of  the  said  assigns  of  the  party  of  the  second  part  the  party  of 
the  first  part  releases  the  party  of  the  second  part  from  any  obligation  of 
payment  thereof. 

It  is  agreed  That  if  by  September  10,  1920,  the  party  of  the  second  part  has 
not  assigned  the  whole  of  the  Six  Thousand  (6,000)  shares  herein  mentioned 
and  caused  the  same  to  be  paid  for  in  the  manner  aforesaid,  the  party  of  the 
first  part,  may  at  its  option,  declare  that  the  portion  of  the  Forty-five  Thou¬ 
sand  ($45,000.00)  Dollars  cash  paid  at  the  ratio  of  Seven  Dollars  and  Fifty 
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Cents  ($7.50)  per  share  for  each  of  the  Six  Thousand  (6,000)  that  have  not 
been  assigned  and  paid  for  as  per  the  conditions  of  this  contract  forfeited 
as  liquidated  damages,  and  the  party  of  the  first  part  agrees  that  it  shall  not 
hold  the  party  of  the  second  part  or  any  of  its  oflicers  for  any  further  payments, 
but  will  accept  the  assignment  back  to  the  Treasurer  of  the  Insurance  Corpora¬ 
tion  of  the  number  of  shares  left  unassigned  in  full  settlement  for  the  payment 
of  the  Six  Thousand  (6,000)  shares  herein  mentioned. 

In  witness  whereof  the  party  of  the  first  part  has  caused  these  presents 
to  be  assigned  by  its  President  and  the  party  of  the  second  part  has  caused 
same  to  be  executed  by  its  Secretary  this  the  6th  day  of  September,  A.  D.  1918. 

The  Insurance  Corporation 
By  (Signed)  Jno.  S.  Bardwell,  President . 

The  Liberty  Agency  Company  of  Iowa, 

«  By  (Signed)  A.  J.  Schmid. 

It  is  hereby  mutually  understood  by  the  parties  mentioned  in  this  contract 
that  it  be  extended  to  January  1st,  1922. 

The  Insurance  Corporation 
By  (Signed)  Jno.  S.  Bardwell,  Pres. 

Petitioner  used  $45,000  of  its  capital  paid  in  for  making  the  orig-  r 
inal  payment  of  The  Insurance  Corporation  for  6,000  shares  of  its 
common  stock  in  accordance  with  the  terms  of  the  above-mentioned 
agreement;  the  remainder  of  its  capital  was  employed  to  pay  com¬ 
missions,  salaries,  and  other  expenses. 

The  6,000  shares  of  The  Insurance  Corporation's  stock  of  the  par 
value  of  $25  a  share  were  forthwith  issued  to  the  petitioner  and  it 
immediately  endorsed  the  same  in  blank  and  returned  it  to  The 
Insurance  Corporation  to  be  held  as  a  guarantee  for  the  payment  of 
the  remaining  $30  a  share,  and  the  petitioner  immediately  launched 
a  campaign  to  sell  6,000  shares  to  the  public.  J.  J.  Howard  who 
had  promoted  and  organized  the  petitioner  was  sales  manager.  The 
petitioner  was  also  engaged  in  writing  fire  insurance,  but  this  branch 
of  its  business  produced  only  a  small  portion  of  its  income.  Upon 
the  execution  of  the  agreement  with  The  Insurance  Corporation  here¬ 
inbefore  mentioned,  a  special  meeting  of  the  petitioners  directors 
was  held  at  which  the  following  resolution  was  adopted : 

Meeting  called  to  order  by  President  William  Schroeder.  On  motion  of 
F.  D.  Ferring  the  purchasing  of  6,000  shares  of  stock  of  The  Insurance 
Corporation  was  bought,  as  per  contract  in  the  custody  of  the  Secretary.  It 
was  agreed  to  pay  J.  J.  Howard  the  sum  of  $25,000.00,  said  sum  to  be  paid  at 
the  completion  of  said  contract.  The  President  ordered  the  Treasurer  to  draw 
check  for  $45,000.00  as  per  contract  in  the  custody  of  the  Secretary.  There 
being  no  further  business  the  meeting  was  adjourned. 

At  some  time  subsequent  to  the  adoption  of  this  resolution  the 
words  “  purchasing  of  ”  were  crossed  out  and  the  words  “  right  to 
sell  ”  were  inserted.  These  changes  were  made,  without  the  knowl¬ 
edge  or  authority  of  the  board  of  directors  or  any  member  thereof, 
by  the  then  bookkeeper,  C.  G.  Ruhland,  who  was  some  time  subse¬ 
quently  made  secretary.  No  action  was  ever  taken  by  the  board  of 
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directors  to  approve  the  change  made  in  the  resolution  by  the  book¬ 
keeper. 

During  the  period  from  August  to  December,  1918,  the  petitioner 
sold  540  shares  of  The  Insurance  Corporation’s  stock  and  during  the 
calendar  year  1918  it  sold  3,899  shares;  402  shares  of  this  number 
were  given  by  the  petitioner  to  its  preferred  stockholders  in  exchange 
for  201  shares  of  its  preferred  stock.  Each  share  of  the  par  value 
of  $25  was  sold  to  the  public  for  $50  a  share  and  every  purchaser 
signed  a  contract  specifying  the  number  of  shares  for  which  he  had 
subscribed.  Many  subscribers  paid  cash  for  the  stock  and  in  such 
cases  the  number  of  shares  purchased  were  forthwith  delivered.  In 
other  cases  25  per  cent  of  the  purchase  price  of  $50  a  share  was  paid 
in  cash,  and  interest-bearing  promissory  notes  falling  due  from  30 
days  to  12  months  or  longer,  depending  upon  the  circumstances,  were 
given  for  the  balance.  The  majority  of  the  notes  were  for  short 
periods.  When  the  purchaser  failed  to  pay  the  notes  when  due, 
petitioner  was  authorized  to  cancel  the  subscription  contract  and 
retain  the  cash  payment  of  25  per  cent,  and  this  course  was  pursued 
by  the  petitioner.  No  stock  was  delivered  to  the  purchaser  until  the 
notes  had  been  fully  paid.  In  some  cases  the  petitioner  passed  the 
notes  along  to  The  Insurance  Corporation  and  they  were  applied  by 
The  Insurance  Corporation  against  the  balance  due  it  by  the  peti¬ 
tioner  for  the  6,000  shares.  When  the  petitioner  made  payment  of 
$30  a  share  to  The  Insurance  Corporation  in  cash  or  notes,  the  num¬ 
ber  of  shares  thus  paid  for  were  either  delivered  to  the  petitioner 
and  by  it  assigned  to  the  purchaser,  or  such  number  of  shares  were 
transferred  and  reissued  by  The  Insurance  Corporation  to  the  person 
designated  by  the  petitioner.  So  far  as  the  record  discloses  the  notes 
of  purchasers  of  stock  were  the  equivalent  of  cash;  they  were  so 
treated  by  the  petitioner  on  its  books  of  account,  that  is  to  say,  when 
a  sale  was  made  and  notes  given  by  the  purchaser  for  three-fourths 
of  the  purchase  price,  a  profit  of  $12.50  was  accrued  by  the  petitioner 
upon  its  books. 

The  petitioner’s  gross  income  for  the  calendar  year  1919,  after 
eliminating  the  amount  of  $5,025  treated  by  the  petitioner  as  a  profit 
upon  the  purchase  of  its  own  preferred  stock  which  it  had  thereto¬ 
fore  sold  for  $100  a  share  at  a  cost  of  only  $37.50  a  share,  and  the 
deductions  to  which  it  was  entitled  for  the  calendar  vear  1919,  were 
as  follows : 

GROSS  INCOME. 

Profit  on  sale  to  the  public  of  3,497  shares  of  The  Insur¬ 


ance  Corporation’s  stock _ $43,  712.  50 

Profit  on  F.  D.  Ferring,  Trustee,  stock  sales _  8,  418.  00 

Interest  received _  2,  753.  29 

Insurance  premiums _  1,  593.  67 

Discount -  737.  55 


Total  gross  income 


$57,  215.  01 
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DEDUCTIONS. 

Commissions _ $2,  042.  50 

Officers’  salaries _  5,  441.  60 

Salaries  of  employees _  2,  949. 10 

Exhaustion,  wear  and  tear,  furniture  and  fixtures _  184.  67 

Exhaustion,  wear  and  tear,  automobiles _  300.  00 

Miscellaneous  expense -  993.  95 

Interest  paid  to  The  Insurance  Corporation _  239.  84 

Miscellaneous  interest  paid _  839.  46 

Light  and  telephone _  151.  87 

Office  rent _ : _  600.  00 

Stationery  and  postage _  474.  22 

Automobile  expense _ , _  602.  63 


Total _ $14,819.84 


Net  income _  42,  395. 17 


At  a  meeting  of  the  petitioner’s  directors  on  April  12,  1920,  the 
agreement  contained  in  the  resolution  hereinbefore  mentioned  to  pay 
J.  J.  Howard  the  sum  of  $25,000  upon  the  completion  of  the  contract 
with  The  Insurance  Corporation  was  rescinded  by  resolution  as 
follows : 

It  was  moved  and  seconded  that  in  order  to  clear  the  records  that  the  • 
$25,000.00  contract  mentioned  in  the  minutes  of  September  3,  1918,  which  has 
never  been  in  force,  be  hereby  declared  rescinded.  The  motion  was  unani¬ 
mously  adopted.  • 

No  part  of  the  $25,000  was  at  any  time  paid  to  Howard. 

During  1920  and  1921  petitioner  continued  to  sell  the  stock  of  The 
Insurance  Corporation  and  to  write  fire  insurance  policies.  In  De¬ 
cember,  1921,  petitioner  sold  the  fire  insurance  agency  feature  of  its 
business  and  ceased  operations  altogether  but  did  not  dissolve.  No 
further  effort  was  made  to  dispose  of  the  remaining  unsold  shares  of 
stock  of  The  Insurance  Corporation  and  no  further  payments  were 
made  by  the  petitioner  to  The  Insurance  Corporation  on  the  unpaid 
balance  of  $30  a  share  for  the  shares  which  it  had  not  sold  to  the 
public.  About  the  same  time,  December,  1921,  The  Insurance  Cor¬ 
poration  discontinued  its  business.  The  option  mentioned  in  the 
contract  between  The  Insurance  Corporation  and  the  petitioner  was 
never  exercised  by  the  former,  and  no  notice  was  ever  given  to  the 
petitioner  by  The  Insurance  Corporation  of  its  intention  to  forfeit 
the  amout  of  $7.50  a  share  on  the  number  of  shares  for  which  the 
petitioner  had  not  paid  the  balance  of  $30  a  share. 

At  a  special  meeting  of  the  petitioner’s  directors  on  April  15, 1919,  a 
resolution  was  adopted  ordering  that  the  preferred  stock  “  be  retired 
in  accordance  with  change  in  Article  4  of  the  Articles  of  Incorpora¬ 
tion,”  which  resolution  increased  the  capital  stock  to  $100,000  par 
value,  all  common.  Immediately  thereafter  the  petitioner  delivered 
to  its  preferred  stockholders  402  shares  of  the  stock  of  The  Insurance 
Corporation  of  the  par  value  of  $25  a  share  for  which  it  had  paid 
$37.50  a  share  in  exchange  for  its  201  shares  of  preferred  stock 


786 


5  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(778) 


which  its  stockholders  had  theretofore  purchased  at  $100  a  share. 
The  402  shares  of  The  Insurance  Corporation’s  stock  was  a  part  of 
the  6,000  shares  required  by  the  petitioner  under  the  contract.  The 
market  price  of  The  Insurance  Corporation’s  stock  at  the  time  of  its 
exchange  for  the  preferred  stock  was  $50  a  share  and  the  petitioner 
entered  upon  its  books  a  profit  of  $5,025,  representing  $12.50  a  share 
on  each  of  the  402  shares  delivered  to  its  preferred  stockholders  in 
exchange  for  the  preferred  stock  held  by  them  in  the  petitioner 
corporation. 

OPINION. 

Littleton:  The  issues  presented  are  (1)  whether  the  petitioner 
was  a  personal  service  corporation,  (2)  whether  gross  income  for 
the  year  should  be  reduced  in  the  amount  of  $11,707.50,  representing 
$7.50  a  share  paid  The  Insurance  Corporation  on  the  number  of 
shares  which  the  petitioner  had  not  sold  to  the  public  at  the  end  of 
the  year,  (3)  wffiether  the  gross  income  resulting  from  a  profit  of 
$12.50  a  share  on  each  share  of  The  Insurance  Corporation’s  stock 
sold  during  the  year  should  be  reduced  in  the  amount  of  $16,245.83, 
representing  $4.16%  a  share,  on  account  of  the  agreement  to  pay 
J.  J.  Howard  a  bonus  of  $25,000  upon  the  completion  of  the  contract 
with  The  Insurance  Corporation,  (4)  whether  unpaid  promissory 
notes  given  by  purchasers  of  The  Insurance  Corporation  stock  in 
the  amount  of  $2,562.50  at  the  end  of  the  year  should  be  excluded 
from  gross  income,  and  (5)  whether  petitioner  realized  a  taxable 
profit  of  $5,025  upon  the  exchange  of  402  shares  of  The  Insurance 
Corporation’s  stock,  costing  it  $37.50  a  share,  or  $15,075,  for  its  201 
shares  of  preferred  stock  which  it  had  theretofore  sold  for  $100  a 
share  or  $20,100. 

The  Board  is  of  the  opinion  that  the  petitioner  was  not  entitled 
to  classification  as  a  personal  service  corporation  for  1919.  The 
record  discloses  that  stockholders  owning  about  32  per  cent  of  stock 
outstanding  during  the  taxable  year  devoted  their  entire  time  to  the 
business ;  stockholders  owning  47  per  cent  of  stock  were  not  regularly 
engaged  in  the  active  conduct  of  the  affairs  of  the  corporation.  The 
services  rendered  by  them  consisted  principally  of  suggesting  the 
names  of  persons  who  might  purchase  stock.  Some  of  this  group 
served  as  officers  and  directors  but  each  was  engaged  in  business 
entirely  unrelated  to  that  of  petitioner  to  which  he  devoted  the 
greater  part  of  his  time.  The  balance  of  the  stockholders,  owning 
21  per  cent  of  the  stock,  devoted  no  time  to  petitioner's  business. 
The  salesmen  who  were  not  stockholders  were  employed  and  were 
responsible  for  about  15  per  cent  of  the  stock  sales  during  the  year. 
In  these  circumstances,  it  can  not  be  said  that  petitioner’s  income 
may  be  ascribed  primarily  to  the  activities  of  its  principal  stock¬ 
holders.  Petitioner  used  $45,000  of  its  capital  with  which  to  make 
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the  initial  payment  on  the  purchase  by  it  of  6,000  shares  of  stock 
of  The  Insurance  Corporation  without  which  it  would  not  have 
had  the  stock  to  sell.  In  addition  petitioner  used  its  capital  to  pay 
commissions  and  salaries.  In  these  circumstances,  we  are  of  opinion 
that  capital  was  a  material  income-producing  factor. 

We  fail  to  find  merit  in  petitioner’s  claim  that  gross  income  for 
1919  should  be  reduced  in  the  amount  of  $11,707.50,  representing 
$7.50  a  share  paid  The  Insurance  Corporation  for  stock  which  the 
petitioner  had  not  sold  at  December  31,  1919.  In  1918  the  peti¬ 
tioner  purchased  6,000  shares  of  stock  at  $37.50  a  share  and  made  a 
cash  payment  of  $45,000  equal  to  $7.50  a  share.  This  stock  was 
issued  to  the  petitioner  and  endorsed  by  it  in  blank  and  returned  to 
the  corporation  as  a  guarantee  for  the  payment  of  the  remaining 
purchase  price  of  $30,000.  The  option  given  The  Insurance  Cor¬ 
poration  to  declare  a  forfeiture  of  the  cash  payment  in  the  event  the 
balance  on  the  purchase  price  should  not  be  paid  on  or  before  Jan¬ 
uary  1,  1922,  could  not  have  been  exercised  under  the  conditions 
•existing  during  and  at  the  end  of  the  year  1919.  The  petitioner 
was  not  therefore  entitled  to  reduce  the  profits  on  the  sale  of  stock 
made  to  the  public  during  the  year  by  any  portion  of  the  amount 
which  it  had  paid  or  obligated  itself  to  pay  for  the  shares  of  stock 
which  had  not  been  sold  at  December  31,  1919. 

The  agreement  of  the  petitioner,  embodied  in  the  resolution 
adopted  in  1918,  to  pay  J.  J.  Howard  $25,000  upon  completion  of 
the  contract  with  The  Insurance  Corporation  did  not  give  rise  to  a 
deduction  from  gross  income  for  1919.  The  petitioner’s  liability  for 
any  amount  under  this  contract  was  dependent  entirely  upon  future 
contingencies.  The  contract  did  not  provide,  and  there  is  no  evi¬ 
dence  to  show,  that  Howard  was  to  receive  $4.16%  of  the  profit  on 
•each  share  of  stock  sold.  The  amount  wTas  payable  in  whole  or  not 
at  all.  The  decision  of  the  Board  in  the  Appeal  of  Block  <T  Kohner 
Merchantile  Co .,  4  B.  T.  A.  673,  is  to  be  distinguished  from  this  case. 
There  the  contract  provided  that  one-third  of  the  profits  for  three 
years  should  belong  to  Weinbach,  and  that  such  portion  of  the 
profits,  subject  to  adjustment  on  account  of  losses  over  the  period, 
should  be  paid  to  him  upon  the  expiration  of  the  contract.  There 
was  no  such  understanding  between  the  petitioner  and  Howard. 
The  petitioner  merely  agreed  that  if  Howard  should  succeed  in  sell¬ 
ing  the  6,000  shares  of  The  Insurance  Corporation  stock  it  would, 
upon  the  happening  of  that  contingency,  pay  him  a  bonus  of  $25,000. 
In  the  opinion  of  the  Board  no  portion  of  the  $25,000  was  a  proper 
deduction  from  gross  income  for  1919  as  an  incurred  expense. 
Appeal  of  Wm.  */.  Ostheimer ,  1  B.  T.  A.  18;  Appeal  of  Consolidated 
Asphalt  Co .,  1  B.  T.  A.  79;  Appeal  of  Uvalde  Co .,  1  B.  T.  A.  932; 
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Appeal  of  Morrison- Ricker  Mfg.  Co .,  2  B.  T.  A.  1008;  Appeal  of 
Grude  Brothers ,  Kieffer  Co.,  2  B.  T.  A.  1029. 

We  are  of  opinion  that  the  amount  of  $2,562.50,  representing  the 
face  value  of  interest-bearing  promissory  notes  given  by  purchasers 
of  stock  and  held  by  the  petitioner  on  December  31,  1919,  should  be 
included  in  determining  the  profit  upon  the  stock  sold  during  the 
year.  The  petitioner  had  the  right  under  its  contract  with  The 
Insurance  Corporation  to  endorse  these  notes  to  that  corporation 
and  receive  credit  on  its  obligations  for  their  face  value,  and  this  was 
done  in  many  cases.  The  petitioner  entered  the  notes  upon  its  books 
as  “  accounts  receivable  ”  and  accrued  a  profit  of  $12.50  a  share  on 
each  share  of  stock  sold,  and  the  Commissioner  has  made  his  determi¬ 
nation  upon  this  basis. 

We  are  of  opinion  that  the  petitioner  realized  no  taxable  gain  when 
it  purchased  its  own  preferred  stock  at  a  cost  to  it  of  $5,025  less  than 
its  stockholders  had  theretofore  paid  for  it.  This  was  wholly  a 
capital  transaction.  Appeal  of  Simmons  Hammond  Mfg.  Co., 
1  B.  T.  A.  803;  Appeal  of  F.  Tinker  &  Sons  Co.,  1  B.  T.  A.  799; 
Appeal  of  Farmers  Deposit  National  Bank,  5  B.  T.  A.  520;  Appeal  of 
Interurhan  Construction  Co.,  5  B.  T.  A.  529;  Appeal  of  Ruckman 
Coal  Co.,  5  B.  T.  A.  534. 

The  petitioner’s  return  for  1919  showed  a  net  income  of  $55,354.53. 
The  difference  between  this  net  income  and  the  net  income  of 
$42,395.17  which  we  have  found  for  the  year  1919  consists  of  1918 
profits  on  the  sale  of  The  Insurance  Corporation’s  stock  included  in 
the  1919  return,  failure  to  take  the  proper  amount  of  depreciation  for 
exhaustion,  wear  and  tear  of  furniture  and  fixtures,  and  the  $5,025 
included  by  the  petitioner  as  a  profit  on  the  purchase  of  its  own 
stock. 

The  deficiency  should  be  computed  in  accordance  with  the  fore¬ 
going  findings  of  fact  and  opinion. 

Judgment  will  he  entered  on  15  days ’  notice, 
under  Rule  50. 


Appeal  of  C.  Willenborg  &  Co.,  Carl  Willenborg,  Herman 

Zeiller,  and  Henry  L.  Erny. 

Docket  No.  6334.  Promulgated  December  14,  1926. 

The  evidence  is  insufficient  to  show  that  the  Commissioner  erred 
in  valuing  inventories  at  cost. 

Carl  Willenborg  for  the  petitioners. 

George  G.  Witter,  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  determinations  for  the  fiscal  years  1917  to 
1921,  inclusive,  as  follows: 


(788)  C.  WILLENBORG  &  CO.  ET  AL.  789 


Year  ended  Nov.  30. 

I 

Carl  Willenborg. 

Herman  Zeiller. 

Henry  L.  Erny. 

Deficiency. 

Overassess¬ 

ment. 

Deficiency. 

Overassess- 

ment. 

Deficiency. 

Overassess- 

ment. 

1917.  . 

$1, 846. 51 

1, 005. 14 

$1, 327.11 
882.  86 
443. 02 
8,  553.  71 

$161.  90 
93. 72 

1918 

1919 . . . 

$578.  62 

$46.  81 

1920 . 

11,  782.  01 

1,  646. 13 

1921 . . . . . 

3,  089. 15 

$3, 004.  70 

830. 16 

i 

Only  so  much  of  the  deficiencies  as  result  from  the  Commissioner’s 
adjustment  of  the  partnership  inventories  is  in  controversy. 


FINDINGS  OF  FACT. 

C.  Willenborg  &  Co.  is  a  partnership  with  place  of  business-at  New 
York,  N.  Y.,  where  it  is  engaged  in  selling  ladies’  dress  trimmings. 
Carl  Willenborg,  Herman  Zeiller,  and  Henry  L.  Erny  were  members 
of  the  partnership  of  C.  Willenborg  &  Co. 

The  partnership’s  inventories  for  all  of  the  years  under  considera¬ 
tion  consisted  of  miscellaneous  and  sundry  items  for  trimming 
ladies’  dresses.  Most  of  the  merchandise  was  seasonable  and  adapted 
to  current  fashions  in  ladies’  dress  wear ;  some  of  it  was  obsolete. 

The  inventories  for  the  years  under  consideration  were  consistently 
valued  at  cost,  and  the  cost  of  goods  sold  for  each  year  was  deter¬ 
mined  upon  the  basis  of  inventories  so  valued. 

At  each  inventory  date  each  item  appearing  in  the  inventory  was 
separately  examined  and  valued  by  the  members  of  the  firm.  In  the 
case  of  obsolete  merchandise,  some  of  which  had  been  accumulated 
and  held  for  periods  of  time  ranging  from  four  to  fourteen  years, 
there  was  no  purchase  or  selling  market  to  guide  the  partners  in 
valuing  this  class  of  goods.  The  value  which  they  placed  upon  each 
item  in  the  inventory  represented  their  opinion  of  its  fair  value  based 
upon  years  of  experience  in  dealing  in  merchandise  of  this  character. 

The  difference  between  the  cost  of  merchandise  and  the  value 
placed  upon  it  b}^  the  members  at  each  inventory  date  was  credited 
to  a  reserve  account.  If  the  reserve  account  showed  an  increase  for 
the  year  the  amount  thereof  was  deducted  from  gross  income  as  de¬ 
preciation  of  merchandise ;  on  the  other  hand,  if  the  reserve  account 
showed  a  decrease  for  the  year,  the  amount  thereof  was  added  to 
gross  income,  or  otherwise  accounted  for  as  income,  as  appreciation 
of  merchandise.  As  a  result  of  this  practice,  there  were  deducted 
from  or  added  to  gross  income,  in  each  of  the  years  under  considera¬ 
tion,  the  following  amounts : 


Year. 

Deducted 
from  gross 
income. 

Added  to 
gross  in¬ 
come. 

1917 . . . . . . 

$1, 722. 29 

1918 _ _ _ _ _ 

$15, 097. 85 

1919 . . . 

4, 244. 42 

1920.. . . . . . . . 

91, 725.  20 

1921.. _ _ _ 

112,546.  97 
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This  method  of  computing  net  income  has  been  consistently  fol¬ 
lowed  by  the  partnership  since  its  organization  in  1891. 

The  Commissioner  recomputed  the  net  income  of  the  partnership, 
for  each  of  the  years  under  consideration,  upon  the  basis  of  inven¬ 
tories  valued  at  cost  and  without  any  deduction  therefrom  or  addi¬ 
tion  thereto  on  account  of  depreciation  or  appreciation,  as  the  case 
might  be,  of  merchandise,  represented  by  the  increase  or  decrease  in 
the  reserve  account.  This  action  of  the  Commissioner  resulted  in  an 
increase  in  the  partnership  net  income,  for  the  years  1918  and  1920, 
in  the  amounts  of  $15,097.85  and  $91,725.20,  respectively,  and  a  de¬ 
crease  in  the  partnership  net  income,  for  the  years  1917,  1919,  and 
1921,  in  the  amounts  of  $1,722.29,  $4,244.42,  and  $112-, 546.97,  respec¬ 
tively.  The  Commissioner  determined  the  amount  of  each  partner’s 
distributive  share  in  the  partnership  net  income  upon  the  basis  of 
the  partnership  net  income  for  each  year  as  adjusted  by  him. 

OPINION. 

Littleton  :  The  Commissioner  determined  overassessments  for  the 
years  1919  and  1921,  in  the  cases  of  Carl  Willenborg  and  Henry  L. 
Erny,  and  for  the  year  1921,  in  the  case  of  Herman  Zeiller.  Upon 
authority  of  the  decisions  of  this  Board  in  the  Appeals  of  Cornelius 
Cotton  Mills ,  4  B.  T.  A.  255,  and  R.  P.  Hazzard  Co .,  4  B.  T.  A.  150, 
the  Board  is  without  jurisdiction  to  make  redetermination  in  those 
years. 

The  issue  is  whether  the  method  of  handling  inventories  on  the 
partnership  books,  considering  the  basis  of  valuation  and  the  func¬ 
tion  of  the  inventory  reserve  account,  was  such  that  the  books  clearly 
reflected  the  partnership  net  income.  The  petitioner,  relying  entirely 
upon  the  decision  of  this  Board  in  the  Appeal  of  The  Buss  Co .,  2  B. 
T.  A.  266,  maintains  that  its  methods  having  been  long  established 
and  uniformly  and  consistently  followed,  ought  not  to  be  disturbed. 
On  the  other  hand,  the  Commissioner  contends  that  the  effect  of  the 
treatment  accorded  the  inventories  on  the  partnership  books  was  to 
value  the  inventories  upon  a  basis  which  was  neither  cost,  nor  cost 
or  market,  whichever  was  lower,  and  which  is  not  sanctioned  by 
statute. 

The  partnership’s  inventories  were  valued  consistently,  during  the 
years  under  consideration,  upon  the  basis  of  cost.  All  items  in  the 
inventor}?  were  valued  upon  the  same  basis,  whether  seasonable  or 
obsolete.  The  cost  of  goods  sold  was  computed  upon  the  basis  of 
inventories  so  valued.  Each  item  in  the  inventory  was  separately 
examined  at  each  inventory  date,  and  its  value  fixed  by  the  partners 
in  accordance  with  their  best  judgment.  An  inventory  reserve  was 
established  in  which  there  was  recorded,  at  the  end  of  each  account- 
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ing  period,  the  difference  between  the  cost  of  the  merchandise  in¬ 
ventory  and  the  value  placed  thereon  by  the  partners.  If  the  reserve 
account  showed  an  increase  for  the  year,  the  amount  thereof  was 
deducted  from  gross  income  as  depreciation  of  merchandise;  on  the 
other  hand,  if  the  reserve  account  showed  a  decrease  for  the  year, 
the  amount  thereof  was  added  to  income  as  appreciation  of  mer¬ 
chandise.  The  result  of  this  method  of  valuing  the  inventories  and 
computing  net  income  was  the  same  which  would  have  obtained  had 
the  partnership  valued  its  inventories,  in  the  first  instance,  upon  the 
basis  of  the  partners’  estimated  value,  and  determined  the  cost  of 
goods  sold  upon  the  basis  of  inventories  so  valued.  Such  being  the 
case,  $nd  since  we  are  not  so  much  concerned  with  the  methods  em¬ 
ployed  as  with  the  results  obtained  thereby,  our  decision  must  turn 
on  whether  or  not  the  basis  of  inventory  valuation  resulting  from 
the  methods  of  accounting  employed  is  a  valid  basis. 

Section  203  of  the  Revenue  Acts  of  1918  and  1921  provides : 

That  whenever  in  the  opinion  of  the  Commissioner  the  use  of  inventories 
is  necessary  in  order  clearly  to  determine  the  income  of  any  taxpayer,  invento¬ 
ries  shall  be  taken  by  such  taxpayer  upon  such  basis  as  the  Commissioner,  with 
the  approval  of  the  Secretary,  may  prescribe  as  conforming  as  nearly  as  may 
be  to  the  best  accounting  practice  in  the  trade  or  business  and  as  most  clearly 
reflecting  the  income. 

Under  this  provision  of  the  statute,  a  taxpayer  has  the  right  to 
value  its  inventories  upon  any  basis,  and  there  are  several  which 
are  sanctioned  under  approved  standard  methods  of  accounting, 
which  it  chooses,  provided  that  it  is  one  of  those  which  the  Com¬ 
missioner  “  may  prescribe  as  conforming  as  nearly  as  may  be  to  the 
best  accounting  practice  in  the  trade  or  business  and  as  most  clearly 
reflecting  income.”  The  statutes  do  not  limit  a  taxpayer  to  the  two 
bases  of  cost,  or  cost  or  market,  whichever  is  lower,  and  we  do  not 
understand  the  Commissioner’s  regulations  to  impose  any  such  re¬ 
striction.  On  the  other  hand,  the  Commissioner’s  regulations  require 
that,  as  a  requisite  to  its  use,  the  basis  must  conform  with  but  two 
conditions,  namely:  “(1)  It  must  conform  as  nearly  as  may  be  to 
the  best  accounting  practice  in  the  trade  or  business,  and  (2)  it  must 
clearly  reflect  the  income.”  (See. art.  1582  of  Regulations  62.) 

Whether  the  basis  adopted  by  the  partnership  for  the  valuation 
of  its  inventories  meets  the  test  laid  dowQ  by  the  statute,  we  are 
unable  to  determine.  All  that  the  evidence  tells  us  is  that  the  values 
placed  upon  the  inventories  represented  the  partners’  best  judgment 
as  to  their  values  based  upon  their  experience  in  dealing  in  the  class 
of  merchandise  of  which  the  inventories  consisted.  We  do  not  know, 
however,  whether  those  estimates  of  values  in  any  case  exceeded  the 
cost  or  whether  they  in  any  case  represented  market  values.  Fur- 
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thermore,  we  have  not  been  advised  as  to  whether  the  method  of 
valuation  used  by  the  partnership  conforms  as  nearly  as  may  be 
to  the  best  accounting  practice  in  the  trade  or  business  in  which  a 
partnership  is  engaged.  Clearly,  to  the  extent  that  the  apprecia¬ 
tion  in  the  value  of  the  inventory  in  any  case  exceeds  the  cost  or 
the  market  at  the  date  the  inventory  is  taken,  it  does  not  reflect  the 
income  of  that  year,  inasmuch  as  an  appreciation  has  been  included 
in  income  which  has  not  been  realized  and  such  appreciation  in 
value  reduces  the  income  of  the  succeeding  year.  Without  this 
knowledge  we  can  hardly  be  expected  to  adopt  the  basis  used  in 
valuing  the  partnership’s  inventories  as  a  substitute  for  the  Com¬ 
missioner’s  basis  of  cost. 

While  consistency  in  the  matter  of  taking  the  inventory  is  much 
to  be  desired  and  is  to  be  given  great  weight,  it  alone  is  not  sufficient 
to  entitle  the  taxpayer  to  value  its  inventories  for  income-tax  pur¬ 
poses  upon  such  consistent  basis.  Where  proof  that  the  basis  of 
valuing  the  inventory  clearly  reflected  income  is  lacking,  but  little 
weight  can  be  given  to  consistency. 

Judgment  will  be  for  the  C ommissioner. 


Appeal  of  Norfolk  Knitting  Mills  Corporation. 

Docket  No.  4341.  Promulgated  December  14,  1926. 

r 

1.  Return  for  fractional  year. — The  petitioner’s  income-tax 
liability  for  the  period  of  six  months  ended  June  30,  1918,  should  be 
computed  on  the  basis  of  a  separate  return  for  that  fraction  of  a 
year.  Following  Appeals  of  Henry  D.  Weed,  2  B.  T.  A.  84,  and 
Coghlin  Electric  Co.  3  B.  T.  A.  1071. 

2.  Combination  of  returns  for  two  short  periods. — The  making 
of  separate  returns  by  the  petitioner,  one  for  the  first  six  months 
of  1918,  and  one  for  the  second  six  months  of  1918,  were  in 
accordance  with  the  law  and  the  petitioner’s  accounting  methods, 
and  there  is  no  provision  of  law  or  of  the  regulations  requiring 
that  the  two  returns  should  be  combined  into  one. 

3.  Net  loss,  allocation  of. — The  petitioner's  net  loss  for  the  year 
1919  should  be  credited  first  against  the  net  income  of  the  last  six 
months  of  the  year  1918  and  the  balance  against  the  net  income  of 
the  first  six  months  of  1918. 

Elmer  0.  Gray ,  C .  P.  :4.,  for  the  petitioner. 

Willis  D.  Nance ,  Esq .,  for  the  Commissioner. 

This  is  an  appeal  taken  from  a  determination  respecting  income 
and  profits  taxes  for  the  year  1918  and  the  finding  of  a  deficiency 
of  $236.79  for  the  last  six  months  of  said  year  and  an  over  assess¬ 
ment  for  the  first  six  months.  The  petition  asserts  three  errors 
committed  by  the  Commissioner  as  follows : 
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(1)  That  the  method  of  computing  income-tax  liability  for  the 
six-iponth  period  ended  June  30,  1918,  was  erroneous. 

(2)  That  the  Commissioner  now  refuses  to  permit  the  petitioner 
to  combine  two  separate  returns  made  for  six-month  periods  of  the 
year  1918  in  one  calendar  year  return. 

(3)  That  the  Commissioner  erroneously  credited  a  1919  net  loss 
against  income  of  the  period  from  July  1,  1917,  to  June  30,  1918. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  corporation  organized  under  the  laws  of  New 
Hampshire,  having  an  office  at  Littleton  in  that  State  and  another 
office  in  association  with  William  Iselin  &  Co.  in  New  York  City. 

For  some  years  prior  to  1918  the  petitioner  had  had  an  established 
practice  of  keeping  and  closing  its  books  of  account  on  the  basis  of 
fiscal  years  ending  June  30  of  each  year.  All  of  the  capital  stock  of 
the  petitioner  and  also  all  of  the  capital  stock  of  another  corporation, 
known  as  the  Atlantic  Realty  Corporation,  was  owned  by  William 
Iselin  &  Co.,  a  partnership  which  kept  its  books  and  closed  its 
accounts  on  the  basis  of  calendar  years. 

Under  the  Department  regulations  effective  respecting  excess- 
profits  taxes  for  the  year  1917,  the  said  William  Iselin  &  Co.,  the 
Atlantic  Realty  Corporation,  and  this  petitioner  were,  by  agreement 
between  the  Commissioner  and  the  said  parties,  permitted  to  have 
their  liability  to  excess-profits  taxes  computed  on  the  basis  of  a 
consolidated  return.  The  income  of  the  petitioner  for  the  calendar 
year  1917  wras  ascertained  by  taking  one-half  of  its  income  for  the 
twelve-month  period  ended  June  30,  1917,  and  adding  thereto  one- 
half  of  the  income  for  the  period  from  July  1,  1917,  to  June  30,  1918, 
thus  producing  a  basis  for  computing  this  petitioner’s  tax  liability 
for  the  calendar  year  1917. 

The  assets  and  the  business  of  the  Atlantic  Realty  Corporation 
were  taken  over  in  June,  1918,  by  this  petitioner. 

According  to  its  regular  accounting  practice,  the  petitioner  closed 
its  books  as  of  June  30,  1918,  and  thereafter  made  an  income  and 
profits-tax  return  for  the  six  months  from  January  1  to  June  30, 
1918.  Sometime  later  it  applied  for  and  received  from  the  Com¬ 
missioner  permission  to  change  its  accounting  periods  from  fiscal 
to  calendar  years,  and  in  pursuance  thereof  it  again  closed  its  books 
of  account  as  of  December  31,  1918,  and  made  an  income  and  profits- 
tax  return  for  the  said  six  months  from  July  1  to  December  31,  1918. 
For  the  year  1919  and  subsequent  years  the  petitioner  has  kept  its 
accounts  and  made  its  income-tax  returns  on  the  basis  of  calendar 
years. 
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For  the  six-month  period  ended  December  31,  1918,  the  petitioner’s 
net  income  as  adjusted  by  the  Commissioner  was  $11,477.40.  For  the 
calendar  year  1919  it  is  admitted  that  the  petitioner  sustained  a  net 
loss  of  $21,530.26. 

OPINION. 

Trussell:  1.  When  the  petitioner,  in  conjunction  with  its  associ¬ 
ated  organizations,  joined  in  a  consolidated  excess-profits-tax  return 
for  the  calendar  year  1917,  it  was  then  for  all  income  and  profits-tax 
purposes  upon  a  calendar  year  basis  and  its  liability  for  the  year 

1917  was  thus  closed  and  settled.  The  Revenue  Act  of  1918  required 
corporations  to  make  income-tax  returns  on  the  basis  of  their  estab¬ 
lished  accounting  periods.  It  was,  therefore,  necessary  for  this 
petitioner  to  make  an  income-tax  return  for  the  six  months  from 
January  1  to  June  30,  1918,  and  such  return  should  be  made  as  a 
return  separate  and  distinct  from  any  prior  year  or  period,  in  ac¬ 
cordance  with  decisions  of  the  Board  in  the  Appeals  of  Hmry  D. 
Weed ,  2  B.  T.  A.  84,  and  Coghlin  Electric  Co.,  3  B.  T.  A.  1071,  and 
during  the  same  six-month  period  it  should  have  its  income  and 
profits  taxes  computed  on  the  basis  of  a  return  consolidated  with  the 
Atlantic  Realty  Corporation. 

2.  Petitioner's  returns  for  the  six  months  ended  June  30,  1918, 
and  the  following  six  months  ended  December  31,  1918,  appear  to 
have  been  properly  made  in  accordance  with  its  then  established 
periods  of  accounting,  and  there  is  no  provision  of  law  or  of  Depart¬ 
ment  regulations  which  can  be  interpreted  to  require  the  combination 
of  such  separate  returns  into  one  calendar-year  return. 

3.  The  Revenue  Act  of  1918  was  enacted  on  February  24.  1919,  a 
little  more  than  three  months  after  the  practical  closing  of  the  World 
War.  During  the  period  of  that  war  substantially  all  commodity 
prices  had  risen  to  heights  theretofore  unknown  in  this  country, 
and  it  was  the  general  belief  that  such  conditions  could  not  continue 
and  that  there  would  quickly  follow  a  great  deflation  in  commodity 
values.  In  recognition  of  this  situation,  and  conscious  of  the  fact 
that  all  manufacturing  and  mercantile  businesses  had  closed  the  year 

1918  with  inventories  valued  at  war  prices,  and  anticipating  that  the 
coming  deflation  would  result  in  severe  losses,  Congress  put  into  the 
Revenue  Act  of  1918  section  204,  defining  the  term  “  net  loss  ’’  and 
providing,  in  subdivision  (b)  thereof,  as  follows: 

If  for  any  taxable  year  beginning  after  October  31,  1918.  and  ending  prior 
to  January  1,  1920,  it  appears  upon  the  production  of  evidence  satisfactory  to 
the  Commissioner  that  any  taxpayer  has  sustained  a  net  loss,  the  amount  of 
such  net  loss  shall  under  regulations  prescribed  by  the  Commissioner  with 
the  approval  of  the  Secretary  be  deducted  from  the  net  income  of  the  tax¬ 
payer  for  the  preceding  taxable  year ;  and  the  taxes  imposed  by  this  title  and 
by  Title  III  for  such  preceding  taxable  year  shall  be  redetermined  accord¬ 
ingly.  *  *  * 
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We  are  here  concerned  with  the  application  of  the  provisions  last 
above  quoted  to  the  situation  in  which  this  petitionei  finds  itself. 
The  purpose  of  Congress  in  enacting  this  provision  seems  too  obvious 
to  be  a  matter  of  debate ;  its  purpose  was  to  provide  that  taxpayers 
suffering  losses  during  the  period  between  November  1,  1918,  and 
December  31,  1920,  were  to  be  allowed  relief  from  taxation  by  credit¬ 
ing  such  losses  first  against  1918,  when  taxpayers  were  believed  to 
have  enjoyed  the  benefit  of  war  prices  and  to  have  made  large  profits 
and  carried  proportionately  heavy  burdens  of  income  and  profits 
taxes,  and,  in  the  event  that  profits  of  1918  were  insufficient  to  absorb 
the  loss,  the  balance  thereof,  or  so  much  of  it  as  possible,  should  be 
absorbed  by  profits  of  the  year  1920,  when  it  was  expected  that 
business '  conditions  and  commodity  prices  might  again  become 
normal. 

The  petitioner’s  net  loss  was  sustained  during  the  calendar  year 
1919,  which  was  all  within  the  period  prescribed  by  the  Act,  and  we 
are  of  the  opinion  that  a  proper  application  of  said  Act  to  this  peti¬ 
tioner’s  situation  requires  that  so  much  of  the  1919  net  loss  as  can 
be  absorbed  by  the  net  profits  of  the  six  months  from  July  1  to  De¬ 
cember  31,  1918,  should  be  so  allocated,  and  that  the  balance  of  said 
net  loss  should  be  credited  against  the  gains  and  profits  of  the  period 
from  January  1  to  June  30,  1918. 

The  deficiency ,  or  over  assessment,  as  the  case 
may  be,  will  be  determined  upori  15  da/ys ’ 
notice  pursuant  to  Rule  50,  and  judgment  will 
be  entered  thereon  in  due  course. 


California  Vegetable  Union,  Petitioner,  v .  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  5209.  Promulgated  December  14,  1926. 

H.  E.  Tooley,  C.P.  A.,  for  the  petitioner. 

George  E.  Adams,  Esq.,  for  the  respondent. 

This  appeal  is  from  a  determination  of  deficiencies  of  $14,028.26  in 
income  and  profits  taxes.  The  Commissioner  asserts  a  deficiency  for 
the  eight-month  period  ended  August  31,  1917,  of  $4,212.10;  for  the 
fiscal  year  ended  August  31,  1918,  an  overassessment  of  $1,418.63; 
and  for  the  fiscsal  year  1919,  a  deficiency  of  $9,816.16.  The  allega¬ 
tions  of  error  are  the  disallowance  of  deductions  for  depreciation  on 
certain  capital  items  which  had  been  charged  to  expense,  failure  to 
include  such  depreciated  items  in  invested  capital,  failure  to  allow 
any  amount  for  good  will  in  computing  invested  capital,  a  denial  of 
special  assessment  for  the  years  1918  and  1919  and  an  excessive 
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profits  tax  for  the  period  ended  August  31,  1917,  although  deter¬ 
mined  under  section  210  of  the  Revenue  Act  of  1917,  and  a  reduction 
of  invested  capital  by  the  amount  paid  as  income  and  profits  taxes 
for  the  preceding  taxable  period. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  California  corporation  located  in  Los  Angeles. 
It  was  organized  in  1903  to  take  over  the  vegetable  interests  of  the 
Fay  Fruit  Co.,  the  Earle  Fruit  Co.,  and  the  Golden  West  Celery  & 
Produce  Co.  The  corporation  was  capitalized  for  $100,000,  $15,000 
of  which  was  issued  for  tangible  assets  of  the  three  companies. 

OPINION. 

Moeris:  There  is  no  evidence  to  sustain  any  of  the  allegations  of 
fact  made  by  the  petitioner.  The  Commissioner’s  determination  will 
therefore  have  to  be  sustained.  As  to  the  proposition  of  law  relative 
to  reduction  of  invested  capital  because  of  taxes  for  the  preceding 
taxable  period,  Congress  has  definitely  settled  any  question  in  this 
regard  by  section  1207  of  the  Revenue  Act  of  1926.  •  See  Russel  Wheel 
<&  Foundry  Go .,  3  B.  T.  A.  1168. 

Judgment  will  be  entered  for  the  Commissioner. 


Wise  Realty  Corporation,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  3770.  Promulgated  December  14,  1926. 

1.  Salaries  for  the  year  1919  were  neither  paid  ncTr  accrued  dur¬ 
ing  that  year  and  are  not  deductible  under  section  234(a)  (1)  of 
the  Revenue  Act  of  1918. 

2.  As  to  other  items  in  controversy,  action  of  the  Commissioner 
has  been  approved  as  correct  for  lack  of  evidence  to  the  contrary. 

H.  H.  Shelton ,  Esq.,  for  the  petitioner. 

Bruce  A.  Low ,  Esq .,  for  the  respondent. 

The  Commissioner  determined  the  following  deficiencies : 

For  1919 _ $6, 121.  80 

For  1920 _  2, 174.  04 

For  1921 _  1,  226.  60 

Total _  9,  522.  44 

For  1918  there  was  no  tax  due  and  for  1922  there  was  an  over- 

assessment. 

Not  all  of  the  total  deficiency  is  in  controversy.  The  petitioner 
alleged  that  in  arriving  at  the  gross  profit  from  the  sale  of  lots,  the 
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Commissioner  did  not  deduct  a  sufficient  amount  for  the  cost  of 
the  lots;  that  he  placed  an  excessive  value  on  the  unsold  land  and 
had  not  considered  lands  used  in  streets  and  alleys  in  his  computa¬ 
tion  of  gross  profit;  that  he  erred  in  refusing  to  allow  a  deduction 
of  $10,400  in  1919,  as  claimed  on  an  amended  return  for  that  year, 
representing  accrued  salaries  of  officers  for  services  rendered  in 
1919  and  prior  years;  and  that  he  erroneously  increased  the  tax¬ 
able  income  for  the  year  1921  by  the  sum  of  $634.44. 

FINDINGS  OF  FACT. 

The  petitioner  was  incorporated  under  the  laws  of  Virginia  in 
August,  1913,  with  its  principal  office  at  Bristol,  Va.  The  original 
stockholders  were  four  personal  friends  and  business  associates. 

In  1913  the  corporation  purchased  331  acres  of  land  adjacent  to 
the  town  of  Appalachia,  Va.,  from  the  Interstate  Coal  &  Iron  Co. 
for  $50,000.  Part  of  the  land  is  in  a  flat,  narrow  valley  and  the 
remainder  is  on  the  sides  of  hills  and  mountains.  The  Powell  River 
runs  through  the  land  and  occupies  13  of  the  total  number  of  acres. 
There  is  no  valuable  coal  deposit  in  the  land. 

One  hundred  and  eighteen  acres  were  subdivided  into  444  town  lots 
with  the  appropriate  streets  and  alleys.  All  of  the  flat  land,  amount¬ 
ing  to  30  or  35  acres,  was  included  in  this  subdivision.  Some  of  the 
lots  were  on  steep  hills.  Few  lots  were  sold  until,  the  year  1918,  and 
most  of  the  lots  were  sold  in  the  years  1919  to  1921,  inclusive.  In 
many  of  the  sales  the  petitioner  received  small  initial  payments  and 
the  balance  at  intervals  thereafter. 

Appalachia  is  a  town  of  2,800  people,  situated  in  the  Virginia  coal 
fields.  It  is  served  by  three  railroads.  The  demand  for  the  above 
lots  decreased  as  the  coal  operations  in  the  vicinity  of  the  town  de¬ 
creased.  Since  1922  a  few  lots  have  been  sold,  but  the  market  has 
been  inactive.  Each  lot  sold  since  1922  has  brought  $200  or  more,  but 
these  were  the  best  lots  unsold  at  the  the  time.  About  one-half  of 
the  444  towm  lots  have  been  sold. 

The  revenue  agent,  upon  the  basis  of  whose  report  the  deficiency 
was  determined,  assigned  a  value  of  $10  an  acre  to  the  unsold  acreage. 
The  portion  of  this  land  situated  upon  the  mountain  sides  had  a 
value  of  not  more  than  $1  an  acre. 

J.  H.  McCue,  president,  did  the  office  work,  wrote  all  deeds,  carried 
on  all  correspondence,  and  wrote  the  minutes  of  all  meetings.  He 
was  assisted  by  his  secretary.  J.  A.  Guntner  had  direct  charge  of 
subdividing  the  land,  of  making  the  improvements,  and  of  selling  the 
lots.  Neither  of  the  other  two  stockholders  ever  did  any  work  in  con¬ 
nection  with  the  corporation’s  business.  The  four  stockholders  had, 
from  the  year  of  incorporation,  an  informal  understanding  that 
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Guntner  and  McCue  should  receive  reasonable  salaries  for  their 
services,  but  no  salaries  were  paid  and  no  entries  in  regard  to  salary 
were  made  on  the  books  or  on  the  minutes  until  July,  1919,  when  the 
minutes  show  that  salaries  were  fixed  at  $1,000  a  year  for  J.  A. 
Guntner  and  $500  a  year  for  J.  H.  McCue.  No  salaries  were  paid  in 
1919,  but  in  a  later  year  salaries  for  the  years  1913  to  1919,  inclusive, 
in  the  amount  of  $10,400,  were  entered  in  the  books  as  of  1919. 

OPINION^ 

Murdock:  Salaries  for  Guntner  and  McCue  for  the  year  1919, 
totaling  $1,500,  were  reasonable  allowances  for  personal  services 
actually  rendered,  but  were  not  paid  in  the  taxable  year  and  are  not 
proper  deductions  from  gross  income  in  that  year  in  the  absence  of 
satisfactory  proof  that  the  books  were  kept  on  the  accrual  basis  and 
that  the  amount  of  the  salaries  was  entered  thereon  in  1919,  from 
which  we  could  conclude  that  the  amount  was  accrued  in  that  year. 
The  remaining  $8,900  was  specifically  for  salaries  for  prior  years, 
was  unrelated  to  compensation  for  services  rendered  during  the  year 
1919,  and  is  disallowed  as  a  deduction  in  that  year.  Appeal  of  H.  T . 
Cushman  Mfg.  Co .,  2  B.T.A.  39;  Appeal  of  Columbia  Textile  Co ., 
2  B.T.A.  472;  Appeal  of  Green  Oil  Soap  Co .,  3  B.T.A.  467. 

The  Commissioner  admitted  that  in  his  calculation  of  the  defi¬ 
ciency  “  the  cost  of  lots  ”  for  the  year  1919  should  be  $17,646.72, 
and  that  for  the  year  1921  it  should  be  $8,199.49,  instead  of  the 
figures  used.  These  errors  should  be  corrected  in  the  redetermina¬ 
tion  of  the  deficiency  in  accordance  with  this  opinion. 

We  are  unable  to  find  any  satisfactory  evidence  to  convince  us 
that  the  determination  of  the  Commissioner  was  otherwise  in  error. 
There  is  not  sufficient  data  in  evidence  from  which  we  can  compute 
a  cost  of  the  lots  in  excess  of  that  computed  by  the  Commissioner, 
nor  from  which  the  Commissioner’s  computation  can  be  tested.  So 
far  as  the  record  discloses,  the  unsold  land  consists  of  about  200 
acres,  worth  not  more  than  $1  an  acre,  and  an  unknown  number  of 
lots,  worth  an  unknown  amount.  We  are  in  ignorance  of  the  value 
which  the  Commissioner  placed  upon  the  unsold  land.  How,  then, 
can  we  say  that  it  was  excessive,  or  how  can  we  say  what  the  correct 
amount  should  be?  There  was  no  evidence  offered  in  regard  to  the 
item  of  $634.44,  and  that  offered  to  prove  that  the  Commissioner 
neglected  to  consider  land  used  for  streets  and  alleys  was  not  con¬ 
vincing. 

Judgment  will  be  entered  after  15  days ’ 
notice ,  under  Rule  50. 

. . .  .  o 
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Alexander  Krauss,  Petitioner,  v.  Commissioner  of  Internal 
,  Revenue,  Respondent. 

Docket  No.  3611.  Promulgated  December  15,  1926. 

Amount  of  traveling  expenses  deductible  under  section 
214(a)  (1)  of  the  Revenue  Act  of  1921  determined. 

Alexander  Krauss  pro  se. 

A.  H.  Murray ,  Esq.,  for  the  respondent. 

This  is  an  appeal  from  the  determination  of  a  deficiency  in  income 
tax  for  the  year  1923  in  the  amount  of  $135.32.  The  deficiency  arises 
from  the  Commissioner’s  refusal  to  allow  a  deduction  of  $3,338.23, 
alleged  traveling  expenses. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  resident  of  New  York  City.  During  the  year 
1923  he  was  employed  as  a  traveling  salesman  by  G.  &  H.  Fuld  and 
Gardner  and  Moll,  carrying  laces,  embroideries  and  ribbons. 

The  petitioner  worked  on  a  commission  basis,  paying  his  own 
expenses  with  the  exception  of  a  contribution  by  his  employers  of  $10 
per  week.  The  sum  contributed  by  his  employers  toward  traveling 
expenses  was  included  in  the  petitioner’s  return  as  income. 

His  traveling  expenses  included  railroad  and  Pullman  fares,  hotel 
bills,  charges  for  sample  carriers,  baggage  transfers,  excess  baggage, 
automobile  hire,  telegraph  and  telephone,  sample  rooms,  and  enter¬ 
tainment  of  customers. 

Starting  in  each  instance  at  New  York,  the  petitioner  made  about 
12  or  14  business  trips  during  the  taxable  year.  He  visited  numerous 
Virginia,  West  Virginia,  Maryland,  and  Delaware  points,  spending 
approximately  38  weeks  on  the  road.  In  the  course  of  these  travels 
he  made  3  direct  trips  from  New  York  to  Charlottesville,  Va.  The 
railroad  and  Pullman  fares  between  the  cities  named  were  $12.19  and 
$3.75,  respectively. 

Records  of  the  petitioner’s  traveling  expenses,  itemized  in  detail, 
were  lost  or  destroyed  after  the  filing  of  his  1923  tax  return. 

OPINION. 

Murdock  :  The  petitioner  undoubtedly  had  traveling  expenses  dur¬ 
ing  the  year  1923,  and  we  are  convinced  that  most  of  them  would  be 
proper  deductions.  Rut  in  only  one  instance  has  he  given  satisfac¬ 
tory  evidence  of  an  amount  of  money  spent  and  of  the  purpose  for 
which  it  w'as  spent,  and  in  that  instance  only  can  we  decide  that  the 
determination  of  the  Commissioner  was  incorrect.  The  petitioner  is 
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entitled  to  deduct  $47.82  for  railroad  and  Pullman  fare  for  3  trips 
from  New  York  to  Charlottesville,  Ya.  Otherwise  the  determination 
of  the  Commissioner  is  approved. 

Judgment  will  be  entered  after  15  days ’ 
notice ,  under  Rule  50. 


Lafayette  Hotel  Co.,  Inc.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  1332.  Promulgated  December  15,  1926. 

Evidence  held  insufficient  to  show  that  leases  for  which  capital 
stock  of  $10,000  par  value  was  issued  had  that  or  any  other 
value. 

Eldon  S.  Lazarus ,  Esq .,  for  the  petitioner. 

Henry  Ravenel ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  deficiencies  in 
income  and  profits  taxes  of  $1,105  and  $920  for  the  fiscal  years  1919 
and  1920,  respectively.  The  deficiencies  result  from  the  respondent 
disallowing  for  each  year  a  deduction  of  $2,000,  representing  ex¬ 
haustion  of  five-year  leases  for  which  the  petitioner  had  issued  com¬ 
mon  stock  of  a  par  value  of  $10,000. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Louisiana  corporation  with  its  principal  office 
at  New  Orleans.  During  the  years  involved  in  this  proceeding  it 
operated  a  hotel  which  contained  80  guest  rooms  and  56  baths. 

During  the  latter  part  of  1915,  or  in  the  early  part  of  1916,  Albert 
Aschaffenburg,  who  was  a  real  estate  operator,  promoter  of  business 
enterprises  and  builder  of  hotels  and  apartment  houses,  began  ne¬ 
gotiations  with  Adam  Wirth,  a  builder,  an  owner  of  real  estate, 
and  a  man  of  considerable  means,  for  a  lease  on  a  building  which 
Wirth  proposed  to  construct  on  property  located  in  the  best  retail 
section  of  the  commercial  district  of  New  Orleans  and  near  the 
leading  hotel  and  one  of  the  largest  parks  in  the  city. 

Wirth’s  original  plans  were  to  erect  an  apartment  hotel  to  consist 
of  housekeeping  apartments.  Upon  being  advised  by  Aschaffenburg 
that  he  would  take  a  lease  on  the  property  if  the  plans  were  changed 
and  certain  adjustments  made  so  that  it  could  be  used  as  a  commer¬ 
cial  hotel,  Wirth  modified  his  plans  accordingly.  On  August  15, 
1916,  Wirth  and  Aschaffenburg  signed  an  agreement  whereby  the 
upper  floors  of  the  building  and  a  portion  of  the  lower  floor  were 
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leased  by  Wirth  for  a  period  of  five  years  from  October  1,  1916,  at 
•  a  reptal  of  $730  per  month  for  the  first  three  years  and  $780  per 
month  for  the  remaining  two  years.  Provision  was  made  for  re¬ 
newal  for  an  additional  five  years  at  a  monthly  rental  of  $855.  On 
August  25,  1916,  the  parties  signed  another  agreement  whereby  an 
additional  part  of  the  lower  floor  was  leased  by  Wirth  for  a  period 
of  five  years  at  a  monthly  rental  of  $75,  with  the  privilege  at  the 
expiration  of  five  years  of  renewing  the  lease  for  another  five  years 
at  the  same  rental.  Inasmuch  as  the  building  was  not  completed,  the 
agreements  contained  certain  provisions  relating  to  plans  and  speci¬ 
fications  for  completion.  Notes  payable  op  the  dates  the  rent  was 
due  and  for  the  amounts  due  on  each  date  were  given  by  Aschaffen- 
burg  at  the  time  the  agreements  were  signed.  The  agreements  also 
provided  that  the  leased  property  was  to  be  used  for  hotel  purposes. 

Each  of  the  agreements  contained  a  provision  that  when  “La¬ 
fayette  Hotel  Company,  Incorporated,  is  duly  established  as  a  corpo¬ 
ration,  and  furniture  installed  as  intended  in  the  building  and  ready 
for  possession  and  use  to  carry  on  the  business  under  its  said  title, 
the  said  lessor  consents  and  agrees  that  this  lease  may  and  shall  be 
transferred  by  the  said  lessee  to  the  said  Lafayette  Hotel  Company, 
who  shall  assume  all  obligations  thereunder,  especially  the  payment 
of  the  rent  notes  executed  under  this  lease,  and  the  said  Albert 
Aschaffenburg,  individually,  shall  be  released  from  any  and  all  obli¬ 
gations  as  lessee.71 

Some  thirty  to  sixty  days  prior  to  August  30,  1916,  Aschaffenburg 
had  conferred  with  some  of  his  acquaintances  relative  to  the  forma¬ 
tion  of  a  corporation  for  the  purpose  of  operating  a  hotel  in  the 
building  being  erected  by  Wirth. 

On  August  30,  1916,  the  piroposed  company  was  incorporated 
under  the  name  of  the  “  Lafayette  Hotel  Company,  Incorporated.” 
The  objects  and  purposes  of  this  corporation  were: 

To  purchase,  lease,  or  otherwise  acquire,  for  cash  or  on  terms  of  credit,  real 
estate  in  the  City  of  New  Orleans,  or  elsewhere ;  to  erect  thereon  hotels  or  other 
buildings,  and  to  sell,  lease  or  otherwise  dispose  of  same ;  to  own,  lease  and 
operate  in  the  City  of  New  Orleans  and  elsewhere  one  or  more  hotels,  and  all 
adjuncts  and  accessories  thereto,  including  restaurants,  bar  rooms,  barbershops, 
baths,  news  and  cigar  stores,  roof  gardens,  and  to  furnish  amusements  there¬ 
for  ;  to  do  and  perform  any  and  all  things  for  the  pleasure,  comfort,  convenience 
and  amusement  of  guests  in  said  hotels ;  to  promote  immigration  and  travel  to 
the  City  of  New  Orleans ;  to  own  the  stocks  and  bonds  of  other  corporations  and 
particularly  of  corporations  engaged  in  buying,  selling  and  leasing  real  estate 
and  hotels  and  in  operating  same ;  and  generally  to  do  any  and  all  things 
necessary,  pertinent  or  convenient  to  the  powers  herein  and  hereby  conferred. 

The  articles  of  incorporation  provided  for  a  capital  stock  of 
$20,000,  consisting  of  200  shares  of  a  par  value  of  $100  per  share. 
The  capital  stock  was  divided  into  100  shares  preferred  and  100 
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shares  common.  The  respective  rights  of  the  two  classes  of  stock 
were  as  follows : 

Both  kinds  or  classes  of  stock  shall  enjoy  the  same  privileges  of  voting  for 
the  election  of  officers  or  any  business  of  the  company,  the  only  -restriction  or 
qualification  being  that  before  any  dividends  are  set  apart  or  paid  on  the  com¬ 
mon  stock,  the  holders  of  the  preferred  stock  must  have  received  in  dividends 
an  amount  equal  to  50  per  cent  of  the  amount  of  the  original  subscription. 
When  dividends  equal  to  50  per  cent  of  the  amount  of  the  original  subscription 
to  the  preferred  stock  shall  have  been  paid,  thereafter  the  common  and  pre¬ 
ferred  stockholders  shall  stand  on  an  equal  footing,  and  such  dividends  as  shall 
be  declared  and  paid,  shall  be  declared  and  paid  on  the  total  amount  of  capital 
stock,  to  wit,  $20,000  or  any  increase  thereof. 

Relative  to  the  payment  for  Aschaffenburg’s  stock  subscription, 
the  articles  of  incorporation  provided : 

The  subscription  to  the  capital  stock  of  this  corporation  by  Albert  Aschaffen- 
burg,  being  for  one  hundred  shares  of  stock,  of  the  par  value  of  One  Hundred 
Dollars  consisting  of  property,  and  shall  be  payable  by  said  Albert  Aschaffen- 
burg  by  the  assignment  by  him  to  this  corporation  of  certain  leases  made  and 
entered  into  between  him  and  Adam  Wirth  dated  the  15th  and  the  25th  days 
of  August,  1916,  being  for  a  certain  five  story  brick  building  situated  on 
St.  Charles  Street,  between  South  and  Girod  Streets,  consisting  of  the  entire 
four  upper  floors  or  stories,  together  with  a  main  entrance  on  St.  Charles 
Street  front  and  the  portion  of  the  ground  or  first  floor  described  as  stores 
No.  3  and  4  adjoining  said  entrance  on  the  lower  or  South  Street  side,  with 
privilege  to  rear  entrance  to  alley  way.  This  lease  is  for  a  time  of  five  years 
commencing  on  the  first  day  of  October,  1916,  and  ending  on  the  30th  day  of 
September,  1921,  at  the  rate  of  $730  per  month,  for  the  first  three  years,  and 
$780  per  month  for  the  remaining  two  years,  with  the  privilege  for  a  renewal 
of  another  five  years.  The  directors  of  this  corporation  hereby  appraise  the 
said  leases  at  the  value  of  $10,000  accepting  the  assignment  of  same,  and 
authorize  the  issuance  of  said  stock  to  said  Albert  Aschaffenburg  in  full 
payment  thereof. 

Common  stock  amounting  to  $10,000  par  value  was  issued  to 
Aschaffenburg,  in  accordance  with  the  articles  of  incorporation,  for 
the  leases  upon  the  organization  of  the  corporation,  while  the  pre¬ 
ferred  stock  amounting  to  $10,000  was  issued  for  cash. 

At  a  special  meeting  of  the  board  of  directors  on  November  17, 
1917,  the  petitioner  corporation  by  resolution  assumed  full  liability 
for  the  payment  of  the  rent  notes  given  by  Aschaffenburg  to  Wirth 
and  obligated  itself  to  pay  all  rentals  due  or  to  become  due  on  the 
leases  assigned  to  it  by  Aschaffenburg. 

Aschaffenburg  was  the  moving  spirit  in  the  organization  of  the 
petitioner  corporation,  and  because  of  his  previous  success  was  influ¬ 
ential  in  forming  it.  He  was  president  and  supervised  the  opera¬ 
tion  of  the  hotel  during  the  first  year. 

The  petitioner,  in  its  returns  for  the  fiscal  years  1919  and  1920, 
deducted  $2,000,  representing  the  exhaustion  of  the  leases  it  had 
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acquired  from  Aschaffenburg.  These  deductions  were  disallowed  by 
the  respondent  upon  the  ground  that  the  leases  were  acquired  for 
the  corporation  and  without  initial  cost  and  had  no  value  for  de¬ 
preciation  purposes. 

OPINION. 

Trammell:  At  the  hearing  the  petitioner  produced  a  real  estate 
dealer  who  claimed  that  he  assisted  Aschaffenburg  in  negotiating 
the  leases.  He  could  recall  nothing  as  to  the  offers  and  counter  offers 
made  during  the  several  months  that  the  negotiations  were  in  prog¬ 
ress.  He  could  tell  nothing  as  to  the  development  of  negotiations  in 
the  different  steps.  He  testified  that  in  his  opinion  the  leases  ac¬ 
quired  by  Aschaffenburg  were  worth  $10,000  in  excess  of  the  rental 
payments  due  under  them.  He  also  testified  that  this  was  a  retro¬ 
spective  appraisal  and  that  he  did  not  place  a  value  on  the  leases 
in  1916. 

Another  real  estate  dealer,  who  had  no  personal  knowledge  of 
conditions  and  circumstances  existing  at  the  time  of  the  execution 
or  transfer  of  the  lease,  testified  as  to  a  value  substantially  the  same 
as  the  preceding  witness,  but  qualified  his  testimony  to  the  extent  of 
saying  that  this  value  is  dependent  upon  the  discount  the  owner  of 
the  lease  was  willing  to  accept. 

We  are  asked  to  find  that  the  leases  made  after  several  months  of 
negotiations  between  men  dealing  at  arm’s  length  and  experienced 
in  real  estate  operations  and  dealings  had  a  value  of  approximately 
25  per  cent  in  excess  of  the  rentals  payable  thereunder. 

After  a  consideration  of  the  evidence  in  the  case,  we  are  unable 
to  find  that  the  leases  had  a  value  of  $10,000  or  any  other  amount  in 
excess  of  the  rentals  due  thereunder.  The  rental  value  of  the  leased 
premises  as  determined  by  the  lessor  and  the  lessee,  Aschaffenburg, 
less  than  three  weeks  before  the  transfer  of  the  leases  to  the  cor¬ 
poration,  both  parties  being  familiar  with  the  conditions  and  circum¬ 
stances,  is  stronger  evidence  than  the  opinions  of  expert  witnesses 
who  are  not  shown  to  have  had  a  personal  knowledge  of  conditions 
as  they  existed  when  the  leases  were  transferred  or  executed.  No 
evidence  was  introduced  to  show  that  the  property  had  a  greater 
rental  value  on  August  30,  when  the  leases  were  turned  over  to  the 
corporation,  than  it  had  on  August  15  and  August  25,  when  the 
leases  were  signed.  The  leases  were  not  effective  until  October  1, 
1916,  which  was  after  the  date  of  the  organization  of  the  corpora¬ 
tion,  and  from  all  the  evidence  it  appears  that  they  were  acquired 
for  the  purpose  of  being  transferred  to  the  corporation. 

Judgment  ivill  be  entered  for  the  C omniissioner. 

24851—27 - 2 
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Chas.  W.  Slater,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  4134.  Promulgated  December  15,  1926. 

The  evidence  fails  to  show  that  the  Commissioner  was  in  error 
when  he  included,  in  the  calculation  of  the  1920  deficiency,  income 
received  from  the  sale  of  notes  in  1920  at  a  price  which  was 
greater  than  their  fair  market  value  in  1919. 

Samuel  V.  Marhley ,  Esq.,  for  the  petitioner. 

M.  N.  Fisher ,  Esq.,  for  the  respondent. 

Income  taxes  for  the  calendar  year  1920,  in  an  amount  less  than 
$10,000,  are  in  controversy. 

The  petitioner  complains  that  his  income,  as  shown  in  his  return 
for  the  year,  has  been  increased  by  $23,000,  an  amount  which  he  did 
not  receive,  and  alleges  that  he  is  entitled  to  deduct  $19,000  expended 
in  carrying  on  his  business,  which  amount  was  not  claimed  as  a 
deduction  in  his  income-tax  return. 

FINDINGS  OF  FACT. 

The  petitioner,  an  individual  residing  in  Washington,  D.  C.,  has 
been  engaged  for  many  years  in  promoting  various  enterprises.  He 
spent  money  each  year  in  conducting  his  business. 

For  five  years  the  petitioner  had  been  engaged  in  acquiring  a  one- 
fourth  interest  in  a  mining  lease  in  Utah.  In  1919  he  sold  his 
interest  in  the  lease  through  L.  R.  Robinson  of  New  York  City,  and 
received  in  payment  five  unsecured  promissory  notes,  dated  June  9, 
1919,  for  $10,000  each.  One  note  matured  on  the  9th  day  of  each  of 
the  months  of  January,  February,  March,  April,  and  May,  in  the 
year  1921.  There  was  written  on  the  face  of  each  note  “  This  note 
has  privilege  of  a  20  per  cent  curtail  at  each  maturity.  .  Renewal 
note  for  balance.” 

In  1919,  in  attempting  to  dispose  of  these  notes,  the  petitioner 
went  to  Pittsburgh  a  number  of  times;  to  New  York,  to  Philadelphia, 
and  to  Washington,  but  could  find  no  market  for  them  at  any  price 
at  banks  or  elsewhere.  In  1920  he  sold  them  to  H.  Lamson,  of 
Washington,  D.  C.,  for  checks  in  the  amount  of  $30,000.  Some  of 
these  checks  were  dated  ahead  as  much  as  nine  months  and  all  were 
given  a  future  date.  In  the  same  year  the  petitioner  received  $27,000 
for  the  checks  from  H.  W.  Van  Senden,  Washington,  D.  C. 

On  his  income-tax  return  for  1920,  in  Schedule  D. — Profit  From 
Sale  of  Land,  Buildings,  Stocks,  Bonds  and  Other  Property,  and 
From  Liquidating  Dividends — under  the  following  headings,  he 
made  the  following  entries : 
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1.  Kind  of  Property _ Mineral  Lease. 

2.  Name  and  Address  of  Purchaser  or  Broker — L.  R.  Robinson,  New  York,  N.  Y. 

3.  Sale  Price  or  Liquidating  Dividends  (All  in  notes) - $50,000 

4.  Date  Acquired - Blank 

5.  Cost,  or  if  Acquired  Prior  to  Mar.  1,  1913,  the  Fair  Market  Value 

on  that  Date - - $19,  000 

6.  Cost  of  Subsequent  Improvements,  if  any - $23,  000 

7.  Depreciation -  Blank 

Net  Profit  from  Sales  (total  of  columns  3  and  7  minus  total  of  columns 

5  and  6) -  $8,  000 


OPINION. 

Murdock:  The  petitioner  has  failed  to  produce  evidence  to  show 
that  he  is  entitled  to  a  deduction  of  any  amount  under  section 
214(a)  (1)  of  the  Revenue  Act  of  1918. 

There  was  evidence  to  show  that  the  sale  of  the  interest  in  the 
lease  took  place  in  1919,  instead  of  in  1920,  as  shown  in  the  return; 
that  the  notes  received  had  no  market  value  in  1919;  but  that  in 
1920,  the  petitioner  exchanged  them  for  $30,000  in  checks,  which 
he  then  sold  for  $27,000  in  cash  or  its  equivalent. 

When  property  is  exchanged  for  notes  of  a  third  party,  income 
is  realized  in  the  year  in  which  the  tranaction  takes  place  to  the 
extent  that  the  fair  market  value  of  the  notes  exceeds  the  cost  of 
the  property,  where  that  property  was  acquired  subsequent  to 
March  1,  1913.  Appeal  of  Aaron  Wolf  son,  1  B.  T.  A.  538;  Appeal  of 
E.  Alice  James ,  1  B.  T.  A.  548. 

We  are  not  concerned  with  the  petitioner’s  income  for  the  year 
1919,  and  we  do  not  know  whether  or  not  it  was  correctly  determined. 
There  is  nothing  to  indicate  that  the  Commissioner  has  not  excluded 
the  items  indicated  on  Schedule  D  of  the  1920  return  in  his  calcula¬ 
tion  of  income  for  that  year.  The  deficiency  letter  for  1920  is  not 
before  us  and  we  do  not  know  just  how  the  deficiency  was  deter¬ 
mined,  but  there  is  no  satisfactory  evidence  to  show  that  it  was 
not  correctly  calculated  upon  income  received  from  the  sale  of 
notes  in  1920  at  a  price  which  was  greater  than  their  fair  market 
value  in  1919. 

Judgment  will  be  entered  after  15  days' 
notice ,  under  Rule  50. 


Gray  Knox  Marble  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  7263.  Promulgated  December  15.  1926. 

E.  H.  Shelton ,  Esq.,  for  the  petitioner. 

A.  R.  Marrs,  Esq.,  for  the  respondent. 
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The  taxes  in  controversy  in  this  proceeding  are  income  and  profits 
taxes  for  the  calendar  year  1919  in  the  amount  of  $3,144.07. 

FINDINGS  OF  FACT. 

Petitioner  is  a  Tennessee  corporation  with  its  principal  office  at 
Knoxville.  It  was  organized  in  May,  1917.  The  corporation  was 
organized  by  J.  B.  Jones  and  others  who,  in  return  for  its  shares  of 
capital  stock,  transferred  to  it  certain  property  of  the  value  of 
$86,314.18,  which  represents  the  correct  amount  of  the  petitioner’s 
invested  capital. 

OPINION. 

Korner,  Chairman:  In  its  petition  the  petitioner  alleged  that  the 
respondent  erred  (1)  in  denying  its  application  for  special  assess¬ 
ment,  and  (2)  in  refusing  to  include  in  its  invested  capital  the  value 
of  leasehold  properties  transferred  to  it  for  its  shares  of  capital 
stock  at  the  value  of  $100,000.  At  the  hearing  the  petitioner  ex¬ 
pressly  abandoned  its  first  assignment  of  error,  and  by  agreement 
of  the  parties,  the  value  of  the  property  received  for  its  shares  of 
capital  stock  was  fixed  at  $86,314.18.  The  tax  should  be  recomputed 
by  the  allowance  of  the  latter  amount  as  invested  capital. 

Judgment  will  be  entered  on  10  days’  notice , 
under  Rule  50. 


Leroy  G.  Evans,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  7347.  Promulgated  December  15,  1926. 

Upon  a  sale  of  personal  property,  the  receipt  of  an  agreement 
from  the  purchasers  to  execute  promissory  notes  in  a  subsequent 
year,  in  part  payment  of  purchase  price,  does  not  constitute  the 
receipt  of  cash  or  its  equivalent  to  the  seller  who  accounts  on  a  • 
basis  of  cash  receipts  and  disbursements. 

James  G.  Stewart,  Esq.,  for  the  petitioner. 

F.  O.  Graves,  Esq.,  for  the  respondent. 

The  taxes  in  controversy  are  income  taxes  for  the  calendar  year 
1920  in  the  amount  of  $10,664.68. 

FINDINGS  OF  FACT. 


Petitioner  is  a  citizen  of  Ohio.  On  November  29,  1920,  he  entered 
into  an  agreement  with  E.  N.  Miller  and  It.  E.  Tulloss  to  sell  to 
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them  60  shares  of  the  capital  stock  of  the  Springfield  Abattoir  Co., 
of  Springfield,  Ohio,  represented  by  Certificates  Nos.  33,  34,  and  49, 
for  a  total  consideration  of  $60,000.  Of  this  amount,  $5,000  was  to 
be  paid  in  cash  and  $15,000  in  United  States  Government  bonds. 
For  the  balance  of  the  consideration  due,  viz,  $40,000,  Miller  and 
Tulloss  agreed  to  execute  and  deliver  on  the  2nd  day  of  January, 
1921,  two  promissory  notes  of  that  date  in  the  amount  of  $20,000 
each,  payable  to  the  order  of  the  petitioner,  one  on  or  before  one 
year  from  date  and  the  other  on  or  before  two  years  from  date, 
with  interest  at  6  per  cent  per  annum  until  paid.  Miller  and  Tulloss 
further  agreed  that  at  the  time  of  the  execution  and  delivery  of  the 
notes  they  would  deposit  with  the  First  National  Bank  of  Spring- 
field,  Ohio,  as  collateral  security  for  the  payment  of  said  notes,  the 
three  certificates  of  stock  of  the  Springfield  Abattoir  Co.  which 
were  purchased  by  them,  said  stock  to  be  returned  to  them  when 
the  notes  were  paid,  and  that  in  the  event  of  the  nonpayment  of 
such  notes,  the  petitioner  should  have  the  right  to  sell  said  stock  for 
the  payment  of  any  balance  due  upon  the  notes. 

It  was  further  agreed  that  Miller  would  deliver  to  the  petitioner 
his  passbook  No.  19050  of  the  Merchants  &  Mechanics  Savings  & 
Loan  Association  of  Springfield,  Ohio,  which  showed  a  balance  due 
Miller  of  $10,000,  and  also  his  passbook  No.  18858  of  the  Springfield 
Building  &  Loan  Association  of  Springfield,  Ohio,  which  showed  a 
balance  due  Miller  of  $20,000,  for  the  faithful  performance  of  the 
agreement  by  Miller  and  Tulloss,  but  that,  when  said  notes  were 
executed  and  delivered  by  Miller  and  Tulloss  to  the  petitioner  and 
the  stock  deposited  as  collateral  with  the  bank  to  secure  such  notes, 
these  passbooks  should  be  returned  to  Miller;  and,  in  the  event  that 
Miller  and  Tulloss  failed  to  execute  and  deliver  such  notes  and  to 
deposit  the  stock  as  collateral  thereto,  then  the  petitioner  should  have 
the  right  to  withdraw  the  money  represented  by  these  passbooks 
and  apply  the  same  upon  the  indebtedness  owing  to  him  by  Miller 
and  Tulloss  and  to  have  the  further  right  to  proceed  against  them 
and  the  property  of  each  of  them  for  any  balance  that  might  be  due 
the  petitioner  on  the  purchase  price  of  the  stock,  with  interest  there¬ 
on  from  January  2,  1921. 

The  entire  transaction  between  the  parties  to  this  agreement  was 
carried  out  strictly  in  accordance  with  the  terms  thereof.  On 
November  29,  1920,  petitioner  transferred  the  60  shares  of  stock  in 
question  to  Miller  and  Tulloss  and  on  that  date  received  $5,000  in 
cash  and  $15,000  in  Liberty  bonds,  and  he  also  received  the  pass¬ 
books  of  the  associations  mentioned  above,  the  property  of  Miller. 
On  January  2,  1921,  Miller  and  Tulloss  executed  and  delivered  two 
notes  to  the  petitioner  in  the  amount  of  $20,000  each,  in  accordance 
with  the  terms  of  their  agreement,  and  placed  the  stock  which  the 
petitioner  had  transferred  to  them  in  the  hands  of  the  First  National 
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Bank  of  Springfield,  Ohio,  as  collateral  security  for  the  payment  of 
the  notes.  At  that  time  the  petitioner  returned  to  Miller  the  pass¬ 
books  mentioned  above. 

The  two  notes  executed  and  delivered  by  Miller  and  Tulloss  on 
January  2,  1921,  were  afterwards  paid  during  the  year  1921  and  due 
return  was  made  of  the  profit  accruing  therefrom  in  the  petitioner’s 
return  for  the  vear  1921. 

The  petitioner  has  always  kept  his  books  and  made  his  returns 
upon  the  basis  of  cash  receipts  and  disbursements. 

The  respondent  held  that,  upon  the  execution  of  the  agreement 
and  the  payment  of  the  $20,000  in  cash  and  Liberty  bonds,  the 
transaction  was  closed.  Accordingly,  he  determined  that  the  entire 
profit  thereon  was  returnable  during  the  year  1920,  which  resulted 
in  an  additional  tax  of  $10,664.68  for  the  year  1920,  and  a  reduction 
of  the  petitioner’s  tax  liability  for  the  year  1921  in  the  amount  of 
$4,585.64. 

OPINION. 

Korner,  Chairman:  The  petitioner  kept  his  accounts  and  reported 
his  income  on  the  basis  of  cash  receipts  and  disbursements.  When 
he  sold  the  60  shares  of  stock  to  Miller  and  Tulloss  he  received  two 
things.  One  was  $20,000  (of  which  $5,000  was  cash  and  $15,000 
was  United  States  Government  bonds)  ;  the  other  was  an  agreement 
that  on  the  2nd  day  of  the  following  January,  Miller  and  Tulloss 
would  execute  and  deliver  to  petitioner  their  promissory  notes  in  the 
amount  of  $40,000,  payable  one  and  two  years  after  date. 

The  agreement  was  carried  out.  Miller  and  Tulloss  executed  their 
notes  as&they  had  agreed  to  do.  Petitioner  gave  back  to  Miller  the 
passbooks  of  the  latter.  This  occurred  on  January  2,  1921.  The 
promissory  notes  were  executed  that  day  and  were  discharged  by 
payment  some  time  during  the  year  1921. 

The  petitioner  reported  the  receipt  of  $20,000  in  his  tax  retuin  for 
1920,  and  of  $40,000  in  his  tax  return  for  1921,  and  reported  the 
profits  accordingly.  The  respondent,  in  his  determination  of  the 
deficiency  in  question  here,  treated  the  entire  $60,000  as  received  in 
1920  and  the  entire  profit  on  the  transaction  as  realized  in  1920. 

When  a  taxpayer  properly  accounts  on  a  basis  of  cash  receipts  and 
disbursements,  income  must  be  received.  Section  213  (a)  of  the 
Revenue  Act  of  1918  provides : 

The  amount  of  all  such  items  [items  included  in  the  term  “  gross  income  ] 
shall  be  included  in  the  gross  income  for  the  taxable  year  in  -which  received  by 
the  taxpayer,  unless,  under  methods  of  accounting  permitted  under  subdivision 

(b)  of  section  212,  any  such  amounts  are  to  be  properly  accounted  for  as  of  a 

different  period. 

Section  212  (b)  provides  that  the  net  income  shall  be  computed  in 
accordance  with  the  method  of  accounting  regularly  employed  in 
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keeping  the  books  of  the  taxpayer.  The  petitioner’s  regularly 
employed  method  was  that  of  cash  receipts  and  disbursements. 

The  question  before  us  is  thus  narrowed  to  the  single  issue  of 
whether  petitioner  received  cash  or  its  equivalent  in  the  amount  of 
$60,000  in  the  year  1920  out  of  the  transaction  herein  referred  to. 

We  do  not  need  to  discuss  here  what  would  be  the  effect  if  he  had 

\ 

received  the  promissory  notes  of  Miller  and  Tulloss  in  1920.  The 
fact  is  he  did  not  receive  such  notes  until  1921.  What  he  did  receive 
in  1920  was  a  promise  to  execute  such  notes  the  following  year.  In 
our  opinion,  this  was  not  the  receipt  in  1920  of  cash  or  its  equivalent. 

But  it  is  argued  that  the  promise  to  execute  the  notes  in  futuro 
was  secured  by  collateral  and  that  there  was  thereby  a  receipt  of 
cash  or  its  equivalent.  We  do  not  think  so.  Under  the  terms  of  the 
agreement,  the  petitioner  had  no  right  to  withdraw  any  moneys 
on  the  passbooks  of  Miller  until  there  had  been  a  default  by  Miller 
and  Tulloss.  There  could  not  be  a  default  by  them  until  January 
2,  1921.  In  the  meantime,  the  passbooks  were  held  by  petitioner 
as  the  property  of  Miller,  as  a  pledge.  If  Miller  had  placed  a 
diamond  ring  in  petitioner’s  hands  under  the  same  circumstances, 
we  can  not  believe  that  it  could  be  deemed  to  be  income  to  the  peti¬ 
tioner.  As  a  matter  of  fact,  petitioner  never  had  a  right,  under 
the  agreement,  to  draw  out,  dispose  of,  or  reduce  to  possession  the 
moneys  represented  by  the  passbooks,  because  Miller  and  Tulloss 
did  not  default  their  agreement.  Accordingly,  it  was  obligatory  on 
petitioner  to  return  the  passbooks  intact  to  the  petitioner  which,  in 
fact,  he  did  in  1921.  Since  we  are  here  concerned  only  with  the 
calendar  year  1920,  it  is  apparent  that  there  could  not  have  been 
a  default  by  Miller  and  Tulloss  in  that  year,  nor  was  there  any  means 
by  which  petitioner  could  realize  or  receive  income  on  the  pass¬ 
books  in  that  year.  It  is  equally  true  that  he  did  not  receive  any 
additional  sums  by  reason  of  the  promise  of  Miller  and  Tulloss  to 
execute  and  deliver  promissory  notes  in  a  subsequent  year.  We  do 
not  believe  the  theory  of  installment  sales  has  any  application  here, 
one  way  or  another.  Under  any  theory,  there  must  be  a  receipt  of 
something  which  represents  cash  or  its  equivalent,  or  which  may 
be  made  available  to  the  seller  as  such.  In  the  circumstances  of  this 
case,  we  do  not  believe  these  conditions  to  be  met.  Even  if  it  should 
be  held  that  the  petitioner  received  property  by  reason  of  the  trans¬ 
action  in  question,  nevertheless,  such  property  had  no  fair  market 
value  at  the  time  of  its  receipt. 

Our  opinion  is  that  the  petitioner  received,  in  cash  or  its  equiva* 
lent  in  1920,  the  amount  of  $20,000  on  the  transaction  here  in 
question. 

Judgment  will  he  entered  on  15  days'  notice , 
under  Rule  50. 


Green  dissents. 
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Appeal  of  Fox  River  Iron  Co. 

Docket  No.  4743.  Promulgated  December  15,  1926. 

1.  Invested  capital. — The  true  cost  of  petitioner’s  buildings 
and  foundry  equipment  is  the  amount  at  which  such  properties 
must  be  reflected  in  invested  capital  and  form  a  basis  for  depre¬ 
ciation  deductions. 

2.  Depreciation. — Upon  buildings  a  reasonable  allowance  for 
exhaustion,  wear  and  tear  held  to  be  3  per  cent,  and  upon  equip¬ 
ment,  furniture,  fixtures,  etc.,  a  reasonable  allowance  held  to  be 
7%  per  cent. 

3.  Prewar  invested  capital. — A  promissory  note  written  by  one 
of  the  principal  stockholders  in  favor  of  the  taxpayer  corpora¬ 
tion  and  carried  in  its  safe  from  date  of  organization  in  1906 
until  February,  1916,  held,  not  to  have  been  a  paid-in  surplus  for 
the  purposes  of  prewar  invested  capital. 

4.  Reasonable  compensation  of  officers. — Fifteen  thousand  five 
hundred  dollars  held  to  have  been  a  reasonable  aggregate  of  com¬ 
pensation  for  four  officers  of  taxpayer  company  during  the  year 
1920.  Amounts  paid  or  credited  n  excess  of  that  above  mentioned 
disallowed  as  a  deduction. 

R.  M.  O’Hara,  Esq.,  for  the  petitioner. 

M.  N.  Fisher,  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  deficiencies  in  income 
tax  for  the  years  1918  and  1920  in  the  sums  of  $6,124.14  and  $5,689.18, 
respectively.  The  petitioner  asserts  errors  on  the  part  of  the  Com¬ 
missioner  as  follows : 

(1)  Surplus  in  both  the  years  1918  and  1920  has  been  reduced  by  the  amount 
of  $16,255.72,  representing  erroneous  and  arbitrary  additions  to  the  Deprecia¬ 
tion  Reserve  Account  at  December  31,  1916. 

(2)  There  has  been  applied  as  a  charge  against  Surplus  in  computing 
invested  capital  for  both  years  the  amount  of  $2,276.83,  representing  a  replace¬ 
ment  cost  incurred  by  the  taxpayer  in  1912,  which  amount,  should  the  Com¬ 
missioner’s  addition  to  Depreciation  Reserve  at  December  31,  1916,  be  sus¬ 
tained,  would  constitute  a  proper  charge  to  Depreciation  Reserve  instead  of 
to  Surplus. 

^3)  In  the  computation  of  the  War  Profits  Credit  in  1918,  there  has  erro¬ 
neously  been  considered  as  a  part  of  pre-war  invested  capital  the  amount  of 
$15,000.00,  representing  the  par  value  of  unissued  stock. 

(4)  In  the  computation  of  the  Depreciation  deduction  in  both  1918  and 
1920  Depreciation  on  foundry  equipment  has  erroneously  been  deducted  at  the 
rate  of  5%  per  annum  instead  of  7 %%  per  annum. 

(5)  There  has  been  erroneously  disallowed  as  a  deduction  in  1920  accrued 
salaries  of  officers  in  the  amount  of  $15,000.00. 

(6)  The  Commissioner  has  erroneously  failed  to  compute  the  Excess  Profits 
Tax  for  1920  under  sections  327  and  328 ;  and  in  the  application  of  those 
sections  in  the  determinaiton  of  the  1918  deficiency,  has  used  a  rate  higher  than 
one  which  would  be  justified  on  the  basis  of  the  proper  comparative  data. 
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At  the  hearing  Commissioner's  counsel  admitted  assignments  of 
errors  numbered  2  and  3  in  so  far  as  the  same  may  be  found  to  be 
material  in  determining  the  appeal. 

FINDINGS  OF  FACT. 

i 

The  petitioner  is  an  Illinois  corporation  organized  in  1906  and 
engaged  in  the  business  of  operating  a  foundry  in  Lockdale. 

Throughout  the  period  of  the  petitioner’s  existence  it  has  been 
its  practice  to  enter  in  its  capital  account  only  such  cost  of  building 
improvements  and  factory  equipment  as  consisted  of  materials  pur¬ 
chased  outside.  A  great  deal  of  the  equipment  was  made  by  the 
petitioner’s  own  employees  and  no  charge  to  capital  account  was 
made  on  account  of  such  additions  to  equipment.  Year  after  year 
such  additions,  replacements,  and  renewals  of  equipment  were  made 
without  any  additional  amount  being  entered  to  capital  account. 

In  the  year  1916  the  plant  and  equipment  account  appeared  upon 
the  books  in  the  amount  of  $102,190.34.  Toward  the  close  of  that 
year  the  petitioner  made  an  actual  inventory  of  all  the  buildings 
and  foundry  equipment  then  found  to  be  existing  and  in  use,  and 
from  an  examination  of  the  books  of  account  ascertained  that  the 
cost  of  all  the  buildings  and  equipment  then  on  hand  aggregated 
the  amount  of  $125,038.85,  and  against  this  total  cost  set  up  a  reserve 
in  the  amount  of  $36,064.48,  leaving  the  net  asset  value  in  the 
amount  of  $88,974.37,  and  the  books  of  account  were  on  December 
31,  1916,  adjusted  in  accordance  with  the  foregoing  figures. 

The  Commissioner,  for  the  years  1918  and  1920,  determined  a 
depreciation  rate  on  the  foundry  equipment  at  5  per  cent  and  refused 
to  allow  a  depreciation  rate  of  7%  per  cent  claimed  by  the  petitioner. 

The  petitioner  for  the  period  1916-1920  paid  annual  salaries  to  its 
officers  as  follows : 


1916  - $1,  300 

1917  -  2,  800 

1918  _  4,  522 

1919  _  1,  875 

1920  _ 15,  500 


The  officers  consisted  of  Joy  Love,  president,  Albert  Love,  vice 
president,  G.  A.  Linington,  secretary  and  treasurer.  These  men, 
with  John  Love,  and  one  George,  constituted  the  board  of  directors. 
Joy  Love,  the  president  and  general  manager,  was  a  successful 
foundry  man  and  directed  the  foundry  work  of  the  petitioner.  He 
also  managed  and  drew  salaries  from  two  other  foundries  in  which 
he  owned  a  substantial  interest.  He  spent  approximately  half  of 
his  time  with  the  petitioner.  G.  A.  Linington,  the  secretary  and 
treasurer,  superintended  the  office  work,  contracts,  legal  work,  and 
24851—27 - 3 
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the  production  and  sales  end  of  the  business.  He  was  also  a  stock¬ 
holder  and  director  in  another  foundry.  The  amount  of  work  or 
the  individual  salaries  of  the  other  Love  brothers  do  not  appear  in 
the  record.  The  director  George  took  no  active  part  in  the  business. 

On  or  about  April  16,  1920,  Joy  Love,  the  president  and  manager, 
directed  the  secretary  and  treasurer  to  enter  additional  salaries  of 
$15,000,  of  which  sum  $10,000  was  for  the  president  and  $5,000  for 
G.  A.  Linington,  the  secretary  and  treasurer.  These  amounts  were 
in  addition  to  the  regular  salaries  of  $15,500  already  authorized. 
The  entries  were  made  on  the  books  of  the  petitioner  as  directed. 
These  sums  were  not  drawn  from  the  business  until  the  year  1921. 
There  was  no  formal  meeting  of  directors  or  minutes  authorizing 
these  additional  sums,  but  it  was  informally  discussed,  approved, 
and  acquiesced  in  by  the  five  directors.  The  matter  of  salaries  was 
usually  left  to  the  president  and  general  manager,  although  there 
was  no  formal  resolution  giving  this  authorization.  It  was  the  prac¬ 
tice  of  the  directors  of  the  petitioner  to  increase  and  dimifiish  the 
salaries  each  year  according  to  the  prospects  of  the  business.  For 
the  year  1919  the  petitioner  suffered  a  loss  but  early  in  1920  the 
amount  of  business  and  contracts  on  hand  indicated  a  prosperous 
year.  This  sum  of  $15,000  was  intended  to  include  additional  salaries 
for  the  fourteen  lean  years  in  which  the  officers  had  drawn  small 
or  no  salaries,  but  there  was  no  allocation  to  any  particular  years. 
It  was  understood  among  the  officers  that  they  would  not  actually 
draw  salaries  unless  the  financial  condition  of  the  petitioner 
warranted  the  withdrawal. 

Early  in  the  year  1920  the  aggregate  of  salaries  of  the  four  officers 
of  the  company  was  fixed  at  the  sum  of  $15,500.  Later,  on  April 
16,  1920,  as  a  result  of  consultations  among  the  directors,  the  presi¬ 
dent  and  general  manager  authorized  and  caused  to  be  credited  as 
additional  compensation  for  the  year  1920  the  further  amount  of 
$15,000,  of  which  $10,000  was  on  that  date  credited  to  the  account 
of  the  president  and  $5,000  to  the  account  of  the  secretary  and 
treasurer. 

The  petitioner  kept  its  books  of  account  upon  the  accrual  basis. 

OPINION. 

Trussell:  1.  Section  326  of  the  Revenue  Act  of  1918  provides 
that  invested  capital  shall  mean  (1)  actual  cash,  (2)  actual  cash 
value  of  tangible  property  paid  in  for  stock  or  shares,  and  (3) 
paid-in  or  earned  surplus  and  undivided  profits,  exclusive  of  profits 
earned  during  the  taxable  year.  The  petitioner  found  at  the  close 
of  1916  by  actual  inventory  of  its  physical  properties  that  it  had 
capital  and  profits  represented  by  physical  properties  such  as  build- 
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ings  and  foundry  equipment  which  had  cost  $125,038.85.  It  also 
found  that  the  accrued  depreciation  upon  such  properties  at  that 
time  amounted  to  $36,064.48. 

These  properties  must  be  reflected  in  invested  capital  at  the  amount 
of  $88,974.37. 

2.  The  second  assignment  of  error  has  been  admitted  by  the  Com¬ 
missioner,  but  having  taken  the  view  of  the  invested  capital  issue 
as  set  forth  above,  the  matter  of  the  reinstating  of  the  replacement 
account  of  $2,276.83  will  be  found  to  be  wholly  immaterial. 

3.  The  record  does  not  show  why  the  $15,000  note  was  deposited 
with  the  taxpayer  corporation.  It  appears,  however,  that  this  note 
lay  in  the  files  of  the  petitioner  from  1906  to  1916  without  ever 
having  been  used  in  any  manner  and  during  the  latter  year  was 
withdrawn  from  its  files  and  destroyed.  We,  therefore,  agree  with 
the  Commissioner’s  admission  of  error  that  the  amount  of  such  note 
can  not  be  included  in  the  pre-war  invested  capital. 

4.  For  the  purposes  of  determining  net  taxable  income  for  the 
years  under  consideration,  the  statute  provides  for,  and  there  must 
be  allowed,  a  reasonable  deduction  for  exhaustion,  wear  and  tear 
of  buildings  and  equipment  used  in  the  petitioner’s  business.  The 
testimony  of  officers  of  the  taxpayer  corporation  furnishes  a  general 
description  of  the  buildings,  and,  accepting  such  descriptions,  we  are 
of  the  opinion  that  a  reasonable  allowance  for  exhaustion,  wear  and 
tear  may  properly  be  computed  at  3  per  cent.  The  testimony  con¬ 
cerning  the  foundry  equipment  discusses  the  classes  and  the  uses  of 
such  equipment,  but  does  not  furnish  the  values  of  the  several 
classes,  and,  taken  as  a  whole,  we  are  of  the  opinion  that  the  total 
equipment  account  may  be  properly  depreciated  on  the  basis  of  I1/^ 
per  cent  a  year. 

5.  Early  in  the  year  1920  the  managing  officers  of  the  taxpayer 
corporation  apparently  appreciated  that  that  year  was  to  be  one  of 
unusual  prosperity  in  the  petitioner’s  business.  And,  in  view  of  the 
fact  that  salaries  previously  paid  had  been  comparatively  small  in 
amount,  they  determined  upon  what  appears  to  be  a  generous  increase 
in  officers’  salaries  and  fixed  the  total  of  four  salaries  at  the  sum  of 
$15,500.  A  few  weeks  later  another  $15,000  was  assigned  to  this 
salary  account.  When  inquiring  as  to  the  reasonable  compensation 
for  services  of  a  corporation’s  officers  we  may  properly  consider 
the  duties  performed,  the  responsibilities  assumed,  and  the  volume 
of  business  handled,  and  a  comparison  of  these  facts  in  respect  to 
the  corporation  under  inquiry  with  like  facts  respecting  other  tax¬ 
payers  similarly  circumstanced.  In  view  of  this  petitioner’s  busi¬ 
ness,  as  disclosed  by  the  record,  the  volume  of  business  done  and  the 
results  thereof,  as  shown  by  net  income,  we  are  of  the  opinion  that 
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the  salaries  as  first  fixed  at  $15,500  for  the  four  officers  were  reason¬ 
able  and  fair,  and  that  the  further  amount  proposed  to  be  deducted 
was  properly  disallowed. 

6.  The  petitioner  produced  no  evidence  tending  to  prove  that  any 
abnormality  either  as  to  invested  capital  or  net  income,  or  other 
reason,  for  the  application  of  the  provisions  of  sections  327  and  328 
of  the  Revenue  Act  of  1918  were  present  during  the  year  1920,  and 
we  are,  therefore,  of  the  opinion  that  the  tax  liability  for  the  year 
1920  should  be  computed  in  accordance  with  the  provisions  of  sec¬ 
tion  301  of  the  Revenue  Act  of  1918. 

The  deficiencies  will  be  redetermined  in  ac¬ 
cordance  with  the  foregoing  findings  of  fact 
and  opinion  upon  15  days ’  notice ,  pursuant  to 
Rule  50 ,  and  judgment  will  be  entered  in  due 
course . 


Appeal  of  Williamson  Milling  Co. 

Docket  No.  1042.  Promulgated  December  15,  1926. 

1.  The  principal  stockholders  of  the  petitioner  owned  property 
used  to  produce  power  which  was  furnished  the  petitioner. 
Petitioner  credited  the  power  organization  for  power  furnished  on 
a  unit  production  basis  and  debited  it  for  expenditures  made  in 
its  behalf,  and  claims  as  a  deduction  the  excess  of  the  credits  over 
the  debits.  As  no  payments  were  made  by  the  petitioner  for  the 
power  furnished  nor  any  liability  for  payment  shown,  the 
amount  claimed  held  not  deductible. 

2.  Officers’  salaries  not  shown  to  have  been  authorized,  accrued 
or  paid  in  1918,  but  entered  on  petitioner’s  books  in  1919,  held 
not  deductible  from  1918  income. 

3.  Claim  for  deduction  for  repairs  disallowed  on  account  of 
lack  of  evidence  to  identify  the  items  making  up  the  amount 
claimed. 

4.  Claim  for  deductions  for  bad  debts  and  losses  denied  for  lack 
of  evidence. 

5.  In  view  of  evidence,  held,  there  was  no  intent  on  the  part  of 
petitioner  to  evade  tax,  and  50  per  cent  penalty  asserted  by 
Commissioner  disallowed. 

W.  E.  Baird ,  C.  P.  A.,  for  the  petitioner. 

Briggs  G.  Simpich ,  Esq.,  for  the  Commissioner. 

The  Commissioner  determined  deficiencies  in  income  and  profits 
taxes  for  the  calendar  years  1918  and  1919  in  the  amounts  of 
$3,183.54  and  $2,404.10,  respectively,  and  asserted  a  50  per  cent 
penalty  for  the  year  1918.  The  petitioner  alleges  error  on  the  part 
of  the  Commissioner  in  disallowing  power  expenses,  deductions  for 
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officers’  salaries,  deductions  for  repairs,  maintenance  and  supplies, 
deductions  for  bad  debts,  loss  on  sale  of  stock,  and  in  the  assertion 
of  the  fraud  penalty  for  the  year  1918. 

% 

FINDINGS  OF  FACT. 

The  petitioner,  a  Kansas  corporation  with  its  principal  office  at 
Clay  Center,  was  organized  in  1908,  and  during  the  taxable  years 
was  engaged  in  the  business  of  milling  flour  and  feed  and  in  buying 
and  selling  grain.  The  principal  stockholders  were  A.  L.  William¬ 
son,  F.  L.  Williamson,  and  A.  C.  Williamson.  A.  L.  Williamson 
died  in  April,  1918. 

In  1918  the  three  Williamsons  owned  jointly  a  dam  across  the 
Republican  River  at  Clay  Center  and  certain  other  property,  which 
were  used  to  develop  water  power,  and  also  an  auxiliary  steam  plant. 
These  properties  were  held  for  convenience  in  the  name  of  A.  L. 
Williamson,  who  was  also  the  active  manager  of  the  plant,  which 
operated  under  the  name  of  the  Williamson  Power  Co.  There  was 
no  written  agreement  between  the  Williamsons  regarding  the  owner¬ 
ship  or  operation  of  the  power  properties. 

The  Williamson  Power  Co.,  during  the  years  here  involved  and 
for  a  number  of  years  prior  thereto,  furnished  the  power  produced 
by  its  properties  to  the  petitioner.  For  the  power  thus  furnished, 
the  petitioner  at  the  close  of  each  month  credited  the  Williamson 
Power  Co.  with  an  amount  computed  on  the  basis  of  the  number  of 
barrels  of  flour  produced.  The  rate  of  computation  for  the  period 
January,  1918,  to  May,  1919,  was  10  cents  per  barrel.  No  credit 
for  power  was  entered  for  June,  1919.  For  the  period  July  to 
November,  1919,  and  for  a  part  of  December,  1919,  the  power  credit 
was  computed  at  20  cents  per  barrel.  For  the  remainder  of  Decem¬ 
ber  the  computation  was  made  at  the  rate  of  16  cents  per  barrel  of 
flour  produced.  Other  credits,  representing  sales  of  sand,  machin¬ 
ery,  and  crops  produced  on  the  company  properties,  were  entered 
in  the  Power  Company  account  from  time  to  time  by  the  petitioner. 
Expenditures  made  by  the  petitioner  on  behalf  of  the  Power  Com¬ 
pany  for  labor,  supplies,  raising  of  farm  crops,  and  other  items, 
were  entered  as  debits  in  the  Power  Company  account  carried  by  the 
petitioner.  No  payment  was  made  by  the  petitioner  to  the  Power 
Company  for  the  power  furnished  by  the  latter.  For  the  year  1918 
the  credits  in  the  Power  Company  account  exceeded  the  debits  by 
$7,480.06,  and  for  the  year  1919  the  credits  exceeded  the  debits  by 
the  amount  of  $6,167.21.  The  Commissioner  disallowed  these 
amounts  claimed  as  deductions  representing  charges  for  power. 

For  the  year  1918  the  petitioner  entered  on  its  books  the  amount 
of  $750  as  the  salary  of  F.  L.  Williamson,  and  made  no  entry  to 
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cover  any  salary  to  A.  L.  Williamson.  As  of  June  30,  1919,  an 
adjustment  on  account  of  salaries  was  entered,  charging  surplus 
with  salaries  stated  to  be  for  1918  in  the  amount  of  $2,250,  and 
crediting  $600  of  this  amount  to  A.  L.  Williamson  and  $1,650  to 
F.  L.  Williamson.  This  additional  amount  of  $2,250  was  claimed 
as  a  deduction  for  1918  and  was  disallowed  by  the  Commissioner. 

During  the  last  six  months  of  the  year  1918  the  petitioner  entered 
numerous  items  in  the  “repair”  column  of  its  cash  journal.  For 
the  six-month  period  these  items  totaled  $6,702.84.  The  monthly 
totals  of  this  column  were  posted  to  the  debit  of  a  ledger  account 
for  repairs  and  a  monthly  entry  then  was  made  debiting  the  account 
of  depreciation  reserve  and  crediting  the  account  of  repairs,  thereby 
transferring  monthly  the  total  amount  appearing  in  the  repair  ac¬ 
count  to  the  debit  of  the  depreciation  reserve  and  leaving  none  of  the 
alleged  repairs  in  expense  accounts.  The  total  depreciation 
charge  for  the  year,  including  the  claimed  repairs,  was  $12,000. 
Of  this  amount  the  Commissioner  disallowed  $7,214,  which  includes 
the  amount  of  $6,702.84  alleged  by  the  petitioner  to  represent  repairs. 
Adjustments  affecting  this  account  have  been  made  amounting  to 
$725.33,  leaving  $5,977.51  now  claimed  by  the  petitioner  as  a  deduc¬ 
tion  on  account  of  repairs. 

During  the  year  1918  the  petitioner  charged  off  a  number  of  items 
aggregating  $9,894.51,  and  credited  to  surplus  as  recoveries  on 
accounts  charged  off  the  sum  of  $70.81,  leaving  a  net  amount  charged 
off  of  $9,823.70.  Of  the  gross  amount  of  $9,894.51  charged  off, 
$6,181.49  was  charged  against  surplus  of  that  amount  for  the  period 
July  1,  1913,  to  December  31,  1917,  and  the  balance,  $3,713.02,  was 
charged  against  earnings  for  the  year  1918.  Of  the  net  amount 
of  $9,823.70  charged  off  in  1918  the  amount  of  $7,823.70  is  claimed 
by  the  petitioner  as  a  deduction  on  account  of  bad  debts.  The  Com¬ 
missioner  has  not  allowed  the  amount  claimed  as  a  deduction. 

Included  in  the  amount  of  $9,823.70  charged  off  in  1918  is  an 
item  of  $2,000,  claimed  to  represent  a  loss  on  investment  in  stock  of 
the  Kansas  Milling  &  Export  Co.,  which  became  financially  involved 
about  1916  or  1917  and  some  time  during  those  years  went  into  the 
hands  of  a  receiver.  No  liquidation  dividends  were  ever  received  by 
the  petitioner.  The  Commissioner  disallowed  the  loss  claimed  on 
account  of  this  investment. 

To  the  deficiency  found  for  the  year  1918  the  Commissioner  has 
added  a  penalty  of  50  per  cent  under  section  250  (b)  of  the  Ke venue 
Act  of  1918.  The  understatement  of  tax  in  the  return  of  the  peti¬ 
tioner  for  1918  was  not  made  falsely  or  fraudulently  with  intent  to 

evade  tax. 
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OPINION. 

Arundell:  The  Williamson  Power  Co.  was  given  credit  on  the 
books  of  the  petitioner  for  power  furnished  at  a  rate  based  on  the 
number  of  barrels  of  flour  produced  and  for  income  realized  from  the 
Power  Company  properties.  The  expenses  incurred  in  the  produc¬ 
tion  of  power  and  the  operation  of  the  Power  Company  properties 
were  paid  by  the  petitioner  and  charged  on  its  books  against  the 
Power  Company.  The  credits  to  the  Power  Company  account  ex¬ 
ceeded  the  charges  against  it  in  both  years.  It  is  the  difference 
between  the  charges  and  credits  in  the  Power  Company  account 
that  the  petitioner  now  seeks  to  have  allowed  as  an  operating  ex¬ 
pense,  but  there  is  no  evidence  as  to  the  liability  of  the  company 
to  pay  their  stockholders  the  amount  set  up  on  the  books,  and  as  a 
matter  of  fact  no  payments  were  ever  made.  The  Williamson  Power 
Co.,  as  such,  never  made  a  return  of  the  amount  now  sought  to  be 
deducted  by  petitioner,  nor  did  the  three  Williamsons  treat  this 
amount  as  income  in  their  individual  tax  returns.  The  evidence 
rather  indicates  that  the  power  plant  was  operated  as  an  integral 
part  of  the  mill  plant. 

Evidence  was  introduced  on  the  question  of  the  allowance  of 
officers’  salaries  for  both  of  the  years  1917  and  1918.  As  the  year 
1917  is  not  before  us  for  determination,  we  have  made  no  reference 
to  that  year  in  our  findings  of  fact.  As  to  the  year  1918,  the  peti¬ 
tioner  entered  on  its  books  as  officers’  salaries  for  that  year  only  the 
amount  of  $750.  A  revenue  agent’s  report  in  evidence  and  a  stipu¬ 
lation  filed  show  that  the  agent  attributed  a  part  of  the  mill  wages 
and  salaries  to  officers’  salaries.  While  the  action  taken  by  the 
Commissioner  is  not  clearly  brought  out,  it  appears  that  he  allowed 
as  mill  wages  and  salaries  the  full  amount  shown  in  that  account 
and  did  not  allow  any  part  of  it  as  officers’  salaries.  At  any  rate 
the  petitioner  now  seeks  an  additional  allowance,  as  salaries  of  its 
principal  officers  for  the  year  1918,  of  $2,250,  which  was  entered  on 
its  books  in  1919.  As  the  evidence  does  not  show  any  authorization, 
accrual  on  the  books  of  the  petitioner,  or  payment  of  these  salaries 
in  1918,  they  are  not  an  allowable  deduction  for  that  year.  Appeal 
of  Columbia  Textile  Co.,  2  B.  T.  A.  472,  474,  and  cases  therein  cited. 

The  Commissioner  allowed  in  part  and  disallowed  in  part  the 
amount  of  $12,000  shown  on  the  petitioner’s  books  as  a  depreciation 
charge  for  the  year  1918.  The  amount  disallowed  included,  items 
aggregating  $6,702.84,  which  were  originally  entered  in  a  so-called 
“  repair  account  ”  but  which  at  the  end  of  each  month  were  trans¬ 
ferred  to  depreciation  account.  Some  of  these  items  are  obviously 
not  deductible.  Others  may  well  be,  but  no  evidence  in  explanation 
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of  the  several  items  was  offered.  Only  the  account  as  disclosed  by 
petitioner’s  books  was  placed  in  evidence.  The  general  statement 
that  orders  issued  by  the  United  States  Food  Administration  requir¬ 
ing  the  production  of  flour  in  a  manner  different  from  the  usual 
practice  of  petitioner  necessitated  more  than  the  average  amount  of 
repairs  can  not  serve  to  establish  the  deductibility  of  particular  so- 
called  repair  items  where  not  a  single  word  of  testimony  is  offered 
as  to  their  nature. 

The  deductibility  of  certain  alleged  bad  debts  and  of  a  loss  on 
account  of  stock  held  by  the  petitioner  in  the  Kansas  Milling  & 
Export  Co.  must  likewise  be  denied  for  lack  of  evidence.  As  to  what 
steps  the  petitioner  had  taken  to  secure  payment  or  to  determine  the 
worthlessness  of  the  accounts  sought  to  be  charged  off  we  are  not 
informed,  nor  is  there  any  clear  testimony  as  to  the  year  in  which 
the  loss  was  sustained  on  account  of  stock  owned  in  the  Kansas 
Milling  &  Export  Co.  The  mere  fact  of  a  receivership  is  not  suffi¬ 
cient  to  prove  the  worthlessness  of  the  item. 

The  50  per  cent  penalty  added  by  the  Commissioner  to  the  addi¬ 
tional  tax  found  due  for  1918  was  asserted,  it  appears,  on  the  ground 
that  the  Williamson  Power  Co.  was  nothing  more  than  a  fiction  in 
the  accounts  of  the  petitioner  and  the  credits  made  to  its  account 
were  solely  for  the  purpose  of  reducing  the  petitioner’s  income.  The 
Williamson  Power  Co.  made  no  return,  of  income.  After  hearing 
the  testimony  of  the  president  of  the  petitioner  and  examining  the 
documentary  evidence  in  the  case,  it  is  our  opinion  that  the  condi¬ 
tion  of  affairs  which  occasioned  the  assertion  of  the  penalty  was  due 
to  lax  methods  of  bookkeeping  and  not  to  any  intent  on  the  part  of 
the  petitioner  or  its  officers  to  evade  tax. 

We  accordingly  approve  the  determination  of  deficiencies  in  tax 
for  the  years  1918  and  1919  and  disapprove  the  determination  that  a 
penalty  is  due  for  the  year  1918. 

Judgment  will  be  entered  after  15  days ’ 
notice ,  under  Rule  50. 


Lord  Motor  Car  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  4718.  Promulgated  December  16,  1926. 

Petitioner  is  entitled  to  inventory  its  used  cars  at  Iona  tide  . 
selling  prices,  less  selling  cost. 

H.  W.  Reynolds ,  Esq.,  and  T.  R.  Dempsey ,  Esq.,  for  the  petitioner. 
George  E.  Adams,  Esq.,  for  the  respondent. 
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The  Commissioner  found  a  deficiency  in  income  and  profits  tax 
for  the  year  1919  in  the  amount  of  $1,503.75.  Only  that  part  of 
the  deficiency  which  results  from  the  Commissioner’s  addition  to 
gross  income  of  the  amount  of  $5,225.45,  by  which  he  reduced  the 
closing  inventory  of  the  petitioner  for  the  taxable  year,  is  in 
controversy. 

FINDINGS  OF  FACT. 

The  petitioner  was  a  California  corporation  during  the  year  ended 
December  31,  1919,  with  its  principal  office  in  Los  Angeles,  where  it 
was  a  dealer  in  new  and  used  automobiles.  It  was  its  custom  to 
take  used  automobiles  in  part  payment  for  new  cars  which  it  sold, 
and  to  recondition  and  resell  them  to  its  customers.  At  December 
31,  1919,  it  had  25  such  used  cars  in  stock,  which  it  included  in  its 
inventory  of  unsold  merchandise  attached  to  its  income  and  profits- 
tax  return  as  of  that  date  at  a  value  of  $15,676.34.  In  the  audit  of 
such  return  the  Commissioner  increased  such  inventory  value  to  the 
amount  of  $20,901.79.  The  parties  stipulate  that  the  inventory  sheet 
in  evidence  shows  that  the  total  cost  of  the  second-hand  cars  on 
hand  at  the  end  of  the  year  1919  was  $20,901.79,  and  that  such  amount 
was  reduced  by  25  per  cent,  or  an  amount  of  $5,225.45,  the  difference 
being  the  inventory  value  of  used  cars  on  hand  at  that  date. 

Upon  the  receipt  of  a  used  automobile  as  part  payment  for  any 
car  sold  the  petitioner  took  such  car  into  its  accounts  at  a  value 
arrived  at  by  its  own  appraisal  and  that  represented  the  difference 
between  the  price  of  the  car  sold  and  the  cash  payments  to  be 
received  therefor.  To  this  figure  of  value  it  subsequently  added  the 
cost  of  conditioning  the  used  car  and  so  arrived  at  cost  and  the  resale 
price.  It  was  in  this  way  that  the  total  of  $20,901.79,  as  cost  of 
used  cars  on  hand  at  December  31,  1919,  was  determined.  From 
this  total  the  petitioner  deducted  25  per  cent  as  the  cost  of  selling 
such  used  cars. 

OPINION. 

Lansdon:  It  is  impossible  to  reconcile  the  figures  shown  on  the 
exhibits  adduced  in  evidence  with  the  amounts  in  controversy  in 
this  proceeding,  but,  as  counsel  for  the  respective  parties  have  stipu¬ 
lated  that  the  cost  of  the  used  cars  on  hand  at  December  31,  1919, 
as  shown  by  the  petitioner’s  books,  was  $20,901.79,  and  that,  in  its 
inventory'  of  its  stock,  the  petitioner  deducted  25  per  cent  from  such 
cost,  this  is  not  material.  The  facts  are  that  on  December  31,  1919, 
the  petitioner  had  used  cars  that  had  cost  it  $20,901.79,  and  that  it 
wrote  down  such  cost  on  its  own  books  and  in  its  income-tax  return 
to  $15,676.34  which,  it  avers,  was  the  market  value  of  such  cars  at 
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that  date.  In  support  of  its  action  it  relies  on  the  regulation  of  the 
Commissioner,  which  requires  that  unsold  merchandise  on  hand  at 
the  end  of  any  taxable  period  shall  be  inventoried  at  cost  or  at  cost 
or  market,  whichever  is  lower,  and  provides  that  second-hand  goods 
may  be  inventoried  at  bona  fide  selling  prices,  less  cost  of  selling. 

The  Commissioner  restored  the  amount  written  down  to  the  peti¬ 
tioner’s  inventory  apparently  on  the  theory  that  it  was  based  on 
an  estimated  market  value  rather  than  on  the  cost  of  replacement 
at  that  date.  The  petitioner  admits  that  the  write-down  was  its 
opinion  as  to  selling  cost,  but  asserts  that  long  experience  in  han¬ 
dling  used  automobiles  had  enabled  it  to  form  such  an  opinion  with 
accuracy,  and,  in  this  connection,  shows  that  the  used  cars  in  ques¬ 
tion  were  sold  in  1920  for  an  amount  substantially  less  than 
$15,676.79. 

The  statutory  provision  governing  the  making  of  inventories  for 
Federal  tax  purposes  in  the  Revenue  Act  of  1918  is  as  follows : 

Sec.  203.  That  whenever  in  the  opinion  of  the  Commissioner  the  use  of 
inventories  is  necessary  in  order  clearly  to  determine  the  income  of  any  tax¬ 
payer,  inventories  shall  be  taken  by  such  taxpayer  upon  such  basis  as  the 
Commissioner,  with  the  approval  of  the  Secretary,  may  prescribe  as  con¬ 
forming  as  nearly  as  may  be  to  the  best  accounting  practice  in  the  trade  or 
business  and  as  most  clearly  reflecting  the  income. 

Pursuant  to  the  powers  granted  in  the  above  section,  the  Commis¬ 
sioner,  with  the  approval  of  the  Secretary,  made  and  promulgated 
the  rules  for  inventorying  stock  in  trade,  in  which  the  following  is 
included  in  Regulations  45,  as  amended  by  T.  D.  3296 : 

*  *  *  Any  goods  in  an  inventory  which  are  unsalable  at  normal  prices 

or  unusable  in  the  normal  way  because  of  damage,  imperfections,  shop  wear, 
changes  of  style,  odd  or  broken  lots,  or  other  similar  causes,  including  second¬ 
hand  goods  taken  in  exchange,  should  be  valued  at  bona  fide  selling  prices 
less  cost  of  selling,  whether  basis  (a)  or  (b)  is  used  *  *  *. 

The  Commissioner  interpreted  this  regulation  and  applied  it  in  a 
specific  case  in  A.  R.  R.  3549,  C.  B.  II-2,  p.  35. 

The  evidence  adduced  by  the  petitioner  has  convinced  us  that 
the  cost  of  selling  used  cars  is  at  least  25  per  cent  of  their  sale  price. 
The  market  value  of  a  used  automobile  is  something  very  different 
from  the  market  value  of  new  merchandise.  In  case  of  the  latter 
the  cost  of  replacement  on  the  market  at  date  is  a  fair  measure  of 
value,  but  the  cost  of  replacing  a  used  automobile  can  not  be  ascer¬ 
tained.  We  are  of  the  opinion  that  the  petitioner’s  inventory  of 
its  used  cars  at  January  1,  1920,  is  in  conformity  with  the  statute 
and  the  regulations  of  the  Commissioner  and  clearly  reflects  income. 

Judgment  will  be  entered  after  20  days y 
notice ,  under  Rule  50. 
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Pioneer  Laundry  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

i 

Docket  No.  473k.  Promulgated  December  16,  1926. 

'  • 

Value  of  good  will  acquired  in  exchange  for  stock  determined. 

Louis  S.  Beedy ,  Esq .,  and  D.  A.  Sargent ,  C.  P.  A.,  for  the 
petitioner. 

George  G.  Witter ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  deficiencies  in 
income  and  profits  taxes  for  the  years  1919,  1920,  and  1921,  in  the 
respective  amounts  of  $619.76,  $807.56,  and  $261.21.  The  only  issue 
is  the  value  of  the  good  will  acquired  by  the  petitioner  from  a 
predecessor  in  exchange  for  capital  stock  at  the  date  of  incorporation. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  California  corporation  with  its  principal 
office  at  Emeryville,  which  is  adjacent  to  Oakland.  It  was  incorpo¬ 
rated  in  1916,  with  an  authorized  capital  of  $100,000.  The  purpose 
of  the  incorporation  was  to  acquire  the  assets  and  business  of  a  co¬ 
partnership  of  the  same  name  which  was  established  in  1907.  The 
original  capital  contribution  to  the  partnership  was  $7,500,  subse¬ 
quently  increased  by  the  amount  of  $2,000,  which  was  paid  in  some 
years  after  the  business  was  established. 

The  opening  balance  sheet  of  the  petitioner  at  April  1,  1916,  was 
as  follows : 


RESOURCES 

LIABILITIES 

Plant  &  Equipment: 

Real  Estate  &  Buildings. 

Machinery.  _ _ _  _ 

Horses  &  Vehicles _ 

Supplies  _  _ 

Office  Furn.  &  Fixtures. 

Routes  &  Good  Will _ 

Bills  Receivable  _ 

$15,  500.  00 
25,  325.  25 
3,  900.  00 
3,  703.  51 
653.  00 
19,  066.  40 
*  5,  250.  00 

Capital  Stock: 

F.  W.  Weiss _ 

Gottifred  Weiss.  _  _ 

Edward  Weiss _ 

J.  A.  Beidman.. 

F.  F.  Turner.  _  _  _  _  _ 

t 

$15,  250.  00 
7,  625.  00 
7,  625.  00 
15,  250.  00 
9,  250.  00 

$55,  000.  00 

Accounts  Receivable. 

Cash  on  hand  _ _ 

268.  00 
577.  20 

Bills  Payable: 

Bank  of  Tohama  Co _ 

1st  NatT  Berkeley 

F.  F.  Turner  _ 

Patek  &  Co 

Jules  Latapic.  _ _ 

West’n.  Ldy.  Mchy.  Co. 

2,  000.  00 
1,  525.  00 
1,  425.  00 
1,  269.  32 
1,  000.  00 
200.  00 

( 

$74,  243.  36 

Accounts  Payable..  . 

$7,  419.  32 
$11,  824.  04 

$74,  243.  36 

(As  of  February  20 ,  1916.) 
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Capital  stock  in  the  amount  of  $55,000  was  issued  in  payment  for 
the  tangible  and  intangible  assets  of  the  partnership.  In  its  income 
and  profits-tax  returns  for  the  taxable  years,  the  petitioner  included 
in  its  computation  of  invested  capital  the  amount  of  $19,000  as  the 
value  of  good  will  acquired  by  purchase  from  its  predecessor.  The 
Commissioner  disallowed  all  good  will  and  determined  the  defi¬ 
ciencies  involved  in  this  proceeding. 

The  petitioner  and  its  predecessor  owned  all  the  property  and 
drivers’  routes  used  in  the  business.  It  conducted  what  is  known  in 
the  trade  as  an  “  inside  laundry,”  which  is  one  in  which  the  delivery 
equipment  and  the  drivers’  routes  are  the  property  of  the  operating 
company.  At  the  date  of  incorporation  it  acquired  nine  drivers' 
routes  and  1,800  weekly  customers  from  its  predecessor.  The  mini¬ 
mum  of  weekly  cash  receipts  from  each  customer  was  50  cents,  and 
the  minimum  of  weekly  cash  receipts  of  the  business  at  the  date  of 
incorporation  was  $900.  The  drivers’  routes  acquired  by  the  peti¬ 
tioner  had  a  capital  value  of  not  less  than  $20  for  each  one-dollar’s 
worth  of  weekly  receipts  therefrom.  The  value  of  the  intangible 
property  acquired  by  the  petitioner  in  exchange  for  stock  at  April 
1,  1916,  was  $18,000. 

OPINION. 

Lansdon  :  The  petitioner  has  proved  that  it  acquired  nine  drivers’ 
routes  with  1,800  weekly  patrons,  each  paying  not  less  than  50 
cents  per  week  for  laundry.  Several  witnesses,  who  qualified  as  laun¬ 
dry  operators  and  as  having  knowledge  of  the  cash  value  of  “  inside 
laundry  ”  routes,  testified  that  the  fair  market  value  of  such  routes 
is  at  least  $20  for  each  dollar  of  weekly  receipts.  The  Commissioner 
contends  that  the  petitioner  acquired  no  good  will,  and  relies  on  the 
fact  that,  at  the  date  of  incorporation,  the  predecessor  was  not 
making  very  much  money,  and  that  there  is  no  basis  for  determining 
the  value  of  intangibles  by  applying  a  formula  for  capitalizing  net 
earnings  in  excess  of  a  fair  return  on  tangibles  used  in  the  business. 

We  have  repeatedly  held  that  the  capitalization  of  earnings  in 
excess  of  some  fixed  return  on  tangibles  is  only  one  of  several  meth¬ 
ods  that  may  be  used  to  ascertain  the  value  of  intangible  assets. 
The  lists  of  customers  and  drivers’  routes  of  a  laundry  correspond 
very  closely  to  the  circulation  structure  of  a  newspaper  which  we 
have  held  is  intangible  property,  the  value  of  which,  when  proven, 
should  be  included  in  the  computation  of  statutory  invested  capital. 
Appeal  of  Herald-Despatch  Co .,  4  B.  T.  A.  1096. 

We  are  of  the  opinion  that  the  petitioner  acquired  good  will  in 
exchange  for  shares  of  its  capital  stock  at  date  of  incorporation  of 
the  value  of  $18,000,  and  that  this  amount,  subject  to  the  limitations 
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of  section  326(a)  (4)  of  the  Revenue  Act  of  1918,  should  be  included 
in  the  computation  of  its  statutory  invested  capital  for  the  years 
1919,  1920,  and  1921.  Appeal  of  Metropolitan  Laundry  Co .,  2  B.  T. 

A.  1062. 

Judgment  will  be  entered  on  20  days ’  notice , 
under  Rule  50. 


Harry^  S.  Kaufman,  Ltd.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  Nos.  8154,  11845.  Promulgated  December  16,  1926. 

The  petitioner  was  not  a  personal  service  corporation  during  the 
years  1919  and  1920. 

J.  Robert  Sherrod ,  Esq .,  and  Ralph  J.  Schwarz ,  Esq .,  for  the 
petitioner. 

J.  Arthur  Adams ,  Esq.,  for  the  respondent. 

Trammell:  This  is  a  proceeding  for  the  redetermination  of  defi¬ 
ciencies  in  income  and  profits  taxes  for  1919  and  1920  in  the  amounts 
of  $6,072.10  and  $7,311.06,  respectively,  resulting  from  the  disallow¬ 
ance  by  the  Commissioner  of  personal  service  classification  for  each 
year  and  the  inclusion  in  taxable  income  for  1919  of  $333.12,  repre¬ 
senting  dividends  on  stock  owned  by  the  petitioner. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Louisiana  corporation  with  its  principal  office 
at  New  Orleans.  During  the  years  1919  and  1920  it  conducted  an 
insurance  agency  dealing  in  all  kinds  of  insurance  except  life.  It 
acted  as  general  and  local  agent  for  a  number  of  insurance  com¬ 
panies.  In  its  capacity  as  general  agent  the  petitioner  had  general 
supervision  of  from  sixty  to  seventy-five  agents  of  various  insurance 
companies  in  about  fifteen  towns  in  different  parts  of  the  State. 
The  insurance  obtained  by  these  agents  was  forwarded  by  them  to 
the  home  offices  through  the  office  of  the  petitioner,  who  passed  on 
questions  of  risk.  The  inspection  of  risks  locally  and  throughout 
the  State  was  done  by  an  employee  of  the  petitioner. 

In  its  capacity  of  local  agent  the  petitioner  was  engaged  in  secur¬ 
ing  business  in  New  Orleans  and  vicinity.  In  1919,  in  addition  to 
certain  stockholders,  there  were  two  employees  and  three  solicitors 
who  engaged  in  soliciting  business.  During  1920  a  third  employee: 
was  engaged  in  this  phase  of  the  work. 

The  petitioner’s  office  force  consisted  as  a  rule  of  about  seven- 
employees.  The  turnover  in  office  help  was  large,  as  in  1919  there 
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were  a  total  of  thirty-four  persons  who  had  been  employed  in  the 
petitioner’s  office  at  various  times  during  the  year.  During  1920  this 
number  had  increased  to  thirty-six. 

The  petitioner  was  allowed  ninety  days  within  which  to  make 
remittance  to  the  home  offices  on  insurance  obtained  locally  and  by 
agents  in  different  parts  of  the  State.  The  agents  in  the  various 
parts  of  the  State  were  allowed  sixty  days  within  which  to  make 
remittance  to  the  petitioner.  Most  of  the  local  business  was  collected 
for  by  the  end  of  thirty  days,  and  where  the  premium  was  small  the 
business  was  on  a  cash  basis.  On  local  business,  where  the  premium 
was  large,  terms  of  50  per  cent  at  the  end  of  thirty  days  and  50  per 
cent  at  the  end  of  sixty  days  were  often  allowed.  No  extensions  were 
allowed  beyond  sixty  days  when  the  policy  was  canceled  if  payment 
had  not  been  made.  Notes  were  never  accepted  for  premiums. 
Commissions  due  agents  and  the  petitioner  were  deducted  by  peti¬ 
tioner  in  making  monthly  remittances  to  the  home  offices.  Expenses 
for  labor,  clerk  hire  and  stenographic  help  were  $19,925.67  for  1919, 
and  $29,338.44  for  1920.  Other  expenses,  not  including  officers’ 
salaries,  interest,  or  taxes,  were  $8,597.28  for  1919,  and  $12,187.28  for 
1920. 

During  1920  the  petitioner  purchased  for  $45,000  an  office  building 
into  which  it  moved.  The  financing  of  this  purchase  was  done  tem¬ 
porarily  by  bank  loans,  a  mortgage  having  been  issued  subsequently. 

Until  the  latter  part  of  March,  1919,  the  outstanding  capital  stock 

of  the  petitioner  was  $10,000,  which  was  owned  as  follows: 

Per  cent. 


Harry  S.  Kaufman _  54 

Otto  J.  Mayer -  23 

Joseph  Levy -  23 


100 

In  the  latter  part  of  March,  1919,  the  capital  stock  was  increased 
to  $25,000.  For  the  additional  stock,  $15,000  was  paid  in  cash. 
During  the  remainder  of  the  time  under  consideration  the  stock¬ 
holders’  holdings  were: 

Per  cent. 


H.  S.  Kaufman _ 52. 0 

Otto  J.  Mayer _ 16.  8 

Joseph  Levy _ 16.  8 

James  E.  Hassenger _  4.  8 

Stanhope  H.  King _  4.  8 

George  Hammer _  4. 8 


100.0 

During  the  years  under  consideration  the  stockholders  served  in 
4he  capacities  indicated  and  drew  salaries  as  follows : 
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Position. 

\ 

Salary. 

1919. 

1920. 

Otto  J.  Mayer _ _ 

President _ _ 

$3, 000 
15,000 
2, 160 
2,835 
3,150 
None. 

$3,000 
18, 000 
2,600 
3, 300 
4,  500 
None. 

Harry  S.  Kaufman . . 

Vice  president _ _ _ 

George  Hammer... . . 

Secretary  and  bookkeeper.. . . 

James  E.  Hassenger . . . . 

Manager  of  casualty  and  surety  dept.... 
Manager  of  auto  insurance  dept _ 

Stanhope  H.  King _ 

Joseph  Levy _ _ _ 

None _ _ _ 

Of  the  stockholders,  Harry  S.  Kaufman,  George  Hammer,  James 
E.  Hassenger,  and  Stanhope  H.  King  devoted  their  entire  time  to 
the  active  operation  of  the  business.  Otto  J.  Mayer,  who  had  an 
office  in  petitioner’s  office,  was  interested  in  other  corporations,  of 
one  of  which  he  was  president,  and  of  another  he  was  secretary- 
treasurer.  While  in  his  office  he  was  available  to  the  other  stock¬ 
holders  and  to  the  employees  for  conferences  and  advice  about  the 
business  whenever  they  desired  to  consult  with  him.  When  called 
on  in  particular  instances  he  discussed  with  the  employees  matters 
relating  to  the  extension  of  credit  and  with  respect  to  collections. 
If  a  customer  was  slow  in  paying  and  Mayer’s  advice  was  asked 
about  him,  he  would  some  times  suggest  that  the  company  “  go 
after  him  ”  or  “  go  easy  with  him,”  or  words  to  that  effect.  He 
would  some  times  suggest  that  a  certain  person  be  interviewed  with 
the  object  of  securing  business.  He  occasionally  advised  with  re¬ 
spect  to  the  manner  of  keeping  the  books.  He  assisted  in  the 
preparation  of  the  income-tax  returns.  These  are  illustrative  of  the 
activities  performed  by  him  in  behalf  of  the  petitioner.  He  from 
time  to  time  gave  advice  as  to  general  policies  to  be  pursued,  but  he 
was  not  regularly  engaged  in  the  active  conduct  of  the  business. 
Joseph  Levy  took  no  part  in  the  active  conduct  of  the  business. 

For  1919  and  1920  the  total  gross  income  from  insurance  was 
$77,616.04  and  $100,988.22,  respectively.  Gross  earnings  from  the 
general  agency  business  were  $10,453.48  for  1919,  and  $10,998.06 
for  1920. 

Dividends  amounting  to  $333.12  were  received  by  petitioner  in 
1919  on  stock  owned  by  it. 

The  petitioner’s  balance  sheets  for  the  years  involved  were  as 
follows : 
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Dec.  31, 1918. 

Dec.  31, 1919. 

Dec.  31, 1920. 

Assets. 

Real  estate _ _ _ _ _ _ 

$45, 000. 00 

Bills  receivable.. . . . . . . . . 

$750. 00 
5, 487.  50 
9, 005.  00 
2, 000.  00 
64,  085.  98 
8, 828.  77 

Liberty  bonds _ _ _ _ _ _ _ _ _ 

$6, 450. 00 
14,  505.  00 
3, 088. 17 
99, 304.  93 
16, 338. 27 

Stock _ _ _ _ _ 

Office  furniture  and  fixtures . . . . 

4, 080. 22 
111,  727.  40 
24,  910.  26 

Accounts  receivable . . . . . . . 

Cash . . . . . . . . 

Total _ _ _ _ _ _ _ 

90, 157. 25 

139,  686.  37 

185,  717. 88 

Liabilities  . 

Capital  stock _ _ 

10, 000. 00 
13,  004. 39 
2,  700.  00 

25, 000.  00 
9,  671.  79 

25, 000.  00 
22,  564. 85 

Undivided  profits _ _ _ _ 

Reserve  for  unpaid  contingent  commissions . 

Reserve  for  dividends _ _ _ _ _ 

12,  500.  00 

Di  vidends  payable . . . . . . . . 

12,  500. 00 

Otto  J.  Mayer _ _ _ _ _ 

4, 100.  00 

6,  500. 00 
53,  852.  86 

Bills  payable _ _ _ 

3, 000.  00 
89,  514.  58 

40, 000. 00 
85,  653. 03 

Accounts  payable _ _ _ _ 

Total... _ ..... . . . . 

90, 157. 25 

139,  686.  37 

185, 717. 88 

The  accounts  receivable  on  December  31,  1918,  of  $64,085.98  repre¬ 
sented  premiums  due  on  local  business  of  $31,646.80,  and  premiums 
due  on  business  from  outside  New  Orleans  of  $30,022.95,  the  re¬ 
mainder  being  composed  of  small  amounts  owed  by  insurance  com¬ 
panies  and  loans  of  small  amounts  made  to  stockholders. 

The  accounts  receivable  of  $99,304.93  on  December  31,  1919,  were 
made  up  of  $57,585.43  representing  premiums  due  on  local  business, 
$38,520.86  due  on  business  from  outside  New  Orleans,  and  $3,198.64 
due  from  stockholders  and  employees  on  account  of  loans. 

The  $111,727.40  representing  accounts  receivable  on  December  31, 
1920,  consisted  of  $78,040.20  due  on  local  business,  $30,887.27  due 
on  business  outside  of  New  Orleans,  and  $2,799.93  representing  loans 
to  stockholders,  miscellaneous  items,  and  petty  cash. 

The  accounts  payable  of  $53,852.86,  $89,514.58,  and  $85,653.03,  out¬ 
standing  at  the  close  of  the  years  1918,  1919,  and  1920,  respectively, 
represented  the  net  amounts  due  the  home  office  by  the  petitioner. 

The  item  of  $40,000  representing  bills  payable  on  December  31, 
1920,  resulted  from  petitioner’s  temporarily  financing  the  purchase 
of  an  office  building  by  bank  loans  made  during  the  year. 

On  March  21  and  22,  1919,  a  dividend  of  $14,997.67  was  paid.  On 
December  31,  1919,  an  amount  of  $12,500  was  set  aside  from  which 
to  pay  a  dividend.  A  dividend  of  $12,500  was  declared  on  December 
81,  1920. 

The  petitioner  was  not  a  personal  service  corporation. 

Judgment  will  be  entered  on  10  days'  notice , 
wider  Rule  50. 


WM.  J.  EOBB. 
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Wm.  J.  Robb,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

_  i 

Docket  No.  7740.  Promulgated  December  16.  1026. 

•  *•  \ 

A  net  loss  sustained  by  petitioner  in  the  year  1921  as  a  result  of 
the  liquidation  of  a  corporation,  stock  in  which  he  had  purchased 
as  an  investment  and  to  which  he  had  made  occasional  loans,  was 
not  a  net  loss  from  the  operation  of  a  trade  or  business  regularly 
carried  on  by  him,  and  the  excess  of  the  loss  sustained  in  1921 
over  his  income  for  that  year  was  not  a  proper  deduction,  under 
the  provisions  of  section  204  of  the  Revenue  Act  of  1921,  from  his 
income  for  the  calendar  year  1922. 

Wm,  J.  Robb  pro  se. 

W.  F.  Gibbs ,  Esq.,  for  the  respondent. 

The  Commissioner  determined  a  deficiency  of  $907.56  for  the  calen¬ 
dar  year  1922.  Petitioner  claims  that  the  Commissioner  erred  in 
refusing  to  allow  him  a  deduction  in  1922,  under  the  provisions  of 
section  204  of  the  Revenue  Act  of  1921,  of  $4,797.57  representing  a 
net  loss  sustained  by  him  in  the  year  1921  as  a  result  of  the  liquida¬ 
tion  of  a  corporation  in  which  he  had  purchased  certain  shares  of 
stock  and  to  which  he  had  made  occasional  loans. 

FINDINGS  OF  FACT. 

Petitioner  is  a  merchant  and  is  regularly  employed  as  vice  presi¬ 
dent  and  treasurer  of  Judkins  &  McCormick  Co.,  of  New  York,  im¬ 
porters  and  manufacturers.  In  1914  he  purchased  150  shares  of  stock 
at  $100  a  share  in  the  millinery  concern  of  Francois,  a  Fifth  Avenue 
shop.  He  rendered  financial  assistance,  as  well  as  other  assistance 
in  the  form  of  business  advice  and  time,  in  an  attempt  to  make  the 
business  of  Francois  a  profitable  one  between  the  years  1914  and 
1921.  During  the  years  1915,  1916,  and  1918,  he  loaned  the  corpora¬ 
tion  $36,819.97  and  received  notes  therefor.  In  1921  the  corporation 
known  as  Francois  was  determined  to  have  been  unsuccessful  and 
was  liquidated.  Petitioner  received  $15,883.59  in  liquidation.  His 
total  loss  on  the  investment  in  stock  and  the  loans  was  $35,936.38. 
Francois  was  a  close  corporation,  50  per  cent  of  the  stock  being 
owned  by  petitioner  and  50  per  cent  by  E.  L.  Judkins.  At  the  time 
of  liquidation  the  creditors  were  paid  in  full  and  petitioner  and  Jud¬ 
kins  suffered  the  entire  loss.  Petitioner  and  Judkins  had  received 
no  compensation  at  any  time  in  consideration  of  time,  advice  and 
assistance  in  the  management  of  the  corporation  and  the  purchasing 
of  merchandise.  Judkins  suffered  a  loss  similar  to  that  of  petitioner, 
24851—27 - 5 
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but  his  income  from  other  sources  was  in  excess  thereof  and  he  re¬ 
ceived  the  full  benefit  of  the  deduction  in  the  year  1921. 

%/ 

In  his  income-tax  return  for  1921  petitioner  took  a  loss  of  $35,936.38 
and  reported  a  net  loss  for  1921  of  $4,797.57.  In  his  income-tax 
return  for  the  year  1922  petitioner  deducted  this  net  loss  of  $4,797.57 
from  gross  income  for  that  year.  The  Commissioner  disallowed  the 
deduction  upon  the  ground  that  the  amount  did  not  “  constitute  an 
allowable  deduction  on  your  1922  return,  because  the  loss  of  $35,936.38 
did  not  result  from  the  operation  of  any  trade  or  business  regularly 
carried  on  by  you.” 

opinion. 

Littleton  :  Section  204  of  the  Revenue  Act  of  1921  provides  that : 

'The  term  “  net  loss  ”  means  only  net  losses  resulting  from  the  operation  of 
any  trade  or  business  regularly  carried  on  by  the  taxpayer  (including  losses 
sustained  from  the  sale  or  other  disposition  of  real  estate,  machinery,  and  other 
capital  assets,  used  in  the  conduct  of  such  trade  or  business). 

In  the  opinion  of  the  Board  the  facts  stipulated  do  not  bring  the 
petitioner  within  the  provisions  of  this  section.  They  fail  jto  show 
that  he  was  regularly  engaged  in  carrying  on  a  trade  or  business  of 
his  own.  He  rendered  personal  and  financial  assistance  to  the  cor¬ 
poration  in  which  he  had  made  an  investment,  but  the  business  was 
that  of  the  corporation.  All  that  he  did  was  to  make  an  investment 
in  and  an  occasional  loan  to  a  corporation  which  was  regularly 
engaged  in  carrying  on  a  millinery  business.  In  the  opinion  of  the 
Board,  the  evidence  does  not  warrant  the  conclusion  that  petitioner’s 
loss  in  1921  was  from  the  operation  of  a  trade  or  business  regularly 
carried  on  by  him  within  the  meaning  of  section  204,  and  the  Com¬ 
missioner  correctly  denied  the  deduction  of  $4,797.57  from  1922 
income. 

'  '  -  T  \  '  (  1  )  !  >  i  l  *  *  ■';.!(  4  ,  ,  >,•«*,,  ml  r  ,  «  j 

Judgment  will  be  entered  for  the  Commissioner . 

_ 

Caroline  W.  B.  Atkinson,  Petitioner,  v.  Commissioner  of 

Internal  Bevenue,  Respondent. 

Docket  No.  11259.  Promulgated  December  16,  1926. 
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Caroline  W.  B.  Atkinson  pro  se.  ,,  ,  ,  j 

W.  F.  Gibbs ,  Esq.,  for  the  respondent. 

Littleton  :  The  Commissioner  determined  a  deficiency  of  $136.85 
for  the  calendar  year  1922  as  a  result  of  his  decision  that  petitioner 
realized  a  profit  of  $5,583.06  upon  the  sale  of  certain  real  property, 
instead  of  a  profit  of  $4,233.06  as  claimed  by  the  petitioner. 
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FINDINGS  OF  FACT, 

Petitioner  is  a  resident  of  Scarsdale,  N.  Y.  Prior  to  and  on  March 
1,  1913,  she  was  the  owner  of  certain  land  upon  which  was  situated 
a  four-story  residential  building  containing,  two  apartments.  The 
apartment  consisting  of  the  first  and  second  floors  was  used  and 
occupied  by  petitioner  as  her  residence,  and  the  other  apartment 
consisting  of  the  third  and  fourth  floors  was  rented.  The  value  of 
the  entire  property  on  March  1,  1913,  was  $20,000,  of  which  $5,000 
represented  the  value  of  the  land  and  $15,000  the  value  of  the  build¬ 
ing.  The  land  enhanced  in  value  steadily  from  1913  to  the  date  of 
sale  of  the  property  in  1922.  Due  to  increased  costs  of  building  and 
materials,  the  replacement  cost  of  the  building  would  have  exceeded 
the  cost  or  March  1,  1913,  value  at  any  time  between  1913  and  1922. 
Similar  houses  in  the  same  vicinity  showed  constantly  increasing 
sales  prices  during  the  period  from  1913  to  1922. 

In  the  year  1922  petitioner  sold  the  property  above  mentioned  for 
$24,233.06  and  reported  in  her  return  for  that  year  a  profit  of 
$4,233.06,  being  the  difference  between  the  March  1,  1913,  value  and 
the  sales  price.  , 

The  Commissioner  determined  a  profit  of  $5,583.06,  computed  as 


follows : 

Selling  price - $24,  233. 06 

Value  of  building  at  March  1,  1913 _ _ _ $15, 000 

March  1,  1913,  value  of  1/2  of  building  rented _  7, 500 

Depreciation,  9  years  at  2%  per  annum  on  $7,500 _ _ _  1,350.  00 

Total. _ _ _ — _ _ _ _  25,583.06 

Less  :  March  1,  1913,  value _ 1 _ _ L: _  20,  000.  00 

t  | !  J  |  .  •  .  r  .  •  .  %  ^  f  ;  t , .  i  |  |  I  ^  .  •  /  t  «  •  //  -  •>.  , 
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Profit _ _ _ — _ * — i _ - _  5,  583.  06 


Judgment  will  be  entered  for  the  Commis¬ 
sioner.  Appeal  of  Even  Realty  Co.,  1  B.  T.  A. 
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George  H.  Wheary,  Petitioner,  v.  Commissiner  of  Internal 

Revenue,  Respondent. 
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.Docket  No.  4799.  Promulgated  December  16,  1926. 
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Virgil  Y.  Moore ,  Esq.,  Andrew  T.  Smith ,  Esq.,  and  John  B.  Sim¬ 

mons,  Esq.,  for  the  petitioner. 

B.  Toole ,  Esq.,  for  the  respondent. 

Littleton  :  The  Commissioner  determined  a  deficiency  of  $12,- 
021.54  for  the  calendar  year  1922.  In  1922  the  petitioner  exchanged 
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certain  patents  for  $100,000  par  value  of  the  capital  stock  of  the 
Wheary-Burge  Trunk  Co.  The  Commissioner  held  that  the  patents 
had  a  value  on  March  1,  1913,  of  $15,000  and  that  the  stock  received 
had  a  readily  realizable  market  value  equal  to  the  par  value  thereof, 
and  determined  a  taxable  gain  of  $85,000.  Petitioner  claims  that  the 
stock  received  in  exchange  had  no  readily  realizable  market  value 
at  the  time. 

FINDINGS  OF  FACT. 

Petitioner  is  a  resident  of  Racine,  Wis.  For  more  than  thirty 
years  he  has  been  continuously  engaged  in  the  business  of  manufac¬ 
turing  trunks.  About  twenty-four  years  ago  he  was  employed  by  the 
Hartman  Trunk  Co.,  of  Racine,  as  an  expert  trunk  maker.  Shortly 
thereafter  he  was  placed  in  charge  of  the  manufacture  of  trunks 
which  he  had  designed.  During  the  period  from  1903  to  1922  peti¬ 
tioner  was  granted  130  United  States  patents  covering  both  open 
and  wardrobe  trunks  and  various  features  thereof.  He  was  the 
originator  of  the  wardrobe  trunk  in  use  generally  at  the  present 
time.  Up  to  1912  he  assigned  all  patents  obtained  by  him  un  con  - 
ditionally  to  the  Hartman  Trunk  Co.  In  that  year  an  agreement 
was  entered  into  between  Wheary  and  the  Hartman  Trunk  Co. 
whereby  the  latter  gave  Wheary  a  right  to  manufacture  and  sell 
trunks  covered  by  patents  theretofore  assigned  by  him  to  it.  The 
agreement  further  provided  that  the  Hartman  Trunk  Co.  should 
have  the  right  to  purchase  a  shop  right  under  subsequent  patents 
granted  Wheary.  At  the  time  when  the  Wheary-Burge  Trunk  Co. 
was  organized  in  1922,  as  hereinafter  mentioned,  the  Hartman  Trunk 
Co.  exercised  its  right  under  the  agreement  and  purchased  a  shop 
right  in  Wheary ’s  patents,  so  that  at  the  date  of  organization  of 
the  Wheary-Burge  Trunk  Co.  the  Hartman  Trunk  Co.  possessed  a 
right  to  manufacture  and  sell  trunks  under  all  of  Wheary’s  patents 
granted  up  to  that  time. 

During  the  period  of  Wheary’s  experience,  and  particularly  dur¬ 
ing  his  connection  with  the  Hartman  Trunk  Co.,  he  became  per¬ 
sonally  acquainted  with  and  well  known  to  persons  engaged  in  deal¬ 
ing  with  trunks,  as  well  as  those  engaged  in  the  manufacture  and  sale 
of  trunk  hardware.  A  number  of  Wheary’s  close  friends  in  these 
lines  urged  him  to  sever  his  connection  with  the  Hartman  Trunk  Co., 
organize  a  company  of  his  own,  and  engage  in  the  manufacture  and 
sale  of  trunks.  They  believed  that  by  reason  of  his  knowledge  and 
experience  in  the  manufacture  and  sale  of  trunks  he  could  success¬ 
fully  compete  with  other  trunk  manufacturers.  He  hesitated  for 
some  time  but  finally,  about  September  1,  1922,  after  conferring  with 
his  friends,  F.  J.  Greene,  Milton  Luce,  Harry  Burge,  M.  E.  Walker. 
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George  F.  Grube,  and  Fred  McFawn,  who  indicated  that  they  would 
invest  in  a  corporation  to  be  operated  and  managed  by  Wheary,  he 
withdrew  from  the  Hartman  Trunk  Co.  and  proceeded  forthwith  to 
organize  the  Wheary-Burge  Trunk  Co.  to  engage' in  the  manufacture 
and  sale  of  trunks.  His  contract  with  the  Hartman  Trunk  Co. 
expired  on  September  3,  1922. 

F.  J.  Greene  owned  the  Greene  Manufacturing  Co.,  engaged  in  the 
manufacture  of  trunk  hardware,  and  he  contemplated  selling  his 
product  to  the  new  trunk  company.  Upon  organization  he  sub¬ 
scribed  for  $50,000  par  value  of  stock.  Milton  Luce  owned  and  oper¬ 
ated  a  chain  of  retail  trunk  stores  and  he  contemplated  selling  the 
company  product.  Llpon  organization  he  subscribed  for  $30,000  par 
value  of  stock.  Harry  Burge  was  the  western  representative  of  the 
Hartman  Trunk  Co.,  west  of  Denver.  He  severed  his  connection 
with  the  Hartman  Trunk  Co.  at  the  same  time  as  Wheary,  it  being  a 
part  of  the  plan  that  he  should  become  vice  president  of  the  Wheary- 
Burge  Trunk  Co.,  that  Wheary  should  have  full  charge  of  the  manu¬ 
facture,  and  that  Burge  should  have  charge  of  sales.  Burge  was  to 
receive  a  salary  of  $500  a  month  during  the  remainder  of  1922  and 
$10,000  for  1923.  Upon  organization  Burge  subscribed  for  $50,000 
par  value  of  stock.  M.  E.  Walker  had  been  Wheary’s  personal 
attorney  for  fifteen  years.  He  organized  the  corporation  and  became 
its  attorney.  Fie  subscribed  for  $20,000  par  value  of  stock.  George 
F.  Grube  had  formerly  been  connected  with  the  Hartman  Trunk  Co., 
but  some  time  prior  to  1918  had  withdrawn  and  organized  a  com¬ 
pany  of  his  own  and  later  sold  his  business  in  1918.  Upon  organi¬ 
zation  he  subscribed  for  $50,000  par  value  of  stock  and  became  active 
in  the  affairs  of  the  corporation  as  treasurer.  His  salary  was  $500  a 
month  during  the  remainder  of  1922  and  $10,000  for  1923.  Fred 
McFawn  was  engaged  in  the  manufacture  and  sale  of  trunk  hard¬ 
ware  and  parts  at  New  London,  Conn.  He  subscribed  for  $15,000 
par  value  of  stock  with  the  expectation  of  selling  hardware  and 
trunk  supplies  to  the  company.  He  paid  for  onty  $7,500  par  value 
of  stock  for  which  he  had  subscribed. 

Wheary’s  association  with  all  of  these  men  had  been  very  close  for 
a  period  of  twenty  years.  They  had  strong  faith  in  his  ability  suc¬ 
cessfully  to  operate  and  manage  the  company  and  in  his  inventive 
ability,  and  it  was  due  entirely  to  this  fact  and  the  fact  that  Wheary 
agreed  to  take  charge  of  the  business  that  they  were  willing  to  invest 
in  the  new  enterprise.  The  whole  organization  was  built  around 
Wheary.  The  subscribers  for  its  stock  were  investing  in  the  busi¬ 
ness  and  inventive  ability  of  Wheary.  AVheary  agreed  to  devote  his 
entire  time,  energy,  and  inventive  ability  to  the  company  and  to 
work  exclusively  for  its  best  interests. 
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Upon  organization  in  September,  1922,  Wheary  transferred  to  the 
corporation  all  his  right,  title  and  interest  in  and  to  all  of  the 
patents  which  had  theretofore  been  granted  to  him,  and  agreed  to 
assign  to  the  corporation  any  further  patents  which  might  be  granted 
to  him  during  such  time  as  he  might  remain  with  the  corporation, 
for  which  the  corporation  issued  to  him  $100,000  par  value  of  its 
stock.  At  the  time  the  stock  was  issued  the  company  possessed  in 
the  way  of  a  plant  -only  a  lease  of  three  upper  floors  of  a  building  in 
Eacine.  It  had  no  other  property  or  equipment  for  manufacturing 
purposes.  It  had  no  established  trade.  The  investments  in  the 
corporation  by  the  individuals  mentioned  were  purely  speculative. 
No  attempt  was  made  to  sell  the  company’s  stock  to  the  public  gen¬ 
erally.  Efforts  were  made  at  the  time  of  organization  to  induce 
certain  wealthy  business  men  in  Eacine,  not  connected  in  any  way 
with  the  trunk  business,  to  invest  in  the  corporation,  and  although 
they  knew  Wheary  and  had  confidence  in  his  ability  they  declined  to 
invest  any  amount  in  the  stock  of  the  corporation  for  the  reason  that 
they  considered  the  investment  entirely  too  speculative  and  for  the 
reason  that,  if  Wheary  should  die  or  withdraw  from  the  corpora¬ 
tion,  they  would  in  all  probability  lose  their  investment.  They  felt 
also,  that  the  competition  which  the  company  would  have  to  meet 
and  overcome  was  such  that  the  purchase  of  its  stock  was  not,  for 
this  reason,  a  good  investment. 

The  Wheary-Burge  Trunk  Co.  began  manufacturing  operations 
in  the  latter  part  of  December,  1922.  No  dividends  have  ever  been 
paid  by  the  corporation  upon  its  stock. 

Soon  after  the  company  began  operations,  McFawn,  not  having 
received  the  amount  of  business  he  had  expected  from  the  new  com¬ 
pany,  began  to  make  an  effort  to  sell  his  stock.  He  endeavored  for 
a  year  to  do  so  without  finding  a  purchaser  at  any  price.  Finally 
Greene,  from  whom  the  new  company  had  purchased  practically  all 
of  its  hardware  and  supplies,  took  over  McFawn ’s  stock  at  less  than 
par  in  payment  of  a  portion  of  McFawn’s  indebtedness  to  him. 
Soon  after  incorporation  Burge  became  ill  and  endeavored  to  sell 
his  stock  but  could  find  no  purchaser.  His  illness  was  partially 
due  to  worry  over  his  investment  in  the  corporation  and  the  fact  that 
he  might  lose  it.  Finally,  Wheary,  Luce,  Greene,  and  Grube,  at 
whose  suggestion  Burge  had  subscribed  for  the  stock,  feeling  that  if 
the}^  should  take  over  Burge’s  stock  this  would  aid  his  recovery, 
gave  Burge  their  promissory  notes  totaling  the  amount  which  Burge 
had  paid  for  the  stock  and  had  the  same  transferred  in  their  names 
upon  the  books  of  the  company. 

The  Commissioner  held  that  the  patents  transferred  to  the  cor¬ 
poration  had  a  value  on  March  1,  1913,  of  $15,000  and  that  the  1,000 
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shares  of  stock,  par  value  of  $100  a  share,  received  by  Wheary  in 
1922  in  exchange  therefor  had  a  readily  realizable  market  value  at 
the  time  of  exchange  within  the  meaning  of  section  202  (c)  of  the 
Revenue  Act  of  1921  of  $100,000,  determined  a  taxable  gain  to 
Wheary  of  $85,000,  and  computed  a  deficiency  of  $12,021.54. 

The  1,000  shares  of  capital  stock  of  the  Wheary-Burge  Trunk  Co. 
received  by  Wheary  in  exchange  for  his  patents  had  no  readily 
realizable  market  value  at  the  date  of  exchange. 

Judgment  will  be  entered  for  the  petitioner 
upon  the  issue  raised  on  15  days ’  notice ,  under 
Rule  5G. 


American  Ironing  Machine  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  16048.  Promulgated  December  17,  1926. 
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An  appeal  does  not  lie  to  this  Board  from  the  rejection  of  a 
claim  filed  for  the  abatement  of  taxes  reported  on  the  tax  return 
of  the  petitioner.  Estate  of  Ballot,  3  B.  T.  A.  583. 

George  R.  Jackson ,  Esq .,  for  the  petitioner. 

C.  H.  Curl ,  Esq.,  for  the  respondent. 

This  proceeding  came  on  for  hearing  on  the  motion  of  the  re¬ 
spondent  to  dismiss  on  the  ground  that  the  Board  is  without  juris¬ 
diction  in  the  premises.  The  taxes  in  controversy  are  income  and 
profits  taxes  for  the  calendar  year  1920  in  the  amount  of  $26,000. 

OPINION. 

• 

Korner,  Chairman'.  Petitioner  is  a  corporation  with  its  principal 
office  in  Chicago,  Ill.  On  March  11,  1921,  it  filed  its  return  of  in¬ 
come  for  the  calendar  year  1920,  pursuant  to  the  Revenue  Act  of 
1918.  On  such  return  it  reported  income  and  profits  taxes  in  the 
amount  of  $141,549.54.  At  or  about  the  time  of  filing  this  tax  re¬ 
turn,  the  petitioner  paid  to  the  collector  the  first  installment  of  the 
tax  reported.  This  payment  was  in  the  amount  of  $35,387.38,  and 
left  a  balance  unpaid  of  the  tax  reported  in  its  return  of  $106,162.16. 

The  Commissioner  assessed  the  tax  of  $141,549.54,  as  shown  by 
the  petitioner’s  return,  on  the  March,  1921,  assessment  list.  The 
fist  was  signed  by  the  Acting  Commissioner  on  May  27,  1921.  On 
July  27,  1922,  an  amended  assessment  fist,  covering  the  March,  1921, 
assessments,  was  signed  by  the  Commissioner.  The  amendment  to 
the  assessment  list  thus  made  is  not  material  to  the  issue  here. 
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Thereafter,  the  petitioner  discovered  that  it  had  made  errors  to  its 
detriment  in  the  computation  and  report  of  its  income  for  1920  and, 
accordingly,  on  April  14,  1923,  filed  with  the  Commissioner  a  claim 
in  abatement  in  the  amount  of  $105,826.26.  This  claim  in  abate¬ 
ment  covered  approximately  the  three  unpaid  quarterly  installments 
of  the  1920  tax  reported  by  it.  Thereafter,  on  November  5,  1924, 
the  petitioner  filed  a  so-called  “Amended  Return,”  in  which  it  set 
up  a  recomputation  of  tax  liability  alleged  by  it  t-o  be  a  correct 
report  of  its  tax  liability  for  the  calendar  year  1920.  The  amount 
of  tax  shown  therein  was  $78,810.81. 

The  Commissioner  caused  an  examination  to  be  made  of  the  mat¬ 
ter  under  consideration  and  the  report  of  such  examination  recom¬ 
mended  that  the  tax  reported  and  assessed,  as  above  set  out,  should 
be  abated  by  the  amount  of  $23,351.37.  After  certain  hearings 
and  negotiations  in  the  premises,  the  Commissioner  allowed  the 
claim  in  abatement  to  the  amount  of  $24,467.74  and  rejected  it  in 
the  amount  of  $81,358.52.  He  notified  the  petitioner  of  his  action  in 
respect  of  its  claim  in  abatement,  by  letter  dated  April  27,  1926. 

The  petitioner  filed  a  petition  with  this  Board  on  May  17,  1926. 
On  June  29,  1926,  the  Commissioner  filed  a  motion  to  dismiss  on  the 
ground  that  the  tax  in  question  was  duly  assessed  in  1921  on  the 
return,  and  in  the  amount  shown  in  such  return  by  the  petitioner,  and 
that  the  Commissioner  has  not.  at  anv  time  since,  determined  a  defi- 
ciency  in  respect  of  the  petitioner’s  tax  for  the  year  1920;  but  that 
the  only  action  taken  by  him  has  been  to  abate,  at  the  request  of  the 
petitioner,  a  portion  of  the  tax  reported  by  it  on  its  return.  The 
Commissioner,  accordingly,  contends  that  there  has  been  no  deter¬ 
mination  of  a  deficiency  in  tax,  and  that  he  has  not  at  any  time 
notified  the  petitioner  of  a  deficiency,  so  as  to  give  the  petitioner  a 
right  of  appeal  to  this  Board. 

In  this  position  of  the  Commissioner  we  concur.  The  facts  set 
forth  herein  are  on  all  fours  with  those  appearing  in  Estate  of  Ballot , 
3  B.  T.  A.  583,  and  the  decision  there  is  controlling  in  the  instant 
proceeding. 

The  Board  is  without  jurisdiction  and  the  appeal  must  be  dis¬ 
missed  for  that  reason. 

So  ordered. 


Vail  Blydenburgh,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  9921.  Promulgated  December  17,  1926. 

Horace  N.  Taylor ,  Esq.,  for  the  petitioner. 

W.  F.  Gibbs ,  Esq.,  for  the  respondent. 
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Littleton:  The  Commissioner  determined  a  deficiency  of  $119.31 
for  the  calendar  year  1923,  and  the  petitioner  contests  the  correct¬ 
ness  of  this  deficiency  in  so  far  as  it  results  from  .the  disallowance  as 
a  deduction  of  $1,015  contributed  by  him  to  the  Smithtown  Village 
Green  Corporation,  organized  and  operated  exclusively  for  chari¬ 
table,  educational  and  recreational  purposes.  The  Commissioner 
held  that  this  corporation  did  not  come  within  the  purview  of  section 
214  (a)  (11)  of  the  Kevenue  Act  of  1921. 

FINDINGS  OF  FACT. 

Petitioner  is  a  resident  of  New  York  City,  N.  Y.  In  1923  he 
donated  the  sum  of  $1,015  to  the  Smithtown  Village  Green  Corpora¬ 
tion,  a  corporation  organized  in  October,  1923,  by  petitioner  and 
others  under  article  7  of  the  General  Municipal  Law  of  the  State 
of  New  York,  which  provides  as  follows: 

§  140.  Trusts  for  public  parks  and  libraries.  It  shall  be  lawful  to  grant  and 
devise  real  estate,  and  to  give  and  bequeath  personal  property  to  trustees  and 
their  successors  in  trust,  for  the  purpose  of  creating,  continuing  and  maintain¬ 
ing,  according  to  the  terms,  conditions  and  provisions  of  such  grant,  gift, 
devise  or  bequest,  one  or  more  public  parks,  or  a  public  library,  or  for  the 
purpose  of  aiding  and  instructing  children,  or  for  any  one  or  more  of  such 
purposes,  in  any  city,  village  or  town  of  this  state.  The  number  of  such 
trustees  shall  not  be  less  than  three  nor  more  than  nine. 

§  141.  Trustees  a  corporation.  Whenever  any  grant,  gift,  devise  or  bequest 
shall  have  been  made,  under  the  provisions  of  this  article,  such  trustees  shall 
thereupon  become  and  be  a  body  politic  and  corporate  with  the  name  which 
shall  have  been  specified  by  the  donor  in  making  the  donation,  and  with  the 
number  of  trustees,  within  the  foregoing  limits,  named  by  the  donor ;  and  such 
corporation  shall  have  full  power  to  take  and  hold  all  property  which  shall 
have  been  and  also  which  shall  thereafter  be  granted,  given,  devised  or 
bequeathed  to  it  as  aforesaid  for  said  uses  and  purposes,  and  shall  possess  the 
powers  and  be  subject  to  the  provisions  and  restrictions  contained  in  general 
corporation  law.  If  no  name  shall  have  been  specified  by  the  donor  as  afore¬ 
said,  the  name  of  the  corporation  shall  be  such  as  the  said  trustees  shall  adopt, 
certify  and  file  in  the  county  clerk’s  office  of  the  county  in  which  the  interested 
city,  village  or  town  is  located. 

§  142.  Eligibility  of  trustees.  In  case  of  the  death  of  a  trustee  or  of  his 
resignation,  removal  from  office,  or  inability  to  discharge  the  duties  of  his  office, 
his  place  shall  be  deemed  to  be  vacant,  and  may  be  filled  by  the  remaining 
trustees ;  and,  in  default  of  their  so  making  an  appointment  within  three 
months,  the  appointment  to  fill  the  vacancy  shall  be  made  by  the  supreme 
court,  on  the  petition  of  any  inhabitant  of  the  interested  city,  village  or  town, 
and  after  due  notice  to  the  other  trustees  and  to  the  mayor  of  the  city,  president 
of  the  village  or  supervisor  of  the  town.  Said  trustees  shall  be  subject  to 
removal  by  said  court  for  malfeasance  or  misfeasance  in  office,  upon  such 
notice  and  after  trial  in  such  manner  as  said  court  shall  direct. 

§  143.  Management  and  appropriation  of  property.  Trustees  created  under 
the  provisions  of  this  article  shall  have  the  custody  and  management  of  all  the 
property  of  such  corporation,  and  shall  appropriate  the  same,  so  far  as  the 
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terms,  provisions  and  conditions  of  the  donations  will  permit,  for  the  purpose 
of  aiding  and  instructing  children,  or  for  providing  suitable  grounds  for  such 
a  public  park  or  parks  and  properly  preparing,  beautifying,  embellishing  and 
keeping  up  and  maintaining  the  same,  or  for  furnishing  and  supplying  such 
library  with  a  suitable  and  proper  edifice,  rooms,  furniture,  books,  maps,  maga¬ 
zines  and  whatever  may  be  necessary  to  make,  keep  up  and  maintain  a  good 
and  complete  library,  or  for  one  or  more  of  such  purposes,  and  paying  the 
expenses  of  the  trust.  Demising  lands  donated  to  the  corporation  and  invest¬ 
ing  and  keeping  money  invested  at  interest,  and  using  the  rents  and  interest 
therefrom  for  aiding  and  instructing  children  or  for  park  purposes  or  library 
purposes,  shall  be  deemed  to  be  an  appropriation  of  such  property  for  said 
purpose. 

§  144.  Parks  and l  libraries  to  be  free.  All  parks  and  libraries  existing  under 
this  article  shall  be  free  and  open  to  the  public  for  use  and  enjoyment,  subject 
only  to  such  reasonable  rules  and  regulations  as  the  trustees  from  time  to  time 
shall  adopt  and  promulgate. 

§  145.  Subject  to  visitation  of  supreme  court.  All  corporations  existing  under 
this  article,  together  with  their  books  and  vouchers,  shall  be  subject  to  the 
visitation  and  inspection  of  the  justices  of  the  supreme  court,  or  of  any  person 
or  persons  who  shall  be  appointed  by  the  supreme  court  for  that  purpose ;  and 
it  shall  be  the  duty  of  the  trustees  or  a  majority  of  them,  in  the  month  of 
December  in  each  year,  to  make  and  file  in  the  office  of  the  county  clerk  of  the 
county  in  which  the  interested  city,  village  or  towm  is  situate,  a  certificate 
under  their  hands,  stating  the  names  of  the  trustees  and  officers  of  such  cor¬ 
poration,  with  an  inventory  of  the  property,  effects  and  liabilities  thereof, 
with  an  affidavit  of  the  truth  of  such  inventory  and  certificate.  Said  trustees 
shall  be  entitled  to  such  compensation  as  said  court  shall  fix.  Said  court  shall 
also  have  power  to  control  the  discretion  of  said  trustees  in  determining  what 
property  may  be  demised  and  for  how  long ;  also  how  much  money  may  be 
invested  and  kept  invested  on  interest  to  produce  an  income  for  the  purpose 
of  aiding  and  instructing  children  or  to  keep  up  and  maintain  the  parks  or 
libraries,  or  either  of  such  purposes ;  and  also  in  a  summary  way  to  deter¬ 
mine  the  reasonableness  of  any  rules  and  regulations,  upon  complaint  of  any 
inhabitant  of  the  interested  city,  village  or  town,  and  upon  notice  to  said 
trustees. 

Certain  real  and  personal  property  situated  in  the  Village  of 
Smithtown  Branch,  Town  of  Smithtown,  Suffolk  County,  New  York, 
was  donated  by  the  petitioner  and  others,  as  donors,  to  the  petitioner 
and  other  residents  of  the  Town  of  Smithtown,  as  trustees,  under  a 
certain  indenture  in  October,  1923,  the  said  trustees  to  have  and  to 
hold  the  said  real  estate  and  personal  property  to  themselves,  their 
successors  and  assigns  forever,  in  trust  exclusively  for  charitable, 
educational  and  recreational  purposes  as  set  forth  in  the  said  inden¬ 
ture,  which  provided : 

First:  Such  Trustees  and  their  successors  shall  be  a  corporation  under 
the  names  of  Smithtown  Village  Green  Corporation,  and  they  shall  take  and 
hold  the  said  real  and  personal  property  as  a  corporation  under  and  pursuant 
to  Article  7  of  the  “  General  Municipal  Law  ”  aforesaid,  for  the  charitable, 
educational  and  recreational  purposes  hereinafter  set  forth. 
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The  indenture  further  provided : 

Fqurth  :  The  purposes  of  this  trust  and  of  the  said  corporation  shall  be 
to  hold  and  manage  the  real  and  personal  property  heyeby  conveyed  and  any 
other  real  and  personal  property  acquired  by  said  corporation  exclusively  for 
charitable,  educational  and  recreational  purposes  in  the  form  of  a  park  or  play¬ 
ground  for  the  use  and  benefit  of  the  public  and  especially  of  the  school 
children  of  the  said  Town  of  Smithtown,  and  to  prepare,  beautify,  embellish, 
keep  up  and  maintain  the  same  for  said  charitable,  educational  and  recreational 
purposes.  And  the  said  Board  is  authorized  to  provide  occasional  music  for 
the  pleasure  and  instruction  of  the  people ;  to  allow  the  use  of  the  park  for 
community  pageants,  celebrations,  fetes,  memorial  services,  public  meetings 
and  other  gatherings  and  to  contribute  to  the  expense  thereof  in  its  discretion, 
to  erect  such  buildings  thereon  as  may  conduce  to  the  greater  enjoyment  or 
beautifying  of  the  park,  and  to  erect  and  maintain  a  museum ;  to  provide 
benches,  electric  lighting,  band  stands,  swings,  refreshment  booths,  athletic 
apparatus,  games  and  general,  furniture  and  paraphernalia  in  any  [sic]  con¬ 
ducive,  in  its  judgment,  to  the  health,  enjoyment  and  instruction  of  the  school 
children  and  of  the  public  and  of  the  residents  of  Smithtown. 

The  Board  may,  for  educational  purposes,  permit  or  authorize  the  erection 
of  an  historical  museum  or  other  educational  buildings  on  said  premises,  and  it 
may  permit  or  authorize  the  erection  of  monuments  or  any  edifices  or  structures 
of  any  character  suitable  and  appropriate  for  the  commemoration  of  the  mem¬ 
ory  of  residents  of  Smithtown ;  provided,  however,  that  they,  or  any  of  them, 
shall  be  erected  pursuant  to  plans  to  be  approved  by  the  Board,  and  provided 
the  Board  shall  retain  control  of  everything  connected  therewith. 

The  park  shall  be  called  “  Smithtown  Village  Green.” 

Fifth  :  Any  money,  securities  or  personal  property  of  any  kind  now  or  here¬ 
after  assigned  to  said  Trustees  or  their  successors  shall  be  held  by  them  and  by 
said  corporation  as  a  trust  fund  for  the  charitable,  educational  and  recreational 
purposes  herein  mentioned,  with  full  power  to  sell  such  securities  and  other 
personal  property,  and  to  invest  and  re-invest  the  proceeds  in  any  investments 
that  other  trustees  are  permitted  to  invest  in  by  the  Laws  of  the  State  of 
New  York. 

The  said  Board  is,  however,  expressly  authorized  to  continue  to  hold  any 
investments  which  shall  come  into  its  hands  for  such  time  as  in  its  judgment 
it  shall  seem  [sic]  for  the  best  interest  of  the  Corporation. 

The  Board  shall  collect  income  arising  from  the  investments  and  apply  it  to 
the  purposes  enumerated  in  this  deed. 

The  corporation  shall  have  power  to  accept  other  gifts  of  lands,  money, 
securities  or  personal  property,  provided  the  same  be  not  subject  to  conditions 
inconsistent  with  the  provisions  of  this  deed.  The  power  of  acceptance  or 
rejection  of  a  gift  offered  to  the  Corporation  shall  be  absolute  with  the  Board. 

Sixth.  The  Board  and  the  Corporation  shall  have  all  the  powers  enjoyed  by 
other  eleemosynary  corporations  of  a  similar  class,  and  necessary  or  convenient 
to  carry  out  the  purposes  for  which  this  trust  is  established,  subject  to  the 
express  limitations  herein  contained  and  to  the  laws  applicable  thereto. 

Such  purposes  shall  be  liberally  construed,  it  being  the  intention  hereof  that 
said  park  and  fund  shall  be  so  managed  as  to  contribute,  to  the  greatest  extent 
possible,  to  the  health,  education  and  recreation  of  the  people  of  Smithtown. 

No  trustee  shall  be  held  responsible  for  the  acts  of  his  cotrustees,  in  which 
he  shall  not  have  afiirmatively  participated ;  nor  shall  said  trustees  be  held 
liable  for  loss  through  unfortunate  investments,  provided  they  exercise  their  best 
judgment. 
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The  Board  shall  organize  itself  as  it  shall  deem  convenient,  elect  its  own 
officers,  and  make  its  by-laws.  The  custodian,  or  custodians,  of  the  corporate 
funds  and  securities  shall  give  a  bond  or  bonds  in  such  amount  as  the  Board 
may  require.  He  or  they  shall  collect  all  monies  due  the  corporation,  and  his 
or  either  of  their  receipts  shall  be  a  sufficient  voucher  therefor. 

The  Board  shall  have  authority  to  employ  such  agents,  servants,  and  em¬ 
ployees  as  may  be  necessary,  including  a  secretary  and  treasurer  and  a  manager, 
superintendent,  or  engineer,  legal  counsel  whenever  necessary,  and  shall  pay 
them  such  compensation  as  may  be  proper,  subject  to  the  provisions  of  the 
Second  Article  hereof. 

It  shall  make  rules  and  regulations  governing  the  use  of  the  Park,  and  may 
exclude  any  persons  from  the  park  for  breach  of  the  rules,  or  for  any  conduct 
deemed  by  it  improper ;  and  it  may  employ  one  or  more  peace  officers  whenever 
necessary. 

While  the  intention  of  this  deed  is  that  the  park  shall  be  free  to  all,  nothing 
herein  contained  shall  restrain  the  Board  from  charging  moderate  fees  of 
admission  to  such  concerts,  pageants,  theatricals,  or  other  amusements  or 
spectacles  as  the  regular  income  shall  be  insufficient  to  pay  for,  as  to  which  said 
Board  shall  be  the  judge.  It  is,  however,  the  intention  hereof  that  the  park  and 
all  the  activities  carried  on  therein  shall  be  popular  to  the  greatest  degree  possi¬ 
ble,  and  no  function  or  spectacles  of  an  exclusive  nature  shall  be  held  in  said 
park. 

The  Board  in  its  discretion  may  take  out  any  policies  of  insurance  and  pay 
the  premiums  thereon. 

The  recital  of  powers  herein  contained  shall  not  operate  to  exclude  others,  not 
expressly  withheld  under  the  rule  ejusdem  generis,  or  otherwise. 

Further  provision  was  made  for  the  sale  of  any  or  all  of  the  said 
real  property  of  the  Smithtown  Village  Green  Corporation  in  the 
event  that  the  board  of  trustees  should  at  anv  future  time  determine 
that  the  best  interests  of  the  trust  and  of  the  people  of  Smithtown 
should  thereby  be  served,  and  for  the  application  of  the  proceeds  of 
the  sale  to  the  purchase  of  other  real  property  to  be  devoted  to  the 
same  purposes,  or,  in  the  event  of  such  other  purchase  be  impracti¬ 
cable,  to  invest  the  proceeds  as  provided  with  regard  to  the  trust  fund 
specified  in  article  5  of  the  indenture,  and  to  apply  the  income  there¬ 
from  to  the  general  educational,  charitable  and  recreational  purposes 
of  the  corporation. 

Said  Smithtown  Village  Green  Corporation  created  and  is  con¬ 
tinuing  and  maintaining  a  public  park  for  the  benefit  of  the  public 
in  the  manner  and  for  the  purposes  set  forth  in  the  said  indenture  of 
October,  1923. 

Judgment  will  be  entered  for  the  petitioner 
on  15  days?  notice,  under  Rule  50. 
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Pan-American  Bank  &  Trust  Co.,  Petitioner,  v.  Commissioner 

of  Internal  Revenue,  Respondent. 

i 

Docket  No.  2070.  Promulgated  December  17,  192G. 

•  The  petitioner  held  on  the  evidence  not  to  have  been  a  dealer 
in  securities  during  1918,  and  was  not,  therefore,  entitled  to  in¬ 
ventory  unsold  securities  at  the  market  value. 

Eugene  J .  McGivney ,  Esq.,  Isom  J.  Guillory ,  Esq.,  and  E.  Barrett 
Pretty  man,  Esq.,  for  the  petitioner. 

Henry  Raven  el,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  and  profits  taxes  for  1918  in  the  amount  of  $1,154.05.  The 
principal  question  involved  is  whether  the  petitioner  bank  was  a 
dealer  in  securities  in  1918,  and,  if  so,  whether  it  suffered  a  loss  in  the 
decline  of  the  value  of  its  securities. 

FINDINGS  OF  FACT. 

During  the  year  1918  the  petitioner  was  engaged  in  the  general 
banking  business  at  New  Orleans,  La.,  under  the  name  of  The  Metro¬ 
politan  Bank.  During  the  year  1919  the  name  was  changed  to  Pan- 
American  Bank  &  Trust  Co. 

In  addition  to  its  general  banking  business,'  the  petitioner  bought 
and  held  corporate  stocks  and  bonds  and  municipal  bonds  as  invest¬ 
ments.  The  petitioner  also  sold  corporate  and  municipal  bonds  to 
its  depositors.  It  also  bought  Liberty  bonds  and  other  securities 
of  the  Federal  Government  and  sold  them  to  its  clients  from  patri¬ 
otic  motives.  Some  of  the  Liberty  bonds  were  sold  for  cash,  and 
some  were  sold  on  a  subscription  or  installment  basis.  During  1918 
the  petitioner  concentrated  its  selling  efforts  on  Liberty  bonds.  The 
petitioner’s  sales  of  Liberty  bonds  were : 


1917. 

1918. 

Subscriptions . . 

$237,  085.  00 
2,  750.  00 
63,  050.  00 

Investments.  . . 

$2,  400.  00 
44, 150.  00 
376, 143.  43 
530,  575.  00 

Savings  department  Liberty  bond  accounts . . . . 

Third  Liberty  loan . . 

Fourth  Libert v  loan  bonds . . . 

Total . . 

302, 885.  00 

943,  268.  43 
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The  petitioner’s  sales  of  corporate  and  municipal  bonds  to  de¬ 
positors  were : 


1917. 


June  26 _ $8,  000 

June  26 _  7,  000 

July  2 _ _ _  1,000 


New  Orleans  Rv.  &  Elec.  Light  bonds _  $6,  568.  00 

Southern  Pacific  5%  bonds _  7,  105.  00 

Public  Improvement  bonds _ . _  958.  67 


16,  000 


April  and  May.  35,  000 

July  8 _  5,  000 

July  9 _ 10,  000 

July  10 _ 15,  000 

November  11__  1,  000 


66,  000 


1918. 

La  Fourche  Levee  District 
La  Fourche  Levee  District 
La  Fourche  Levee  District 
La  Fourche  Levee  District 
Audobin  Bldg,  bond _ 


14,  631.  67 


bonds _  35,  000.  00 

bonds _  5,  000.  00 

bonds _  10,  000.  00 

bonds _  15,  000.  00 

_  1,  000.  00 


66,  000.  00 


The  sales  made  in  1917  were  to  two  depositors  of  the  bank.  Those 
made  on  June  26,  1917,  were  made  to  the  same  person.  The  sales 
in  1918  were  also  made  to  two  depositors.  The  sales  made  in  April. 
May  and  July,  1918,  were  to  the  same  depositor.  The  parties  to 


whom  sales  were  made  in  1918  were  not  the  same  as  those  to  whom 
sales  were  made  in  1917.  The  balance  sheets  filed  with  petitioner’s 
1918  return  show  the  following  securities  at  the  end  of  the  years 
1917  and  1918 : 


Domestic  corporations. 


464  shares  Nashville  Ry.  &  Lt.  Co.  (Preferred) . . . 

150  shares  Nashville  Ry.  &  Lt.  Co.  (Preferred) . . 

1  share  New  Orleans  Stock  exchange . . . 

70  shares  Dixie  Brewing  Co . 

8  shares  Maison  Blanche  Realty  Co . . 

10  shares  Newcomb  Realty  Co . . . . . 

25  shares  N.  O.  Cold  Storage  &  Warehouse  Co . 

Bonds— Exempt. 

$2, 500.00  Buras  Levee  District . 

9,400.00  Smoke  Bead  Drainage  District . 

100,000.00  Lafourche  Levee  District . . . . 

Iberville  Parish  Public  School  Bonds . 

50, 000. 00  Federal  Land  Bank  Bonds  at  4 _ _ 

2, 100. 00  Arcadia  Parish  School  Bonds . 

Bonds— Others. 

160,000.00  N.  O.  Railway  &  Light  Co.  Bonds . . 

50,000.00  Little  Rock  Ry.  &  Elec.  Bonds . . . . 

17,000.00  Nashville  Ry.  &  Light  Co . . 

500.00  N.  O.  Land  Company  Bonds . . . 

1,  500. 00  Southern  Pine  Company  Bonds . 

99, 500.00  Maison  Blanche  Bldg.  Annex  Bonds. . ..... 

13,500.00  Joubert  &  Oosline  Mach.  &  Fdy.  (Mtg.  Bds.)..... 
100,000.00  Red  River,  Atch.  &  B.  B.  Levee  Dist.  (Borrowed) 


1917. 

1918. 

$32, 480.  00 

$32, 480. 00 

10,  500.  00 

10, 500. 00 

2, 000.00 

2,  000.00 

5, 250. 00 

4,  725. 00 
600.00 

600.00 

300.00 

300.00 

2,  500.  00 

2,  500. 00 

2,  500. 00 

2, 500. 00 

9,  700. 00 
100,000.00 
174.  37 

9, 400. 00 

174.  37 

50, 500. 00 
2, 100. 00 

121, 600. 00 

50,  500. 00 

104, 000.  00 

50, 000. 00 

47, 500. 00 

16, 490. 00 

16, 150. 00 

500.00 

500.00 

1,  500. 00 

1, 500.  00 

13,  500.  00 
100, 000. 00 

99, 500. 00 

The  bank  followed  the  consistent  practice  of  inventorying  its 
securities  every  six  months.  The  board  of  directors,  regularly  in 
May  and  November  of  each  year,  appointed  a  committee  to  investi¬ 
gate  the  affairs  of  the  bank,  and  this  committee  regularly  included 
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in  its  activities  an  examination  of  the  securities  carried  by  the  bank 
and  determined  the  then  market  value  thereof.  The  values  at  which 
securities  were  carried  on  the  books  were  adjusted  to  conform  to  the 
market  values  as  determined  by  the  committee. 

The  market  values  and  reductions  recommended  by  the  committee 
at  various  dates  were : 

May  18,  1916. 


152,000  N.  O.  Railway  &  Light  Co.  bonds,  at -  $86.  00 

50,000  Little  Rock  Railway  &  Light  Co.  bonds,  at _  104.  00 

6,300  Arcadia  Parish  5%  bondft  at -  100. 00 

Iberville  Parish,  balance _  174. 37 

2.500  Burns  Levee  District  5%  bonds,  at -  100.  00 

12,000  Nashville  Railway  &  Light  Co.  bonds  5% _  103.  00 

1.500  Southern  Pine  Co.  6%  bonds,  at -  100.  00 

10,300  Smoke  Bend  Drainage  District  5%  bonds _  100.  00 

464  shares  Nashville  Railway  &  Light  Co _ 78.  00 

1,347  shares  River  Front  Realty  Co _  2.  50 

1  share  New  Orleans  Stock  Exchange _ _ _  1,  500.  00 


Dec.  5,  1916. 


152,000  N.  O.  Railway  &  Light  Co.  bonds,  85 _ $129,  200.  00 

50,000  Little  Rock  Railway  &  Light  Co.,  104 -  52,  000.  00 

15,000  Joubert  &  Goslin  M.  &  F.  Co.,  100 _  15,  000.  00 

17,000  Nashville  Railway  &  Light  Co.,  102 _  17,  340.  00 

500  N.  C.  Land  Company  bonds,  100 _  500.00 

10,000  Smoke  Bend  Drainage  District,  100 _  10,  000.  00 

4,200  Arcadia  Parish  School  Bd.  5%  bds.,  100 _  4,  200.  00 

2.500  Buras  Levee  District  bonds,  100 _  2,  500.  00 

1.500  Southern  Pine  Co.  bonds,  100 _  1,  500.  00 

Balance  Iberville  Parish  bonds _  174.  37 

464  shares  Nashville  Railway  &  Lt.  Co.  Preferred,  75 _  34,  800.  00 

1,347  shares  River  Front  Realty  Co.,  2.50 _  3, 367.  50 

1  share  New  Orleans  Stock  Exchange _  2,  000.  00 


Total - - -  272,  581.  87 


May  31,  1917. 

No  reduction  recommended. 

Nov.  30,  1917. 

$160,000  N.  O.  Rway.  &  Lt.  Co.  4 y2  bonds,  to  76.00. 

50,000  Little  Rock  Ry.  &  Lt.  Co.  5%  bonds,  to  par. 

17,000  Nashville  Ry.  &  Lt.  Co.  5%  bonds,  to  97.00. 

464  shares,  Nashville  Rway.  &  Lt.  Co.  Preferred  stock,  to  70.00. 

1,347  shares  River  Front  Realty  Co.  stock,  to  nothing. 

May  30,  1918. 

*  *  *  That  the  bonds  of  the  New  Orleans  Railway  &  Light  Company 

owned  by  the  bank  be  reduced  in  value  as  carried  on  the  books  to  70  cents. 
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Nov,  27,  1918. 


$160,000  N.  O.  Ry.  &  L.  Co.  bonds,  at  70,  reduced  5,  65 _ $8,  000.  00 

50,000  L.  R.  Ry.  &  L.  Co.  bonds,  at  100,  reduced  5,  95 _  2,  500.  00 

17,000  Nash.  Ry.  &  Lt.  Co.  bonds,  at  97,  reduced  2,  95 _  340.  00 


The  reduction  made  June  12,  1918,  as  a  result  of  the  committee’s 
recommendations  of  May  30,  amounted  to  $9,600.  The  reduction 
made  December  31,  1918,  as  a  result  of  the  recommendations  of 
November  27,  amounted  to  $10,840.  The  total  reductions  made 
during  the  year  amounted  to  $20,440.  No  claim  for  this  amount  was 
made  in  the  income-tax  return  filed  by  the  petitioner,  but,  in  an 
affidavit  filed  with  the  respondent  by  the  petitioner  in  the  course  of 
the  audit  of  the  return,  the  amount  was  claimed  as  a  loss.  The 
respondent  refused  to  allow  the  petitioner’s  contention. 

The  bid  and  asked  prices  on  December  31,  1918,  on  the  New  Orleans 
Stock  Exchange  of  the  securities  thus  reduced  were : 


Bid. 

Asked. 

New  Orleans  Railway  and  Light  4%’s . . . 

57  Vi. 

5SH 

Little  Rock  Electric  5’s.  . . . . __ . . 

89  y2 

95  % 

Nashville  Railway  and  Light  Co . . . 

wy* 

95 

The  nearest  available  dates  to  December  31,  1918,  on  which  sales 
of  these  bonds  were  made  on  the  New  Orleans  Exchange  were : 
Little  Rock  Electric  5’s  on  November  12,  1918,  at  85% ;  New  Orleans 
Railway  and  Light  4%’s  on  December  31,  1918,  at  57%;  Nashville 
Railway  and  Light  5’s  on  December  12,  1918,  at  90. 

The  petitioner’s  ledger  contained  a  “  Stocks  and  Bonds  ”  account. 
In  this  account  were  recorded  petitioner's  dealings  in  stocks  and 
bonds  held  as  investments,  those  purchased  for  resale,  those  which 
petitioner  had  borrowed,  and  those  which  it  had  held  previously  as 
collateral  for  loans  and  on  which  it  had  foreclosed.  Until  1918  a 
portion  of  the  transactions  in  Liberty  bonds  were  recorded  in  this 
account,  but  during  that  year  separate  accounts  were  kept  for  the 
different  issues  of  Liberty  bonds. 

The  ledger  of  the  petitioner  contained  an  “  Exchange  ”  account  to 
which  was  carried  any  commissions  or  profits  received  by  the  peti¬ 
tioner  from  the  sale  of  stocks  and  bonds.  To  this  account  was  also 
carried  exchange  on  drafts  and  on  collections.  The  u  Exchange  ” 
account  was  carried  into  the  profit  and  loss  account. 

The  vice  president  of  the  petitioner  bank  owned  a  share  of  stock 
in  the  New  Orleans  Stock  Exchange.  The  ownership  of  the  share  of 
stock  vested  no  trading  rights  in  the  owner,  nor  did  it  make  him  a 
member  of  the  exchange. 
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In  Schedule  A  (3)  attached  to  the  petitioner’s  income-tax  return, 
its  income  “  From  Discounts  ”  is  shown  as  $95,551.94,  and  “  From 
Exchange  ”  as  $13,059.39.  ' 

The  correct  amount  of  tax  for  1917  to  be  prorated  for  the  purpose 
of  adjusting  the  1918  invested  capital  is  $7,619.94. 

Invested  capital  for  1918  was  understated  by  $22,650,  representing 
a  loss  charged  off  on  the  books  of  the  petitioner  in  1917  on  account  of 
a  decline  in  its  inventory  of  securities. 

OPINION. 

1  lillC  1  |  '  •  ’  ;  f  ‘  }  i  ‘  I  f  '  1  )  i  t  V 

Trammell:  The  question  presented  is  whether  the  petitioner  is 
entitled  to  a  deduction  on  account  of  the  shrinkage  in  value  of  securi¬ 
ties  which  it  had  on  hand  at  the  end  of  the  taxable  year. 

It  claims  a  deduction  upon  the  ground  that  it  was  a  dealer  in  se¬ 
curities  and  that  it  comes  within  the  scope  of  article  1585,  Regula¬ 
tions  45,  as  amended  by  T.  D.  3296,  C.  B.  1-1,  p.  40,  which  provides 
as  follows: 

A  dealer  in  securities,  who  in  his  books  of  account  regularly  inventories 
unsold  securities  on  hand  either  (a)  at  cost  or  (b)  at  cost  or  market,  whichever 
is  lower,  or  (c)  at  market  value,  may  make  his  return  upon  the  basis  upon 
which  his  accounts  are  kept;  provided  that  a  description  of  the  method  em¬ 
ployed  shall  be  included  in  or  attached  to  the  return,  that  all  the  securities 
must  be  inventoried  by  the  same  method,  and  that  such  method  must]  be  ad¬ 
hered  to  in  subsequent  years,  unless  another  be  authorized  by  the  Commis¬ 
sioner.  For  the  purpose  of  this  rule  a  dealer  in  securities  is  a  merchant  of 
securities,  whether  an  individual,  partnership,  or  corporation,  with  an  es¬ 
tablished  place  of  business,  regularly  engaged  in  the  purchase  of  securities 
and  their  resale  to  customers ;  that  is,  one  who  as  a  merchant  buys  securities 
and  sells  them  to  customers  with  a  view  to  the  gains  and  profits  that  may  be 
derived  therefrom.  If  such  business  is  simply  a  branch  of  the  activities  car¬ 
ried  on  by  such  person,  the  securities  inventoried  as  here  provided  may  include 
only  those  held  for  purpose  of  resale  and  not  for  investment.  Taxpayers  who 
buy  and  sell  or  hold  securities  for  investment  or  speculation,  and  not  in  the 
course  of  an  established  business,  and  officers  of  corporations  and  members  of 
partnerships,  who  in  their  individual  capacities  buy  and  sell  securities,  are 

•  •»«*'*•*  -  •  •  •  .  i  ■  •  » -  »  •  . 

not  dealers  in  securities  within  the  meaning  of  this  rule.  *  *  * 

The  above  article  of  the  Regulations  is  based  upon  section  203  of 
the  Revenue  Act  of  1918,  which  provides  as  follows: 

That  whenever  in  the  opinion  of  the  Commissioner  the  use  of  inventories 
is  necessary  in  order  clearly  to  determine  the  income  of  any  taxpayer,  in¬ 
ventories  shall  be  taken  by  such  taxpayer  upon  such  basis  as  the  Commissioner, 
with  the  approval  of  the  Secretary,  may  prescribe  as  conforming  as  nearly 
as  may  be  to  the  best  accounting  practice  in  the  trade  or  business  and  as  most 

clearly  reflecting  the  income. 

•  ■  «;■•*  •••;■■  .  ■  *  . 

The  above  article,  in  our  opinion,  in  so  far  as  it  is  pertinent 
to  the  issue  now  before  us,  is  consistent  with  and  reasonably  adapted 
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to  carrying  out  the  provisions  of  the  statute.  A  dealer  in  securities, 
who  has  securities  on  hand  at  the  end  of  the  year,  is,  in  our  opinion, 
as  much  entitled  to  inventory  them,  and  an  inventory  thereof  is  just 
as  necessary  clearly  to  determine  the  income,  as  is  a  dealer  in  mer¬ 
chandise,  strictly  speaking.  To  such  a  dealer  securities  are  his 
merchandise.  The  question  now  is  whether  the  petitioner  was  a 
dealer  in  securities. 

The  petitioner  alleged  in  its  petition  that  it  operated  a  stock  and 
bond  department,  but  at  the  hearing  no  testimony  was  introduced  on 
this  point. 

It  was  also  alleged  in  the  petition  that  petitioner  owned  a  share  of 
stock  in  the  New  Orleans  Stock  Exchange,  but  the  testimony  was  to 
the  effect  that  the  share  of  stock  was  owned  by  the  vice  president, 
who  was  not  a  member  of  the  New  Orleans  Stock  Exchange,  and  that 
the  ownership  vested  no  trading  privileges  in  the  owner. 

In  support  of  its  contention  that  it  was  a  dealer  in  securities,  the 
petitioner  showed  that  during  the  year  1917  it  made  three  sales  of 
corporate  and  municipal  bonds  to  its  depositors,  two  of  which  sales 
were  made  on  the  same  date  to  the  same  individual.  Six  days  later 
the  other  sale  was  made.  During  1918  the  petitioner  made  sales  of 
corporate  and  municipal  bonds  to  two  of  its  depositors.  The  sales  to 
one  of  them  were  made  in  the  months  of  April,  May  and  July,  while 
the  other  sale  was  made  in  the  month  of  November  to  another  de¬ 
positor.  The  testimony  does  not  show  whether  the  bank  received  a 
commission  on  these  sales,  or  what  profit,  if  any,  it  made  on  them. 
Neither  is  it  shown  that  these  transactions  were  not  made  by  the 
bank  as  an  accommodation  to  its  depositors. 

During  1917  and  1918  the  petitioner,  in  common  with  other  banks 
of  the  country  and  with  dealers  in  securities,  out  of  patriotic  motives 
handled  a  large  volume  of  Liberty  bonds.  Such  patriotic  services 
precluded  charging  or  allowing  commissions  on  these  transactions. 
These  services  do  not,  in  our  opinion,  indicate  that  the  petitioner 
was  a  dealer  in  such  securities. 

Petitioner’s  holdings  and  dealings  in  corporate  bonds  and  stocks 
and  municipal  bonds  were  recorded  in  the  “  Stocks  and  Bonds  ” 
account.  Petitioner  has  made  no  attempt  to  separate  its  securities 
into  classes  such  as  those  purchased  for  investment  and  those  pur¬ 
chased  and  held  for  resale. 

In  Schedule  A  (3)  accompanying  petitioner’s  return,  its  income 
“  From  Exchange  ”  is  shown  as  $13,059.39,  but  since  the  exchange  on 
drafts  and  exchange  on  collections  were  also  carried  to  petitioner’s 
“  Exchange  ”  account,  we  have  no  way  of  knowing  what  part,  if 
any,  of  the  $13,059.39  represents  commissions  or  profits  on  trans¬ 
actions  in  securities  bought  for  sale. 
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From  the  evidence  we  are  of  the  opinion  that  the  infrequent  and 
isolated  transactions  in  corporate  and  ,  municipal  bonds  with  the 
depositors  of  petitioner  are  not  sufficient  to  constitute  petitioner  a 
dealer  in  securities. 

Judgment  will  be  entered  on  15  days’  notice , 
under  Rule  50. 


Irwin  N.  Nelms,  Petitioner,  v.  Commissioner  of  Internal 
>  Revenue,  Respondent. 

Docket  No.  6419.  Promulgated  December  17,  1926. 

The  evidence  is  insufficient  to  show  that  the  Commissioner’s 
determination  of  the  value  of  stock  acquired  by  gift  in  1920  was 
erroneous. 

•n  j iJi'n  ipiilnuj)  m  »q/o  n '<  ■  /  hi  b-.J  *>i|  bin:  ui 

F.  G.  Masquelette ,  G.  P.  A .,  for  the  petitioner. 

F.  0.  Graves,  Esq.,  for  the  respondent. 

The  Comihissioner  determined  a  deficiency  of  $391.20  for  the 
calendar  year  1922.  He  determined  that  216  shares  of  stock,  when 
acquired  by  petitioner  by  gift  in  1920,  had  a  value  of  $86.38  and 
that  a  taxable  profit  was  realized  in  1922  when  these  shares  were 
sold  for  $145  a  share.  Petitioner  claims  that  the  216  shares  had  a 
value  of  at  least  $150  a  share  at  the  time  acquired  in  1920. 

07/ 1  lo  \ !  U  !<  .  i '  'r%  )  it  I  v  i  1 1  ( J  ill  *)  f  I  R  7  *J  i  •  •  i ,  »  i )  f  ( : ,  | 1 1  •  t  <  ;;  7  >  ' * !  { 

FINDINGS  OF  FACT. 

Petitioner  is  a  resident  of  Houston,  Tex.  During  the  years  1918 
to  1920  he  became  the  owner  of  360  shares  of  capital  stock  of  the 
Nelms-Kehoe  Dock  Co.  of  Houston,  as  follows: 


m  a  j>*  j  >tf  ft  y 1 1  • 1  ■ :  ■  i  *  >  < » n  I  Hi'  #•*  <>I  m): 

Year  acquired. 

uik  fj>]  I  fin.-nt'f!  to  *»;,  n  /  i •  ?  i  nil  )i  v  j  j  • 

Number 
of  shares. 

Cost  per 
share. 

1918 . . . . 

9 

.  50 

38 

47 

216 

$200 

107 

150 

(100%  stock 
\  dividend. 
Gift. 

1918)...  A  .  (  .  /  ,  f  ,  , , ,  . 

1919 . i . : . 

1920  (May  31) . . ; . J. . 

1920  Julv . . . . . . . . . 

-C!  !’  hruq  )  .!<•.  .  •  ■  !  •-  <  ;  7 

The  216  shares  last  mentioned  were  acquired  by  petitioner  in  July, 
1920,  as  a  gift  from  his  father. 


In  October,  1922,  the  properties  of  the  Nelms-Kehoe  Dock  Co.  were 
sold  to  the  Shippers  Compress  Co.  for  $145,000,  which  amount  equals 
$145  a  share  for  the  outstanding  stock  consisting  of  1,000  shares. 
The  petitioner,  as  the  owner  of  360  shares,  received  $52,200.  He 
reported  a  profit  of  $12,005'  on  the  sale  of  this  stock  and  the  Com¬ 
missioner  held  that  the  216  shares  acquired  by  gift  in  July,  1920, 
had  a  value  at  that  time  of  $86.38. and  increased  the  profit  shown  by 
the  petitioner  in  the  amount  of  $8,686.92. 
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The  Commissioner's  determination  of  value  was  arrived  at  by 
capitalizing  the  average  net  earnings  of  $6,911.75  for  a  period  of 
five  years  prior  to  the  date  of  acquisition  of  the  216  shares  of  stock 
at  8  per  cent. 

OPINION. 

Littleton :  The  Board  does  not  feel  justified  from  the  testimony 
of  the  three  witnesses  submitted  by  depositions  in  making  a  finding 
that  the  216  shares  of  stock  of  the  Nelms-Kehoe  Dock  Co.  had  a  value 
in  1920  in  excess  of  that  determined  by  the  Commissioner.  The  first 
witness  based  his  opinion  of  a  value  of  $150,000  for  the  properties 
of  the  corporation  in  1920  upon  statements  made  to  him  by  some  one 
else  at  some  time  not  disclosed  by  the  record.  There  is  nothing  to 
show  that  this  witness  was  familiar  with  the  property  or  the  business 
in  1920  and  he  had  never  had  any  experience  in  dealing  with  such 
properties. 

The  next  witness  was  a  cotton  broker.  He  stated  that  he  was 
familiar  with  the  property  of  the  Nelms-Kehoe  Dock  Co.  “just  off 
hand  ”  and  gave  it  as  his  opinion  that  the  value  of  the  properties  of 
that  company  was  $150,000  in  1920. 

The  last  witness,  who  was  manager  of  the  Shippers  Compress  Co., 
purchaser  of  the  properties  and  the  business  of  the  Nelms-Kehoe 
Dock  Co.,  stated  that  in  his  opinion  the  value  of  the  properties  in 
1920  was  equal  to  their  value  in  1922,  plus  the  amount  of  two  years’ 
depreciation,  and  estimated  that  the  value  in  1920  was  in  excess  of 
$150,000.  The  evidence  does  not  show  that  this  witness  was  familiar 
with  the  business  and  properties  of  the  corporation  in  1920. 

We  have  no  evidence  concerning  the  assets  or  business  of  the  Nelms- 
Kehoe  Dock  Co.  at  that  date.  There  is  some  reference  in  the  testi¬ 
mony  of  the  witnesses  to  certain  machinery  and  a  lease  which,  in 
1920,  had  four  years  to  run,  with  the  privilege  of  renewal  for  another 
period  of  ten  years. 

Looking  to  the  price  at  which  the  stock  of  Nelms-Kehoe  Dock  Co. 
sold  in  1918  and  1919  before  the  capital  stock  was  increased  from  500 
shares  to  1,000  shares,  we  find  that  the  price  paid  for  the  stock  in 
1918  was  equivalent  to  $53.50  a  share,  and  the  price  paid  in  1919 
was  equivalent  to  $75  a  share  after  the  stock  dividend  had  been 
declared. 

The  familiarity  of  the  witnesses  with  the  property  and  business  of 
the  Nelms-Kehoe  Dock  Co.  in  the  year  1920,  as  disclosed  by  the  evi¬ 
dence,  was  so  slight  that  their  opinions  of  value  are  not  entitled  to 
sufficient  weight  to  overcome  the  Commissioner’s  determination  of 
value  of  the  216  shares  of  stock. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner. 


PERKINS  SASH  &  DOOR  CO. 
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Perkins  Sash  &  Door  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

'  i 

Docket  No.  9910.  Promulgated  December  17,  1926. 

Petitioner  has  not  shown  that  it  was  entitled  to  a  greater  in¬ 
vested  capital  than  that  determined  by  the  Commissioner,  or  that 
the  Commissioner's  determination  in  respect  of  the  allowance  for 
exhaustion,  wear  and  tear  of  the  property  was  erroneous ;  nor  has 
it  shown  that  the  Commissioner’s  adjustment  of  the  closing  inven¬ 
tories  for  the  fiscal  years  ending  July  31,  1920  and  1921,  was 
erroneous. 

G.  JS.  Alexander ,  Esq.:  for  the  petitioner. 

Henry  Ravenel ,  Esq .,  for  the  respondent. 

The  Commissioner  determined  deficiencies  in  income  and  profits 
taxes  in  the  amounts  of  $1,026.44  and  $734.09,  respectively,  for  the 
fiscal  years  ending  July  31,  1920  and  1921.  The  petitioner  claims 
that  the  Commissioner  erred  in  his  determination  (1)  in  respect  of 
the  value  of  the  property,  alleged  to  have  been  paid  in  to  the  cor¬ 
poration,  for  invested  capital  and  depreciation  purposes,  (2)  in 
reducing  the  inventories  of  July  31,  1920  and  1921,  and  (3)  in  re¬ 
ducing  surplus  in  each  of  the  years  on  account  of  prior  year’s  tax. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Georgia  corporation  with  principal  office  at 
Augusta.  At  some  date  prior  to  July,  1913,  the  National  Bank  of 
Augusta  had  loaned  approximately  $41,272.05  to  the  Woodward 
Manufacturing  Co.,  for  which  that  company  gave  the  bank  mort¬ 
gages  on  certain  of  its  properties  and  equipment.  The  Woodward 
Company  failed  and  certain  of  its  properties  were  taken  over  by  the 
bank.  Thereafter,  the  National  Bank  of  Augusta  was  liquidated  by 
the  officers  of  the  Citizens  &  Southern  Bank  of  Augusta.  During 
this  liquidation  the  National  Bank  of  Augusta,  through  its  liquidat¬ 
ing  agents,  sold  certain  miscellaneous  property  of  the  Woodward 
Manufacturing  Co.  for  $8,408.15  and,  in  July,  1913,  they  sold  the 
plant  of  the  Woodward  Manufacturing  Co.  to  H.  R.  Perkins  and 
H.  C.  Maxwell  for  $15,000;  $2,500  being  paid  in  cash,  and  interest- 
bearing  promissory  notes  of  Perkins  and  Maxwell  were  given  for  the 
balance,  payable  $2,500  annually.  The  National  Bank  of  Augusta 
gave  Perkins  and  Maxwell  a  bond  for  title,  in  which  it  agreed  to 
transfer  title  when  the  deferred  payments  had  been  made. 

At  the  end  of  each  of  the  fiscal  years  involved  a  physical  inventory 
was  taken  by  petitioner  of  all  of  its  materials  and  supplies  on  hand, 
including  the  finished  products. 
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It  was  petitioner’s  established  custom  to  price  the  inventory  at 
selling  prices  and  to  reduce  the  total  thereof  by  33 %  per  cent  to 
bring  it  to  cost.  For  the  fiscal  year  ending  July  31,  1920,  the  in¬ 
ventory  of  moldings  and  sundry  manufactured  articles  priced  at 
selling  prices  amounted  to  $3,929.90,  and  before  this  amount  was 
added  to  the  total  of  the  inventory  of  all  other  materials,  supplies, 
and  the  manufactured  product,  it  was  reduced  by  33 %  per  cent,  or 
$1,309.97,  making  the  total  of  this  portion  of  the  inventory  $2,619.93. 

The  detailed  and  itemized  inventory  of  all  departments  was  then 
totaled  and  summarized,  and  adjusted  to  arrive  at  the  total  inventorv 
for  the  year  as  follows : 

Sheets  1  to  3.  Frame  Room _ $1,242.1-^ 

Sheets  4  to  7.  Glass  &  Glazing  Dept -  2,  546.  20 

Sheets  8  to  14.  Sash  Door  &  Blind  Dept _  4, 158.  85 

Sheets  15  to  17,  Sundries  &  Moldings  (reduced  from  $3,927.90  as 

above  stated) -  2,619.93 

Sheets  18  to  23.  Lumber  and  Supplies _ _ _  17,  486.  08 

Selling  Values _  28,  053.  21 

Less :  Blythe.  School  Building  charged  on  books — not 

made _ $1,  000.  00 

33  y3  per  cent _  9,  693.  34 

-  10,  693.  34 

Total  closing  inventory _  17,  359.  87 

The  Commissioner  adjusted  this  inventor}^  by  eliminating  the  re¬ 
duction  of  $1,309.97  in  the  inventory  price  of  moldings  and  sundries, 
allowing  a  reduction  of  33%  per  cent  on  the  total  inventory  thus 
determined,  after  deducting  therefrom  the  Blythe  School  Building 
item  of  $1,000  resulting  in  a  closing  inventory  for  the  year  of 
$18,908.79,  an  increase  of  the  closing  inventory  as  shown  by  the  peti¬ 
tioner  of  $1,548.92,  which  it  claims  was  erroneous. 

The  petitioner  followed  the  same  method  in  pricing  its  inventory 
at  July  31,  1921.  In  this  year,  before  totaling  the  inventory  of  all 
departments  and  reducing  it  by  33%  per  cent  to  arrive  at  the  cost, 
the  inventory  price  of  lumber,  sash  weights,  feed  and  supplies, 
amounting  to  $12,176.91,  was  reduced  25  per  cent,  or  $3,044.23,  result¬ 
ing  in  an  inventory  value  for  these  departments  of  $9,132.68.  The 
total  selling  price  of  the  inventory  thus  priced  amounted  to  $21,492.16, 
and  this  amount  was  then  further  reduced  by  33%  per  cent,  or 
$7,164.05 — the  “  difference  between  cost  and  selling  values  ”  result¬ 
ing  in  a  closing  inventory  for  the  fiscal  year  ending  July  31,  1920, 
of  $14,328.11.  The  Commissioner  adjusted  the  inventory  by  eliminat¬ 
ing  the  arbitrary  reduction  of  $3,044.23,  being  25  per  cent  of  the  item 
of  $12,176.91  above  mentioned,  and  arrived  at  a  total  inventory  at 
a  selling  value  of  $24,536.39,  which  was  reduced  by  33%  per  cent, 
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or  $8,178.79,  resulting  in  a  closing  inventory  for  the  year  of 
$16,357.60,  an  increase  in  the  inventory  as  shown  by  the  petitioner 
of  $2,029.49,  which  it  claims  was  erroneous. 

There  was  a  marked  decline  in  the  lumber  market  shortly  prior 
to  July,  1920. 

OPINION. 

Littleton:  The  Board  is  unable  from  the  evidence  submitted  to 
make  any  modification  in  the  Commissioner’s  determination  in  re¬ 
spect  of  the  invested  capital  and  his  allowance  for  exhaustion,  wear 
and  tear  of  the  property  owned  by  the  petitioner.  The  record  does 
not  disclose  what  action  the  Commissioner  took  in  this  regard,  nor 
does  it  show  what  property  was  paid  in  to  the  corporation  for  stock 
or  otherwise,  and  it  contains  no  information  from  which  the  Board 
can  make  a  finding  of  the  value  of  an}^  property  for  invested  capital 
or  depreciation  purposes.  Considerable  testimony  was  taken  by 
depositions,  apparently  in  an  effort  to  show  that  certain  property 
purchased  by  Perkins  and  Maxwell  from  the  National  Bank  of 
Augusta  at  $15,000  had  a  value  in  excess  of  that  amount,  but  there 
is  no  evidence  to  show  that  this  property  was  acquired  by  the  peti¬ 
tioner  for  stock  or  otherwise,  or  that  it  was  owned  by  it  during  the 
taxable  year.  We  have  carefully  considered  the  evidence  submitted 
in  support  of  the  claim  that  the  property  purchased  by  Perkins  and 
Maxwell  had  a  cash  value  of  $30,000,  and  even  if  we  could  find  that 
this  property  was  paid  in  to  the  petitioner  by  them  we  are  not  con¬ 
vinced  from  the  evidence  that  its  actual  cash  value  was  in  excess 
of  $15,000. 

The  Board  is  unable  from  the  evidence  submitted  to  find  that  the 
Commissioner  erred  in  his  determination  of  petitioner’s  inventories 
for  the  taxable  years.  The  Commissioner  has  approved  petitioner’s 
method  of  pricing  its  inventories,  but  has  declined  to  allow  the  arbi¬ 
trary  reductions  of  the  amounts  at  which  certain  portions  of  the 
inventories  were  priced  by  33 y3  per  cent  in  the  year  ending  July 
31,  1920,  and  25  per  cent  in  the  year  ending  July  31,  1921.  These 
inventories  were  priced  by  H.  C.  Maxwell,  now  deceased.  Another 
official  of  the  company,  who  listed  practically  the  entire  inventory 
in  each  of  the  years  and  who  conferred  with  Maxwell  during  the 
time  that  he  was  pricing  the  same,  testified  that  the  reductions  made 
bv  Maxwell  and  disallowed  by  the  Commissioner  were  due  to  the 
decline  in  market.  This  evidence,  however,  does  not  enable  the 
Board  to  determine  that  the  Commissioner  erred  in  his  adjustment 
of  the  inventories.  We  fail  to  see  why  the  prices  placed  upon  each 
individual  article  when  pricing  the  inventories  did  not  represent  the 
correct  price  according  to  the  method  followed,  and  if  they  did 
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there  was  no  justification  in  the  arbitrary  reductions  of  33%  per 
cent  in  1920  and  25  per  cent  in  1921  of  a  portion  of  the  inventories. 
It  would  appear  from  the  record  that,  when  the  entire  inventories 
had  been  priced,  item  by  item,  and  totaled,  Maxwell  concluded  that 
the  total  figure  was  too  high  and  arbitrarily  made  the  reductions 
mentioned  before  the  33%  per  cent  from  the  total  inventory  was 
taken.  Upon  the  evidence  we  approve  the  Commissioner’s  adjust¬ 
ment. 

The  action  of  the  Commissioner  in  reducing  the  surplus  for  each 
of  the  years  on  account  of  the  tax  for  the  preceding  years  is 
approved.  Appeal  of  Russel  Wheel  &  Foundry  Co .,  3  B.  T.  A. 
1168. 

Judgment  ivill  be  entered  on  15  days ’  notice , 
under  Rule  50. 


Crescent  Cotton  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  4558.  Promulgated  December  17,  1926. 

Reserves  set  up  to  cover  estimated  shrinkages  in  weight  of 
cotton  shipped  to  Europe  and  reserves  for  exchange  and  for 
“  hedges  ”  are  not  allowable  deductions. 

W.  E.  Hayes ,  Esq.,  for  the  petitioner. 

J.  A.  Adams,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  deficiencies  in  in¬ 
come  and  profits  taxes  of  $2,183.42  and  $16,637.04  for  the  fiscal 
years  ended  August  31,  1919,  and  August  31,  1920,  respectively. 
The  deficiency  for  1919  results  from  the  action  of  the  Commis¬ 
sioner  in  disallowing  an  amount  of  $7,975  deducted  by  the  petitioner 
in  its  return  as  a  reserve  for  shrinkage  in  weight  on  cotton  ship¬ 
ments.  The  deficiency  for  1920  results  from  the  disallowance  by 
the  Commissioner  of  the  amounts  of  $32,471.27,  $5,300  and  $5,300,. 
representing  deductions  taken  by  the  petitioner  as  reserves  for 
shrinkage  in  weight  on  cotton  shipments,  for  exchange,  and 
“  hedges,”  respectively. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Louisiana  corporation  with  its  principal  office 
at  New  Orleans.  During  the  years  involved  in  this  proceeding  it 
was  engaged  in  exporting  cotton  to  Europe.  Its  books  of  account 
were  kept  on  the  accrual  basis. 

The  cotton  was  weighed  at  New  Orleans,  which  was  the  point  of 
shipment.  In  invoicing  cotton  to  European  purchasers  the  peti- 
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tioner  added  8  pounds  per  bale  to  the  actual  weight.  This  was  done 
to  get  the  benefit  of  any  possible  increase  in  weight  upon  being  re- 
weighed  at  the  point  of  arrival.  The  addition  of  an  extra  amount 
to  provide  for  an  increase  in  weight  is  a  custom  of  the  trade  and 
in  accordance  with  the  rules  and  regulations  of  the  Liverpool  Cotton 
Exchange  by  which  petitioner’s  contracts  were  governed.  Imme¬ 
diately  upon  invoicing  and  shipping  the  cotton,  the  petitioner  re¬ 
ceived  payment  by  drawing  against  credits  available  to  it  in  New 
York  and  London. 

When  the  cotton  arrived  in  Europe  it  was  re  weighed.  If  its  weight 
exceeded  the  amount  at  which  invoiced,  the  petitioner  received  no 
benefit  therefrom.  If  it  weighed  less  than  the  weight  shown  by 
the  invoice,  the  petitioner  under  its  contract  was  obligated  to  make 
an  adjustment  for  the  decrease.  This  was  accomplished  by  giving 
the  purchaser  a  credit  for  the  amount  involved  or  by  making  a  cash 
refund.  The  adjustments  for  loss  in  weight  are  based  upon  reports 
from  petitioner’s  agent  in  Europe.  Sometimes  it  was  two  or  three 
months  after  shipments  were  made  before  petitioner  received  a  report 
from  its  agent. 

In  its  gross  sales  each  year  the  petitioner  included  as  sales  the 
additional  8  pounds  per  bale  which  had  been  shown  in  the  invoices. 

At  the  close  of  the  years  involved  in  this  proceeding  the  petitioner 
took  the  outstanding  shipments  from  which  it  had  received  no  re¬ 
ports  and  computed  a  certain  percentage  in  weight  based  on  the  ex¬ 
perience  of  its  officials  in  the  business.  This  shrinkage  in  weight 
multiplied  by  the  average  sale  price  of  the  outstanding  shipments 
gave  the  amounts  which  the  petitioner  set  up  as  reserves  for  shrinkage 
in  weight  of  cotton  shipped. 

The  amount  set  up  on  its  books  and  deducted  by  the  petitioner 
in  its  1919  return  for  such  a  reserve  was  $7,975.  This  deduction 
was  disallowed  by  the  respondent.  For  1920  the  petitioner  set  up 
a  reserve  for  $35,300,  of  which  respondent  disallowed  $32,471.27. 
These  deductions  were  disallowed  by  the  respondent  upon  the  ground 
that  they  represented  contingent  reserves.  During  petitioner’s  fiscal 
year  1920  the  company  made  refunds  and  credits  amounting  to 
$7,143.97.  These  were  allowed  by  it  on  account  of  loss  in  weight  of 
shipments  outstanding  on  August  31,  1919,  and  for  payments  for 
weighing  cotton  in  Europe.  Against  the  shipments  outstanding  on 
August  31,  1920,  refunds  and  credits  amounting  to  $29,916.92  for 
shrinkage  in  weight  and  for  weighing  cotton  in  Europe  were  made 
by  petitioner.  An  additional  amount  of  $2,115  was  also  allowed  by 
the  petitioner  on  account  of  the  quality  of  cotton.  The  total  of  the 
two  amounts  is  $32,031.92.  These  allowances  were  made  after  the 
petitioner  s  taxable  years  had  been  closed,  upon  information  received 
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subsequent  to  such  closing.  For  the  fiscal  year  ended  August  31, 
1920,  allowances  were  made  at  dates  ranging  from  September  9,* 
1920,  to  January  3,  1921. 

In  its  1920  return  petitioner  deducted  $5,300  representing  “  reserve 
for  exchange,  90-day  draft,  net  claim  $5,300.”  This  reserve  was  set 
up  on  the  books  on  September  IT,  1920,  in  connection  with  a  90-day 
sight  draft  for  some  £22,000  drawn  by  the  petitioner  on  one  of  its 
customers  in  Europe. 

Substantially  the  amount  of  the  draft  was  remitted  by  the  cus¬ 
tomer  in  the  regular  course  of  business.  The  deduction  was  disal¬ 
lowed  by  the  respondent,  upon  the  ground  that  the  evidence  sub¬ 
mitted  to  him  was  not  sufficient  in  his  opinion  to  warrant  its 
allowance. 

At  the  time  the  petitioner  sold  cotton  for  future  delivery  it  was 
not  always  possible  for  it  to  buy  specific  grades  or  staples.  It  then 
bought  futures  in  the  open  market.  Sometimes  when  petitioner  con¬ 
sidered  that  certain  grades  or  staples  were  selling  at  a  reasonable 
price  it  purchased  them.  Against  these  purchases  it  sold  contracts 
in  the  future  market.  These  trading  operations,  known  as  “hedg¬ 
ing,”  are  engaged  in  by  the  petitioner  for  its  protection  against 
fluctuations  in  price.  The  petitioner  traded  in  future  contracts  only 
in  connection  with  transactions  in  actual  cotton. 

During  the  fiscal  year  ended  August  31,  1920,  the  petitioner 
bought  a  certain  amount  of  actual  cotton  and  sold  as  nearly  as  possi¬ 
ble  the  equivalent  amount  of  futures  as  a  hedge.  Of  the  cotton  that 
had  been  purchased,  a  certain  quantity  remained  unsold  on  August 
31,  1920.  Against  the  unsold  cotton  a  certain  amount  of  futures  had 
already  been  sold.  On  the  basis  of  the  market  quotations  on  August 
31,  1920,,  the  futures  outstanding  against  the  unsold  cotton  showed  a 
loss  of  $5,000.  The  petitioner  set  up  a  reserve  of  $5,300  for  losses  on 
hedging  operations  and  deducted  that  amount  in  its  return  for  the 
year.  Profits  made  on  other  hedging  operations  during  the  year 
amounted  to  $18,000  and  were  included  in  petitioner’s  income. 


Trammell:  The  petitioner  contends  that  the  reserves  set  up  by  it 
for  shrinkage  were  in  the  nature  of  accruals  and  should  be  allowed 
as  such  to  the  amount  of  allowances  made  by  it  for  each  year. 

At  the  time  these  reserves  were  set  up  the  petitioner  was  not  in 
possession  of  the  information  necessary  to  determine  what  adjust¬ 
ments,  if  any,  would  be  required,  nor  does  the  evidence  disclose  that 
the  cotton  had  been  weighed  in  order  to  establish  the  existence  of 
a  liability  before  the  close  of  the  taxable  year.  The  amounts  set  up 
on  the  books  to  provide  for  necessary  future  adjustments  were  noth- 
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ing  more  than  an  estimate  of  future  liabilities  which  would  not 
result  or  be  determined  until  the  cotton  was  weighed  and  found  to 
be  short  in  weight.  The  fact  that  the  experience  of  petitioner’s 
officers  enabled  it  to  approximate  closely  the  amounts  subsequently 
allowed  is  not  sufficient  to  take  those  amounts  out  of  the  class  of 
estimates  of  future  undetermined  losses  and  put  them  into  the  class 
of  accruals.  See  Appeal  of  Morrison- Ricker  Mfg.  Co.,  2  B.  T.  A. 
1008,  and  cases  cited,  and  Appeal  of  Helvetia  Milk  Condensing  Co., 
5  B.  T.  A.  271. 

The  action  of  the  respondent  in  disallowing  the  reserves  deducted 
by  the  petitioner  was  correct.  The  credits  and  refunds  of  $7,143.97 
and  $32,031.92  are  allowable  deductions  for  the  years  in  which  they 
were  made  in  the  absence  of  evidence  that  shortages  in  weight  of 
cotton  had  been  determined  prior  thereto.  We  base  our  decision 
upon  the  fact  that  we  have  no  evidence  as  to  whether  the  cotton  or 
any  part  thereof  had  actually  been  weighed  before  the  close  of  the 
taxable  years. 

From  the  evidence  submitted  in  connection  with  the  deduction  of 
$5,300  as  a  reserve  for  exchange,  we  are  unable  to  find  that  the 
respondent’s  action  in  disallowing  this  deduction  was  erroneous. 

On  August  31,  1920,  a  portion  of  actual  cotton  against  which  the 
future  contracts  had  been  sold  was  still  unsold.  The  future  con¬ 
tracts  against  the  unsold  cotton  had  never  been  closed  out,  but  were 
still  outstanding.  The  loss  of  $5,000  computed  by  the  petitioner  on 
its  hedging  operations  was  an  anticipated  loss  and  not  an  actually 
sustained  loss.  Therefore,  the  reserve  deducted  by  the  petitioner  for 
such  loss  was  properly  disallowed. 

Judgment  will  be  entered  on  15  days’  notice , 
under  Rule  50. 


Arthur  R.  Jones  Syndicate,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  8343.  Promulgated  December  17,  1926. 

Amounts  paid  by  petitioner  during  the  taxable  year  for  the  use 
of  money  for  which  first  preferred  shares  were  issued  represented 
the  payment  of  a  dividend  and  not  the  payment  of  interest  on 
indebtedness. 

Maurice  T.  Weinshenk,  Esq.,  and  David  K.  Tone,  Esq.,  for  the 
petitioner. 

A.  H.  Fast,  Esq.,  for  the  respondent. 
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In  this  proceeding  the  petitioner  contests  the  determination  of  a 
deficiency  in  income  and  profits  tax  for  1921  in  the  amount  of 
$4,005.73,  resulting  from  the  disallowance  of  a  deduction  of 
$29,166.65,  claimed  by  the  petitioner  to  have  been  paid  as  interest  on 
a  loan.  The  Commissioner  designated  the  amount  as  a  dividend 
upon  stock. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  Illinois  syndicate  with  its  office  at  842  First 
National  Bank  Building,  Chicago.  The  Arthur  R.  Jones  Syndicate 
was  organized  in  December,  1920,  for  the  purpose  of  purchasing  and 
acquiring  title  to  certain  real  estate,  the  “  Springer  Building,” 
located  at  Clinton  and  Canal  Streets,  in  the  City  of  Chicago,  and  to 
manage  and  dispose  of  the  same  for  the  benefit  of  its  members.  The 
property  was  acquired  by  the  Syndicate  at  a  master-in-chancery  sale, 
through  the  agency  of  the  Northern  Trust  Co.  of  Chicago.  The 
legal  title  to  the  property  was  placed  in  the  Chicago  Title  &  Trust 
Co.  as  trustee  for  the  members  of  the  Syndicate. 

Arthur  R.  Jones  held  a  fourth  mortgage  on  the  property  in  the 
amount  of  $65,000  and  was  required  to  make  redemption  on  or  before 
December  11,  1920,  in  order  to  protect  his  interest.  Approximately 
$600,000  was  needed  for  this  purpose.  He  and  some  of  his  associates 
valued  the  property  considerably  in  excess  of  the  amount  required 
to  redeem  the  same,  and  they  raised  among  themselves  $350,000,  with 
the  understanding  that  a  Syndicate  would  be  organized  and  that 
certificates  or  shares  would  be  issued  to  the  contributors  in  propor¬ 
tion  to  the  amount  contributed,  the  understanding  being  that  pre¬ 
ferred  shares  would  be  issued  for  the  amounts  contributed  and  that 
$65,000  common  shares  would  be  issued  to  J ones  for  his  claim  against 
the  property.  These  men  were  unable  to  obtain  additional  contribu¬ 
tions  to  bring  the  amount  to  $600,000. 

Among  the  subscribers  wTho  had  agreed  to  contribute  to  the  enter¬ 
prise  were  F.  C.  Austin,  who  had  subscribed  $50,000,  and  his  cousin, 
H.  W.  Austin,  who  had  subscribed  $50,000.  F.  C.  Austin  was  a 
wealthy  man.  Before  any  syndicate  agreement  had  been  drawn 
and  on  or  before  November  1,  1920,  Jones  approached  F.  C.  Austin 
for  a  loan  to  the  Syndicate  of  $250,000.  At  first  Austin  was  not 
favorable  to  making  the  loan.  Jones  had  several  talks  with  him 
about  the  matter,  and  finally  Austin  stated  that  he  would  make  the 
loan  but  could  not  do  so  at  the  legal  rate  of  interest,  and  agreed  to 
loan  the  Syndicate  $250,000  provided  he  was  paid  14  per  cent  per 
annum  thereon.  Thereupon,  Jones  discussed  the  matter  with  his 
associates.  At  first  they  all  objected  to  paying  14  per  cent  interest, 
but  finally,  when  it  was  found  that  there  was  no  other  way  that 
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they  could  raise  the  amount  of  money  needed  to  take  over  the  prop¬ 
erty,  they  consented  to  pay  Austin  14  per  cent  interest  per  annum. 
Austin  was  informed  of  this  fact,  whereupon  he  stated  to  Jones  that 
the  loan  would  be  for  two  years.  Jones  desired  that  the  loan  should 
be  for  one  year,  but  Austin  refused  to  make  it  on  that  basis  and  it 
was  finally  agreed  that  the  loan  would  be  made  on  December  11, 
1920,  and  become  due  on  July  1,  1922.  On  or  about  December  8, 
1920,  Austin  demanded  that,  in  addition  to  the  interest  at  14  per 
cent  per  annum,  he  be  given  $20,000  of  the  common  shares  which 
were  to  be  issued  to  Jones  for  a  claim  against  the  property  as  a  bonus 
for  making  the  loan.  Jones  refused  this  demand  and  Austin  in¬ 
formed  him  that  in  that  event  he  would  not  loan  the  Syndicate  the 
$250,000.  Thereupon,  Jones  began  negotiations  with  his  friend  Wm. 
Tilden,  president  of  the  Ft.  Dearborn  National  Bank,  with  the  view 
of  seeing  if  other  arrangements  could  be  made  to  raise  the  money. 
After  considerable  discussion  of  the  matter,  Tilden  informed  Jones 
that  if  he  could  not  borrow  the  money  elsewhere  he  would  loan  him 
$250,000  if  it  should  become  necessary  to  protect  Jones’  interest  in 
the  property.  It  was  not  convenient  for  Tilden  to  make  the  loan, 
but  he  agreed  to  arrange  it  because  of  his  personal  friendship  with 
Jones.  It  was  the  desire  of  Jones  and  his  associates  to  obtain  the 
loan  elsewhere  than  from  Tilden  if  possible.  After  his  talk  with 
Tilden,  Jones  again  conferred  with  F.  C.  Austin  and  informed  him 
of  the  negotiation  with  Tilden,  whereupon  Austin  agreed  to  loan 
the  Syndicate  $250,000  at  14  per  cent  per  annum  and  to  waive  his 
demand  for  the  $20,000  common  shares  as  a  bonus.  Up  to  this  time 
nothing  had  been  said  by  anyone  concerning  the  matter  of  the  issu¬ 
ance  by  the  Syndicate  of  first  preferred  shares ;  on  the  contrary,  the 
understanding  was  that  preferred  shares  would  be  issued  for  the 
amounts  contributed  to  the  Syndicate,  including  the  $50,000  contrib¬ 
uted  each  by  F.  C.  Austin  and  H.  W.  Austin,  and  that  any  profit 
upon  such  contributions  should  be  entirely  dependent  upon  the  suc¬ 
cess  of  the  Syndicate. 

About  the  day  before  it  was  necessary  to  take  over  the#  property 
under  the  right  of  redemption,  up  to  which  time  the  loan  of  $250,000 
had  not  been  made,  Austin  informed  Jones  that  it  was  his  desire  to 
have  the  loan  of  $250,000  evidenced  by  first  preferred  stock  of  the 
Syndicate  and  that  his  attorney  would  prepare  and  submit  an  agree¬ 
ment  providing  for  this.  The  reason  given  by  Austin  for  this  was 
that,  although  he  was  convinced  from  his  dealings  with  Jones  over  a 
long  period  of  years,  if  it  were  a  personal  matter  with  Jones  he 
would  pay  the  14  per  cent  per  annum  without  question  and  carry  the 
transaction  out  in  good  faith,  but  inasmuch  as  he  was  lending  the 
money  to  the  Syndicate  composed  of  several  people  he  feared  the 
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usury  law.  Austin  forthwith  had  prepared  and  submitted  to  the 
Syndicate  an  agreement,  hereinafter  set  forth  in  the  findings  of  fact. 
Jones  and  his  associates  met  and  discussed  the  agreement  and  the 
members  were  informed  by  Jones  of  his  conversation  with  Austin. 
The  time  for  action  was  at  hand  and  the  Syndicate  members  acceded 
to  the  demands  of  Austin.  Austin  was  informed  of  the  assent  of  the 
Syndicate  members  to  the  agreement,  whereupon  Austin  made  a  last 
moment  demand  that  the  14  per  cent  per  annum  on  the  $250,000  be 
paid  monthly  and  that  a  guarantee  policy  guaranteeing  the  title  to 
the  property  be  executed  in  favor  of  F.  C.  Austin  and  H.  W.  Austin 
by  the  Chicago  Title  &  Trust  Co.,  as  trustees,  in  the  amount  of 
$350,000  to  protect  not  only  the  $250,000  advanced  by  Austin  but 
also  the  $100,000  which  he  and  his  cousin,  H.  W.  Austin,  had  sub¬ 
scribed  in  the  amount  of  $50,000  each  as  second  preferred  share¬ 
holders  of  the  Syndicate.  The  Syndicate  agreed  to  make  payments 
monthly,  and  the  policy  in  favor  of  F.  C.  and  H.  W.  Austin  was 
procured,  for  which  a  premium  of  $1,500  was  paid  by  the  Syndicate. 

On  December  1,  1920,  the  following  agreement  drawn  by  the  per¬ 
sonal  counsel  of  F.  C.  Austin  was  executed  and  adopted  by  the  mem¬ 
bers  of  the  Syndicate  and  assented  to  by  the  Chicago  Title  &  Trust 
Co.  as  trustees.  The  $250,000  was  thereupon  advanced  by  F.  C. 
Austin  to  the  Syndicate.  The  receipt  of  this  sum  was  evidenced  by 
a  document  which  recited  that  F.  C.  Austin  was  the  owner  of  2,500 
shares  of  first  preferred  shares  of  the  par  value  of  $250,000  and  that 
such  shares  were  redeemable  on  July  1,  1922,  at  par  plus  a  dividend 
at  the  rate  of  14  per  cent  per  annum. 

This  Agreement,  made  this  first  day  of  December,  1920.  between 

F.  C.  Austin 
H.  W.  Austin 
David  K.  Tone 
Frank  Schoenfeld 
J.  Wallace  Wakem 
William  B.  Frankenstein 
Arthur  R.  Jones  and 
Irving  Isador,  parties  of  the  first  part 
and 

Chicago  ttfitle  &  Trust  Company,  party  of  the  second  part,  Witnesseth : 

That  whereas  first  parties,  for  the  purpose  of  investment,  did  heretofore 
determine  to  acquire  the  beneficial  interest  in  the  proceeds  and  avails  of  the 
following  described  'property,  to  wit : 

******* 

Whereas,  first  parties  did  not  intend  or  desire  to  acquire  any  title  to  said 
property,  legal  or  equitable,  but  only  an  interest  in  the  net  avails  and  proceeds 
thereof ;  and 

Whereas,  in  pursuance  of  said  plan  of  investment  and  concurrently  and 
contemporaneously  with  the  execution  of  this  instrument,  second  party  did 
acquire  the  title  to  the  above  described  property  for  the  benefit  of  first  parties 
in  the  proportions  and  subject  to  the  conditions  hereinafter  set  forth ;  and 

Whereas,  first  parties  did  heretofore  agree  and  determine  that  the  title  to 
all  of  the  said  property  should  be  acquired  and  held  by  second  party  upon  the 
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trusts  and  for  the  uses  and  purposes  and  subject  to  all  the  terms  and  condi¬ 
tions  hereinafter  set  forth ; 

Now.  therefore,  in  consideration  of  the  premises  and  of  the  mutual  agree¬ 
ments  herein  contained  and  of  One  Dollar  ($1.00)  to  second  party  paid  by 
first  parties,  the  receipt  whereof  is  hereby  acknowledged,  the  parties  hereto 
declare  that  the  title  to  said  property  is  held  by  second  party  in  trust,  upon 
the  trusts  and  for  the  uses  and  purposes  and  subject  to  all  the  terms  and 
conditions  contained  in  this  instrument,  as  follows : 

ARTICLE  I. 

The  name  of  the  association  of  the  beneficiaries  under  this  trust  shall  be 
Arthur  R.  Jones  Syndicate,  and  its  object  shall  be  the  acquisition  of  the 
above  described  property,  the  management  and  disposition  of  the  real  estate 
described  in  said  master’s  certificate  and  the  division  of  the  profits,  avails  and 
proceeds  of  said  trust  property  among  its  shareholders. 

ARTICLE  II. 


The  following  officers  of  the  Syndicate  are  hereby  named,  to  fill  the  respec¬ 
tive  offices,  and  to  serve  until  their  successors  be  duly  elected  and  qualified : 


F.  C.  Austin 

J.  Wallace  Wakem  1 
and  > 

Arthur  R.  Jones  J 

H.  W.  Austin 
William  B.  Frankenstein 

Frank  Sclioenfeld 
and 

David  K.  Tone 


Chairman 

Vice-Chairman 

Treasurer 

Secretary 

Counsel 


None  of  the  above  officers  shall  receive  any  compensation,  except  for  services 
performed  in  behalf  of  the  Syndicate,  and  in  such  case  the  amount  thereof 
shall  be  determined  by  the  Syndicate  members. 

Any  one  or  all  of  said  Syndicate  officers  may  be  removed  at  any  time  by  the 
Syndicate  members,  and  in  case  of  the  death,  removal,  resignation  or  incapacity 
of  any  Syndicate  officer,  then  his  successor  shall  be  chosen  by  the  Syndicate 
members,  as  provided  in  Article  VII  hereof. 

•  4 


ARTICLE  III. 

The  capital  of  the  Syndicate  shall  be  made  up  of  twenty-five  hundred  (2500) 
first  preferred  shares  of  One  Hundred  Dollars  ($100)  each,  six  thousand 
(6000)  second  preferred  shares  of  One  Hundred  Dollars  ($100.00)  each,  and 
Six  Hundred  Fifty  (650)  common  shares  of  One  Hundred  Dollars  ($100.00) 
each,  all  of  said  preferred  shares  to  represent  and  be  issued  only  for  cash 
paid  in  by  preferred  shareholders  at  par,  and  said  common  shares  to  represent 
and  be  issued  to  an  amount  of  six  hundred  and  fifty  (650)  shares  of  One 
Hundred  Dollars  ($100.00)  each,  to  Arthur  R.  Jones  in  payment  for  his 
liens  upon*  and  interest  in  said  real  estate,  which  have  been  assigned  to  second 
party  simultaneously  with  the  execution  and  delivery  hereof. 

The  following  subscribers  to  preferred  shares  have  paid  the  amounts  set 
opposite  their  respective  names. 


FIRST  PREFERRED. 


F.  C.  Austin 


$250,  000. 
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SECOND  PREFERRED. 


F.  C.  Austin _  $. 

H.  W.  Austin _  $ 

David  K.  Tone _  $. 

Frank  Schoenfeld _  $ 

J.  Wallace  Wakem _  $ 

William  B.  Frankenstein _  $ 

Arthur  It.  Jones _  $ 

Irving  Isador _  $ 


After  the  issuance  of  preferred  shares  to  each  of  the  subscribers  as  herein 
listed,  and  of  common  shares  to  the  number  of  Six  Hundred  Fifty  (650)  shares 
of  One  Hundred  Dollars  ($100.00)  each,  to  Arthur  R.  Jones,  the  remaining 
second  preferred  shares  shall  be  issued  only  by  vote  of  the  Syndicate  members, 
as  provided  in  Article  VII  hereof. 

Said  first  preferred  shares  shall  be  subject  to  redemption,  as  a  whole,  on  July 
1,  1922,  by  payment  of  the  par  value  thereof  plus  a  dividend  at  the  rate  of 
fourteen  per  cent  per  annum  from  the  date  hereof  to  the  date  of  such  payment. 
Such  redemption  may  be  made  either  from  money  accruing  to  the  Syndicate 
from  rents  in  excess  of  expenditures,  or  from  money  borrowed  by  the  Syndicate, 
or  from  money  furnished  by  the  second  preferred,  and  common  shareholders, 
as  hereinafter  provided  in  Article  XIII  hereof. 

i 

ARTICLE  IV. 

Certificates  shall  be  issued  by  second  party  evidencing  the  shares  of  the 
Syndicate  members  in  substantially  the  following  form  : 

Arthur  R.  Jones  Syndicate. 


No 


Shares 


This  is  to  certify  that 


is 


the  owner  of. 


first  preferred 
•  second  preferred 
common 


•  shares  of  One  Hundred  Dollars 


each  of  the  beneficial  interest  of  Arthur  R.  Jones  Syndicate  established  for 
the  purpose  of  acquiring  the  property  described  in  a  certain  Trust  Agreement, 
dated  the  1st  day  of  December,  1920,  and  on  deposit  with  the  undersigned  as 
Trustee,  being  known  as 


Trust  Agreement  Number - 

The  total  par  value  of  the  first  preferred  shares  authorized  to  be  issued 
is  Two  Hundred  Fifty  Thousand  Dollars  ($250,000)  and  the  total  par  value 
of  the  second  preferred  shares  authorized  to  be  issued  is  Six  Hundred  Thou¬ 
sand  Dollars  ($600,000)  and  the  total  par  value  of  the  common  shares  authorized 
to  be  issued  is  Sixty-Five  Thousand  Dollars  ($65,000.00). 

% 

This  certificate  and  the  interest  represented  hereby  shall  be  subject  to  all 
the  terms  and  conditions  contained  in  said  Trust  Agreement  to  the  same  extent 
and  in  like  manner  and  with  the  same  force  and  effect  as  if  said  Trust  Agree¬ 
ment  were  fully  and  at  length  described  herein. 

It  is  expressly  agreed  that  the  holder  hereof  has  no  claim  or  interest,  legal  or 
equitable,  in  the  property  described  and  referred  to  in  said  Trust  Agreement, 
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but  only  an  interest  in  the  net  avails  or  proceeds  thereof  as  in  said  Trust 
Agreement  provided. 

This  certificate  is  transferable  only  by  endorsement  on  the  back  of  the  same 
and  the  surrender  thereof  to  the  Trustee,  when  a  new  certificate  will  be  issued 
to  the  transferee. 

Chicago, - ,  19 - 

Chicago  Title  and  Trust  Company, 
As  Trustee, 

By - 


s}:  s|:  Jj :  H:  if:  sjc  $ 

ARTICLE  V. 

Said  Master’s  certificate  has,  simultaneously  with  the  execution  and  delivery 
of  this  instrument,  been  purchased  from  The  Northern  Trust  Company  for  the 

sum  of  _  Dollars  ($ _ ),  and  an  assignment  of 

said  certificate  has  for  the  time  being  been  taken  in  the  name  of  an  individual 
representing  second  party,  and  second  party  guarantees  to  first  parties  that 
such  individual  is  acting  solely  for  second  party  and  that  he  will  execute  what¬ 
ever  documents  are  necessary  to  assign  or  convey  to  second  party  his  interest 
in  said  certificate,  or  the  real  estate  therein  described  (in  case  a  deed  to  said 
real  estate  shall  be  taken  in  his  name),  free  and  clear  of  any  defects  in  title 
arising  by  reason  of  any  acts  or  omissions  of  such  individual  or  any  judgments 
or  claims  which  may  exist  against  him. 

ARTICLE  VI. 

The  deed  to  second  party,  by  which  the  real  estate  described  in  said  Master’s 
Certificate  shall  be  conveyed  to  second  party,  as  Trustee,  shall  recite  that 
said  property  is  conveyed  to  second  party,  as  Trustee,  under  the  provisions  of 
a  Trust  Agreement  dated  the  first  day  of  December,  1920,  and  known  as  Trust 

No. -  (said  Trust  Agreement  being  this  instrument)  and  shall  contain 

the  following  provisions : 

“  Full  power  and  authority  is  hereby  granted  to  said  trustee  to  improve, 
manage,  protect  and  subdivide  said  premises  or  any  part  thereof,  to  dedicate 
streets,  highways  or  alleys,  and  to  vacate  any  subdivision  or  part  thereof,  and 
to  resubdivide  said  property  as  often  as  desired,  to  contract  to  sell,  to  sell  on  any 
terms,  to  convey,  either  with  or  without  consideration,  to  donate,  to  dedicate, 
to  mortgage,  pledge,  or  otherwise  encumber ;  to  lease  said  property,  or  any  part 
thereof,  from  time  to  time,  by  leases  to  commence  in  praesenti  or  in  futuro, 
and  upon  any  terms  and  for  any  period  or  periods  of  time,  not  exceeding  198 
years,  and  to  renew  or  extend  leases  upon  any  terms  and  for  any  period  or 
periods  of  time,  and  to  amend,  change  or  modify  leases  and  the  terms  and 
provisions  thereof  at  any  time  or  times  hereafter;  to  partition  or  to  exchange 
said  property,  or  any  part  thereof,  for  other  real  or  personal  property,  to  grant 
easements  or  charges  of  any  kind,  to  release,  convey,  or  assign  any  right,  title 
or  interest  in  or  about  said  premises  and  to  deal  with  said  property  and  every 
part  thereof  in  all  other  ways  and  for  such  other  considerations  as  it  would 
.be  lawful  for  any  person  owning  the  same  to  deal  with  the  same,  whether 
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similar  to  or  different  from  the  ways  above  specified,  at  any  time  or  times 
hereafter. 

In  no  case  shall  any  party,  to  whom  said  premises,  or  any  part  thereof,  shall 
be  conveyed,  contracted  to  be  sold,  leased  or  mortgaged  by  said  trustee,  and  in 
no  case  shall  any  party  dealing  with  said  trustee  in  relation  to  said  premises, 
be  obliged  to  see  to  the  application  of  any  purchase  money,  rent  or  money 
borrowed  or  advanced  on  said  premises,  or  be  obliged  to  see  that  the  terms  of 
this  trust  have  been  complied  with,  or  be  obliged  to  inquire  into  the  necessity 
or  expediency  of  any  act  of  said  trustee,  or  be  privileged  or  obliged  to  inquire 
iiito  any  of  the  terms  of  said  trust  agreement. 

The  interest  of  each  and  every  beneficiary  hereunder  and  of  all  persons 
claiming  under  them,  is  hereby  declared  to  be  personal  property  and  to  be  in 
the  earnings,  avails  and  proceeds  arising  from  the  disposition  of  the  premises; 
the  intention  hereby  being  to  vest  in  the  said  Chicago  Title  and  Trust  Company 
the  entire  legal  and  equitable  title  in  fee,  in  and  to  all  of  the  premises  above 
described.” 

The  Trustee  shall  actually  have  all  of  the  powers  above  described,  so  far 
as  concerns  the  public  or  any  purchaser  or  person  dealing  with  the  Trustee 
other  than  the  beneficiaries,  hereunder,  and  all  such  persons  shall  be  entitled 
to  rely  upon  the  powers  of  the  Trustee  as  set  forth  in  the  recorded  deed  to 
saki  Real  estate,  without  restriction  by  reason  of  anything  herein  contained ; 
but  as  between  the  Trustee  and  the  beneficiaries  hereunder  the  Trustee  shall 
act  only  on  the  written  direction  of  the  owners  of  not  less  than  three-fourths 
of  the  shares  of  the  beneficial  interest  hereunder  represented  by  second  pre¬ 
ferred  and  common  shares,  or  in  case  of  arbitration  as  hereinafter  provided 
for,  then  on  the  written  direction  of  the  arbitrator,  or  in  case  of  non-redemp¬ 
tion  of  all  of  said  first  preferred  shares  as  hereinbefore  provided  on  July  1, 
1922,  then  and  thereafter  only  on  the  written  direction  of  the  holders  of  all 
of  the  outstanding  first  preferred  shares. 

ARTICLE  VII. 

The  real  estate  described  in  said  Master’s  Certificate  shall  be  operated  and 
managed  by  the  Syndicate  Members  or  authorized  representatives  who  shall 
serve  without  compensation  except  as  hereinbefore  provided. 

All  action  by  the  Syndicate  Members  shall  be  by  the  assenting  vote  of  three- 
fourths  of  all  of  the  outstanding  second  preferred  and  common  shares,  (each 
share  being  entitled  to  one  volte),  but  in  case  any  proposed  action  shall  not 
receive  a  three-fourths  affirmative  vote,  but  shall  receive  a  majority  vote  of  the 
outstanding  second  preferred  and  common  shares,  then  if  such  majority  shall 
wish  to  have  the  matter  arbitrated,  the  matter  shall  be  referred  for  decision 
to  the  President  of  Chicago  Title  and  Trust  Company,  or  to  some  person  whom 
he  may  designate,  and  the  decision  of  such  arbitrator  shall  be  binding  upon 
all  parties  concerned ;  provided,  however,  that  if  redemption  of  all  of  said  first 
preferred  shares  as  hereinbefore  provided  shall  not  be  made  on  July  1,  1922, 
then  and  thereafter  all  action  by  and  on  behalf  of  the  Syndicate  members, 
including  the  matters  covered  by  Articles  X,  XV,  and  XVI  hereof,  shall  be  solely 
by  the  vote  of  the  first  preferred  shares,  each  of  such  shares  being  entitled 
to  one  vote. 

Meetings  of  the  second  preferred  and  common  shareholders  may  be  called 
at  any  time  by  a  majority  of  such  shareholders,  and  five  days’  notice  of  such 


(853) 


ARTHUR  R.  JONES  StNDICATE. 


861 


meeting  shall  be  given  by  mailing  the  same  to  each  of  such  shareholders  at 
his  residence  or  business  address  if  known,  or,  if  not  known,  then  to  such 
shareholder  at  Chicago,  Illinois. 

ARTICLE  VIII. 

It  is  understood  that  the  rentals  up  to  and  including  December  11,  1920  (in 
case  said  property  shall  not  be  redeemed  or  otherwise  disposed  of  by  the 
Syndicate  before  that  time),  shall  accrue  to  and  belong  to  said  Arthur  R. 
Jones,  rather  than  to  the  Syndicate. 

The  surplus  of  money  paid  in  by  the  preferred  shareholders,  after  deducting 
the  amount  paid  to  the  said  The  Northern  Trust  Company,  in  purchase  of 

said  Master’s  certificate,  amounts  to  the  sum  of - Dollars  ($ - ), 

which  sum  shall  be  deposited  in  a  bank  in  the  name  of  the  Treasurer  of  the 
Syndicate,  and  all  other  moneys  including  rents  received  by  the  Syndicate 
Treasurer  shall  be  deposited  in  such  bank  account,  and  disbursements  shall  be 
made  upon  checks  signed  by  the  Treasurer  of  the  Syndicate.  The  Treasurer 
shall  at  once  pay  the  general  taxes  on  said  real  estate  for  the  year  1919  and 
unpaid  installments  now  due,  if  any,  of  special  assessments. 

In  case  of  redemption,  sale  or  other  disposition  of  the  property  belonging  to 
the  Syndicate,  the  proceeds  thereof  shall  be  received  by  second  party  and  shall 
be  applied  in  the  order  following. 

1.  To  the  payment  of  all  debts  and  obligations  of  the  Syndicate. 

2.  To  the  payment  of  the  outstanding  first  preferred  shares  of  the  Syndicate 
at  the  rate  of  One  Hundred  Dollars  ($100)  per  share  plus  a  dividend  thereon 
at  the  rate  of  fourteen  per  cent,  per  annum  from  the  date  thereof. 

3.  To  the  payment  of  the  outstanding  second  preferred  shares  of  the  Syndi¬ 
cate  at  the  rate  of  One  Hundred  Dollars  ($100.00)  per  share,  plus  a  dividend 
thereon  at  the  rate  of  six  per  cent,  per  annum  from  the  date  hereof. 

4.  To  the  payment  of  the  outstanding  common  shares  of  the  Syndicate  at  the 
rate  of  One  Hundred  Dollars  ($100.00)  per  share,  plus  a  dividend  thereon  at 
the  rate  of  six  per  cent  per  annum  from  the  date  hereof. 

5.  The  surplus  remaining  shall  be  distributed  ratably  to  the  holders  of  second 
preferred  and  common  shares  without  preference  to  either  in  proportion  to 
their  respective  holdings. 

The  same  priorities  shall  be  observed  in  the  distribution  of  any  other  syndi¬ 
cate  moneys. 

ARTICLE  IX. 

No  shareholder  in  the  Syndicate  shall,  by  reason  of  being  a  shareholder,  be  de¬ 
prived  of  the  right  to  purchase  the  Syndicate  property,  or  any  part  thereof. 

ARTICLE  X. 

Except  as  otherwise  provided  in  Article  VII  hereof,  this  trust  may  be 
terminated  at  any  time  by  an  instrument  in  writing  signed  and  acknowledged 
by  the  holders  of  not  less  than  three-fourths  of  the  then  beneficial  interest 
hereunder  represented  by  second  preferred  and  common  shares,  and  delivered 
to  said  trustee.  In  any  event,  this  trust  shall  be  terminated  at  the  end  of 
twenty  (20)  years  from  the  date  hereof.  Upon  the  termination  of  this  trust, 
all  of  the  then  undisposed  of  properties  held  by  the  trustee  hereunder  may  be 
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partitioned  among  the  then  beneficiaries  hereunder,  in  such  manner  as  such 
beneficiaries  may  by  agreement  determine,  or  in  default  of  such  agreement 
and  upon  proper  direction  of  the  holders  of  not  less  than  three-fourths  of 
the  then  beneficial  interest  represented  by  second  preferred  and  common  shares, 
or  of  an  arbitrator,  if  arbitration  is  had,  all  of  said  undisposed-of  properties 
may  be  sold  as  a  whole  or  in  part  by  the  trustee  hereunder,  at  public  or  pri¬ 
vate  sale  or  sales.  Provided,  however,  that  no  such  private  sale,  in  case  of 
termination  of  the  trust,  shall  be  made  without  notice  thereof  to  the  share¬ 
holders  of  record  at  the  time,  place  and  terms  of  such  sale,  and  an  oppor¬ 
tunity  to  such  shareholders  as  desire  so  to  do,  to  buy  the  property  sold  in 
proportion  to  their  respective  interests  at  the  same  price  and  upon  the  same 
terms  as  it  is  proposed  to  sell  the  same  at  such  private  sale,  such  notice  and 
offer  to  shareholders  to  be  in  writing  and  either  delivered  to  them  personally 
or  mailed  to  them  at  their  respective  residence  or  business  addresses,  if 
known  to  the  trustee,  or  if  not  known,  then  at  Chicago,  Illinois,  not  less  than 
ten  days  prior  to  such  sale.  Upon  such  sale  or  sales  being  made,  the  trustee 
shall  have  the  power  to  convey  to  any  purchaser  or  purchasers  thereat,  by 
deed  or  deeds  without  covenants,  the  said  properties,  or  any  part  or  parts 
thereof,  so  purchased,  the  net  proceeds  of  such  sale  or  sales  less  the  expense 
thereof  to  be  divided  pro  rata  among  the  then  beneficiaries  hereunder  ac¬ 
cording  to  their  respective  interest;  it  being  understood  that  the  distribution 
in  such  case  shall  be  according  to  the  priorities  set  forth  in  Article  VIII  of 
this  instrument. 

ARTICLE  XI. 

It  is  understood  and  agreed  that  in  all  cases  under  this  instrument  the 
parties  interested  in  the  earnings,  avails  and  proceeds  of  this  trust,  and  the 
extent  of  their  interest,  shall  be  determined  by  the  records  of  this  trust  or 
documents  pertaining  thereto  in  the  hands  of  the  trustee  and  the  trustee  is 
hereby  expressly  authorized  in  all  cases  to  deal  with  all  persons  in  interest 
accordingly. 

ARTICLE  XII.. 

If  any  shareholder  in  the  Syndicate  shall  acquire  a  judgment  or  other  lien 
upon  the  real  estate  described  in  said  Master’s  Certificate,  it  is  understood  and 
agreed  that  the  Syndicate  shall  have  the  option  to  acquire  the  same  at  the  price 
paid  by  such  shareholder. 

ARTICLE  XIII. 

In  case  redemption  of  said  first  preferred  shares  shall  be  determined  upon 
by  a  three-fourths  vote  of  the  second  preferred  and  common  shares,  or  by  the 
arbitrator  (in  case  of  arbitration),  or  in  case  any  loan  which  may  be  made 

by  the  Syndicate  shall  become  due  and  cannot  be  renewed  it  is  understood  and 

« 

agreed  that  the  second  preferred  and  common  shareholders  shall  provide,  in 
amounts  in  proportion  to  their  respective  holdings,  said  redemption  money 
or  the  amount  of  said  loan,  as  the  case  may  be,  or  any  amount  of  cash  which 
it  may  be  necessary  to  pay  on  such  loan  in  order  to  secure  a  renewal  of  the 
balance  thereof,  and  for  this  purpose  there  shall  be  no  distinction  between 
second  preferred  and  common  shares,  and  for  the  money  so  provided  there 
shall  be  issued  to  each  person  providing  the  same,  to  the  extent  of  his  con 
tribution,  additional  second  preferred  shares  at  a  price  of  par  and  accrued 
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dividend  (less  dividends  already  paid)  at  the  rate  of  six  per  cent  per  annum 
from  the  date  hereof;  and  in  case  any  second  preferred  or  common  share¬ 
holder  shall  default  in  furnishing  his  pro  rata  portion  of  such  redemption 
money,  or  the  amount  of  such  loan,  as  the  case  may  be,  or  the  amount  of 
cash  which  it  may  be  necessary  to  pay  on  such  loan  in  order  to  secure  a 
renewal  of  the  balance  thereof,  or  any  part  of  said  pro  rata  portion,  then  it  is 
understood  and  agreed  that  so  many  of  the  remaining  second  preferred  and 
common  shareholders  as  wish  to  do  so  may  furnish  such  portion  or  part  thereof, 
in  proportion  to  their  respective  holdings  of  second  preferred  or  common 
shares,  and  receive  second  preferred  shares  therefor  as  aforesaid,  and  in 
such  event  they  also  shall  have,  in  the  same  proportion,  the  option  to  purchase 
at  any  time  within  thirty  days  after  such  default,  at  a  price  of  par  and  accrued 
dividend  (less  dividends  already  paid)  at  the  rate  of  six  per  cent  per  annum 
from  the  date  hereof,  the  second  preferred  or  common  shares,  as  the  case 
may  be,  of  the  shareholder  who  shall  have  thus  defaulted. 

******* 

ARTICLE  XV. 

The  trustee  may  resign  at  any  time  by  giving  thirty  days’  written  notice 
of  its  intention  so  to  do  to  the  Syndicate  members,  said  notice  to  be  given 
by  mailing  a  copy  thereof  to  the  residence  or  business  address  of  each  of  said 
members  so  far  as  the  same  shall  be  known  to  the  trustee,  and  if  not  known 
to  said  trustee,  then  by  mailing  a  written  notice  addressed  to  each  of  such 
members  at  Chicago,  Illinois. 

In  case  of  resignation  from  office  of  second  party,  as  trustee,  a  successor 
in  trust  shall  thereupon  be  appointed  (except  as  otherwise  provided  in  Article 
VII  hereof)  by  an  instrument  in  writing,  signed  and  acknowledged  by  the 
owners  of  three-fourths  of  all  the  outstanding  second  preferred  and  common 
shares,  or,  in  case  of  arbitration,  by  the  arbitrator,  and  delivered  to  the  trustee 
herein,  whereupon  said  Chicago  Title  and  Trust  Company,  as  trustee,  shall 
convey  to  such  successor  in  trust  all  of  the  trust  property  then  unconveyed 
and  undisposed  of  by  a  deed  without  covenants  which  said  deed  may  recite 
that  same  is  made  subject  to  any  contract  or  contracts  for  the  sale  of  said 
premises,  or  any  part  or  parts  thereof,  or  any^  lease  or  leases,  or  any  incum¬ 
brance  or  incumbrances  then  outstanding,  and  shall  transfer  to  such  successor 
in  trust  all  other  assets  then  in  its  possession  and  held  hereunder.  Said  suc¬ 
cessor  in  trust  shall  thereupon  be  vested  with  all  the  rights,  privileges,  powers 
and  duties  of  the  trustee  named  herein  as  if  this  instrument  had  in  the  first 
place  been  executed  by  and  to  such  successor  as  trustee  herein.  And  each 
succeeding  trustee  may  in  like  manner  resign  and  another  trustee  may  in  like 
manner  be  appointed  in  its  place. 

ARTICLE  XVI. 

Except  as  otherwise  provided  in  Article  VII  hereof,  if  the  owners  of  three- 
fourths  of  the  outstanding  second  preferred  and  common  shares,  or,  in  case  of 
arbitration,  the  arbitrator  shall  at  any  time  desire  to  terminate  the  rights  of 
the  trustee  acting  for  the  time  being  under  this  trust,  and  appoint  a  new  trustee 
in  its  stead,  they  or  he  may  do  so  by  a  written  instrument  addressed  to  such 
trustee  acting  for  the  time  being,  and  thereupon  like  conveyances  as  in  the 
case  of  resignation,  shall  be  made  by  the  trustee  then  acting  to  the  newly 
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appointed  trustee,  and  thereupon  such  new  trustee  shall  be  vested  with  all  the 
rights,  privileges,  powers  and  duties  of  the  trustees  herein,  as  if  this  instru¬ 
ment  had  in  the  first  place  been  executed  by  and  to  such  new  trustee  as  trustee 
herein,  and  in  like  manner,  a  new  trustee  may  thereafter  be  appointed  from 
time  to  time  by  an  instrument  in  writing  signed  by  the  owners  of  not  less  tjian 
three-fourths  of  the  then  outstanding  second  preferred  or  common  shares,  or 
in  case  of  arbitration,  by  the  arbitrator. 

ARTICLE  XVII. 


If  any  suit  or  other  legal  proceedings  shall  be  instituted  wherein  the  trustee 
shall  be  made  a  party  in  any  manner  or  capacity  by  reason  of  this  agreement 
or  by  reason  of  any  instrument  made  by  or  to  it  under  any  of  the  provisions 
hereof,  then  said  trustee  shall  receive  and  be  paid  on  demand  the  costs  in¬ 
curred  [sic]  the  reasonable  fees  of  its  attorneys  for  services  rendered  in  any 
such  suit  or  proceedings ;  hut  nothing  herein  contained  shall  be  construed  as  re¬ 
quiring  said  trustee  to  prosecute  or  defend  any  suit  or  legal  proceedings  that 
may  be  brought  as  aforesaid.  And  it  is  understood  and  agreed  that  no  acts 
done  by  said  trustee  under  this  trust  or  any  instrument  made  by  said  trustees 
or  to  said  trustees  at  any  time  under  any  of  the  provisions  of  this  trust  shall 
in  any  manner  impose  any  personal  obligations  or  liability  on  said  trustee 
other  than  for  its  gross  negligence  or  abuse  of  its  powers  and  discretion. 

*  *  *  *  *  *  * 


Certificates  were  issued  by  the  Syndicate  to  its  members  as  follows : 


1st  Preferred _ F.  C.  Austin _ $250,  000 

2nd  Preferred _ H.  W.  Austin _  50,  000 

2nd  Preferred _ F.  C.  Austin _  50,  000 

2nd  Preferred _ F.  Sclioenfeld _  35,  000 

2nd  Preferred _ D.  K.  Tone _  35,  000 

2nd  Preferred _ I.  Isador _  25,  000 

2nd  Preferred _ J.  W.  Wakem _  35,  000 

2nd  Preferred _ A.  R.  Jones _  70,  000 

Common _ A.  R.  Jones _  65,  000 


Total _  615,  000 

During  the  year  1921  the  petitioner  paid  to  F.  C.  Austin  for  the 
use  of  $250,000  advanced  by  him  the  following  sums  on  the  dates 
mentioned : 


August  4,  1921 _ 

September  6,  1921 _ 

October  4,  1921 _ A 

November  8,  1921 _ 

December  6,  1921 _ 

January  11,  1922 _ 


$5,  000.  00 
6,  666.  66 
5,  833.  33 
5,  S33.  33 
5,  833.  33 
5,  833.  35 


About  February,  1922,  Jones  and  certain  other  members  of  the 
Syndicate  opened  negotiations  with  F.  C.  Austin  with  the  view  of 
having  the  Syndicate  borrow  from  an  insurance  company  $500,000 
for  the  purpose  of  paying  Austin  the  loan  of  $250,000  with  accrued 
dividends  thereon  at  the  rate  of  14  per  cent  per  annum.  It  was  the 
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desire  of  Jones  and  the  other  members  of  the  Syndicate,  other  than 
the  Austins,  that  the  loan  be  paid  immediately  upon  the  receipt  of 
the  $500,000  and  that  dividends  cease  at  the  date  of  such  payment. 
Austin  objected  to  this  and  insisted  that  the  14  per  cent  per  annum 
he  paid  to  July  1,  1922.  The  Syndicate  was  without  sufficient  funds 
with  which  to  carry  the  loan,  and  the  prospects  were  that  it  would  be 
unable  to  liquidate  it  on  July  1,  1922,  without  securing  additional 
funds  or  selling  the  property.  It  was  not  considered  advisable  to 
sell  the  property  at  that  time.  Thereupon,  Austin  consented  to  per¬ 
mit  the  application  for  the  loan  of  $500,000  to  go  through  and  agreed 
orally  to  accept  payment  of  the  $250,000  and  14  per  cent  per  annum 
thereon  to  April  1,  1922.  Early  in  March,  1922,  the  application  for 
the  loan  of  $500,000  was  executed,  and  during  the  night  following 
the  da}'  on  which  this  application  was  mailed  to  the  insurance  com.- 
pany  at  Boston,  the  building  owned  by  the  Syndicate  was  destroyed 
by  fire  originating  in  an  adjoining  building.  The  building  was  in¬ 
sured.  The  insurance  company  paid  the  money  to  the  Chicago  Title 
&  Trust  Co.,  trustees.  At  the  time  of  the  fire  Austin  demanded 
$250,000  plus  14  per  cent  to  July  1,  1922.  The  Syndicate  refused 
payment  of  the  14  per  cent  on  the  ground  that  it  was  usurious  inter¬ 
est.  Negotiations  following  resulted  in  Austin  being  paid  $250,000 
principal,  plus  14  per  cent  per  annum  to  May  6,  1922. 

Petitioner’s  books  were  kept  and  all  items  of  income  and  deduc¬ 
tions,  with  the  exception  of  the  dividends  paid  to  Austin,  w^ere  in¬ 
cluded  in  the  return  upon  the  accrual  basis.  The  bookkeepers  failed 
to  accrue  upon  the  books  the  amount  of  $35,000  due  Austin  and 
entered  only  the  payments  made,  with  the  result  that  only  the 
amounts  paid  were  claimed  as  a  deduction  in  the  return. 

The  petitioner,  in  making  its  return  for  1921,  deducted  as  interest 
the  sum  of  $29,166.65  paid  to  Austin  during  that  year  for  the  use  of 
the  $250,000.  The  Commissioner  disallowed  the  deduction  upon  the 
ground  that  the  amount  constituted  dividends  on  corporate  stock. 

OPINION. 

Smith:  The  question  involved  in  this  proceeding  is  whether  the 
payments  to  F.  C.  Austin  upon  his  first  preferred  shares  were  in  fact 
distributions  of  profits  to  a  shareholder  or  payments  of  interest  on 
indebtedness.  If  the  latter,  they  are  deductible  from  gross  income; 
if  the  former,  they  are  not. 

An  inspection  of  the  syndicate  agreement  shows  that  the  certifi¬ 
cates  of  interest  held  by  Austin  are  throughout  the  instrument  desig¬ 
nated  as  “  shares.”  These  shares  were  subject  to  redemption,  as  a 
whole,  on  July  1,  1922,  “by  payment  of  the  par  value  thereof  plus  a 
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dividend  at  the  rate  of  fourteen  per  cent  per  annum  from  the  date 
hereof  to  the  date  of  such  payment.”  (Art.  III.)  In  case  of 
redemption,  sale,  or  other  disposition  of  the  property  belonging  to 
the  Syndicate,  the  proceeds  thereof  were  to  be  applied  in  the  order 
following : 

1.  To  the  payment  of  all  debts  and  obligations  of  the  Syndicate. 

2.  To  the  payment  of  the  outstanding  first  preferred  shares  of  the  Syndicate 
at  the  rate  of  One  Hundred  Dollars  ($100)  per  share  plus  a  dividend  thereon 
at  the  rate  of  fourteen  per  cent,  per  annum  from  the  date  thereof.  (Art. 
VIII.) 

The  first  preferred  shares  had  no  vote,  but  “  if  redemption  of  all 
of  said  first  preferred  shares  as  hereinbefore  provided  shall  not  be 
made  on  July  1,  1922,  then  and  thereafter  all  action  by  and  on  behalf 
of  the  Syndicate  members,  including  the  matters  covered  by  Articles 
X,  XV,  and  XVI  hereof,  shall  be  solely  by  the  vote  of  the  first 
preferred  shares.”  (Article  VII.) 

In  Appeal  of  /.  U nterberg  <&  Co .,  2  B.  T.  A.  274,  we  stated  that 
the  name  by  which  an  instrument  is  denominated  is  not  conclusive 
as  to  its  character  and  its  true  nature  must  be  determined  by  looking 
to  its  terms  and  legal  effect.  See  also  In  re  Fechheimer  Fishel  Co., 
212  Fed.  357,  360;- and  Fletcher’s  Cyclopedia  on  Corporations,  vol.  6, 
p.  6020,  where  the  legal  principle  is  laid  down : 

Whether  or  not  the  holder  of  a  particular  instrument  or  certificate  is  to  be 
regarded  as  a  stockholder  or  a  creditor  is  a  question  of  interpretation,  and 
depends  upon  the  terms  of  his  contract  as  evidenced  by  such  instrument  and 
the  corporate  charter  and  the  statutes  of  the  state. 

We  stated,  however,  in  Appeal  of  Kentucky  River  Coal  Corpora¬ 
tion,  3  B.  T.  A.  644,  649,  that  the  name  which  has  been  given  to  a 
corporate  issue  is  not  a  thing  to  be  ignored  “  for  it  is  not  lightly  to 
be  assumed  that  parties  have  given  an  erroneous  name  to  their 
transaction.” 

In  Rider  v.  Delker  <&  Sons  Co.,  145  Ky.  634;  140  S.  W.  1011,  it 
was  held  that,  even  though  a  certificate  of  incorporation  and  the 
certificate  of  stock  itself  provided  that  after  five  years  the  holder  of 
preferred  stock  might  demand  back  his  money  in  the  corporation, 
he  can  not  enforce  this  provision  until  the  corporate  creditors  are 
paid.  The  court  said : 

The  capital  of  a  corporation  is  the  sum  total  of  its  stock,  whether  common 
or  preferred.  Certificates  of  stock  are  mere  evidences  that  the  holders  thereof 
have  invested  the  sums  called  for  in  the  certificates  in  the  enterprise.  They 
run  the  risk  of  losing  their  stock  if  the  business  is  not  a  success.  As  between 
themselves  and  third  persons  who  deal  with  the  corporation  and  give  it  credit, 
their  stock  is  equally  liable.  It  is  only  in  cases  where  the  corporation  is  solvent 
and  the  rights  of  creditors  will  not  be  injuriously  affected  thereby  that  agree¬ 
ments  as  to  preferences  among  themselves  may  be  enforced.  The  entire  capital. 
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without  regard  to  any  arrangement  which  may  exist  between  common  and 
preferred  stockholders,  is  at  all  times  subject  to  and  liable  for  the  debts  of  the 
corporation,  and  no  part  of  the  capital  can  be  withdrawn  from  the  business 
until  the  debts  of  the  corporation  are  satisfied. 

The  fundamental  characteristic  of  a  share  of  stock  is  that  the 
holder  is  a  co-owner  of  the  business  and  not  a  creditor.  A  share  of 
stock  carries  the  right  to  share  in  surplus  profits  and  assets  after 
corporate  debts  are  paid.  This  is  shown  by  the  decision  in  In  re 
Interborough  Realty  Co .,  223  Fed.  646.  In  that  case  bondholders 
sought  to  prove  claims  as  general  creditors.  In  addition  to  the 
ordinary  provisions  of  bonds,  the  instruments  provided  for  sharing 
at  maturity  in  net  profits.  For  this  reason  it  was  contended  that  the 
instrument  should  be  treated  as  stock.  There  was  no  provision  in 
the  instruments  which  would  make  the  claims  of  the  holders  for 
principal  and  interest  subordinate  to  the  claims  of  general  creditors. 
The  court  held  that  the  bondholders  were  promised  only  repayment 
of  the  amount  of  money  loaned  with  interest,  and  that  the  provision 
to  permit  holders  to  share  in  surplus  after  payment  of  debts  and 
5  per  cent  on  stock  did  not  defeat  the  bondholder’s  right  to  prove  as 
a  general  creditor  for  principal  and  interest.  See  also  Miller  v. 
Ratterman ,  47  Oh.  St.  141 ;  24  N.  E.  496 ;  Warren  v.  King ,  108  U.  S. 
389:  Hamlin  v.  Toledo ,  etc.  R.  R.  Co .,  78  Fed.  664;  Heller  v. 
National  Marine  Bank ,  89  Md.  602;  43  Atl.  800. 

The  petitioner  cites  the  case  of  Savannah  Real- Estate  Loan  & 
Building  Co.  v.  Silverberg ,  108  Ga.  281 ;  33  S.  E.  908,  as  one  tending 
to  support  its  contentions.  In  that  case  the  certificates  issued  by  the 
Loan  &  Building  Co.  were  designated  as  shares  of  preferred  stock. 
They  provided  cumulative  interest  of  8  per  cent  from  profits,  carried 
no  right  to  vote,  were  to  be  retired  at  a  fixed  date,  and  the  holders 
were  not  to  share  in  additional  profits.  The  court  held  these  to  be 
certificates  of  indebtedness.  The  decision  seems  to  be  based  on  the 
provisions  of  the  certificates  which  provided  for  their  retirement 
upon  a  specific  date  and  allowed  the  holders  no  voice  in  the  manage¬ 
ment  of  the  affairs  of  the  corporation.  There  is  also  the  case  of 
Wright  v.  J ohnston ,  183  Iowa,  807 ;  167  X.  W.  680,  tending  to  sup¬ 
port  the  contentions  of  the  petitioner.  In  that  case  shares  of  so-called 
preferred  stock  providing  a  dividend  of  8  per  cent  were  issued.  The 
certificates  provided  that,  in  the  event  of  dissolution,  holders  of  these 
shares  were  to  receive  par  value  plus  unpaid  dividends  and  no  more. 
They  could  not  vote.  They  could,  on  six  months’  notice,  require  the 
corporation  to  purchase  the  stock  at  par,  plus  unpaid  dividends. 
Thev  could  also  make  the  demand  if  four  consecutive  dividends  were 
passed.  The  corporation  could  retire  the  instruments  on  a  given 
notice.  No  mortgage  of  corporate  assets  could  be  given  without  their 


868  5  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS.  (853) 

consent.  The  court  held  that  holders  of  these  instruments  were  not 
shareholders  but  creditors. 

The  preponderance  of  legal  authority  favors  the  Commissioner’s 
contentions  in  this  case. 

Judged  by  the  tests  laid  down  by  the  authorities  upon  this  point,, 
we  conclude  that  the  first  preferred  shares  issued  by  the  petitioner 
were  not  certificates  of  indebtedness  and  that  the  dividends  paid 
upon  them  were  not  the  equivalent  of  interest  paid  upon  indebted¬ 
ness.  Austin  refused  to  loan  his  money  to  the  petitioner  at  the  rate 
of  14  per  centum  per  annum  because  he  was  afraid  of  the  penalties 
prescribed  by  the  usury  laws  of  the  State  of  Illinois.  He  was,  how¬ 
ever,  willing  to  become  a  preferred  shareholder  in  the  Syndicate. 
To  be  sure,  he  saw  to  it  that  he  got  good  security  as  a  preferred  share¬ 
holder.  But  this  alone  did  not  make  him  a  creditor.  We  are  con¬ 
vinced  that  his  money  was  invested  in  the  business  and  that  he  was 
a  co-owner  and  not  a  creditor. 

In  oral  argument  and  by  brief  counsel  for  the  petitioner  have 
emphasized  the  point  that  it  is  the  practice  of  courts  to  admit  parol 
evidence  to  explain  the  meaning  of  a  written  instrument  where  usury 
laws  are  involved.  The  admission  of  such  parol  evidence  is  justified 
on  the  ground  that  the  charge  of  usury  raises  a  question  of  the  legal¬ 
ity  of  the  instrument.  Clemens  v.  Crane ,  234  Ill.  215,  230;  84  X.  E. 
884;  Ferguson  v.  Sutphen ,  3  Gilm.  (Ill.)  547,  566,  567;  Galbraith  v. 
Fullerton ,  53  Ill.  126,  128.  No  question  of  usury  is  involved,  how¬ 
ever,  in  the  instant  proceeding,  and  we  are  convinced  that  the  nature 
of  the  first  preferred  shares  is  not  changed  by  the  fact  that  the  owner 
of  such  shares  was  to  receive  a  high  rate  of  dividend  upon  them  or 
that  such  dividend  was  paid  monthly  instead  of  strictly  in  accord¬ 
ance  with  the  terms  of  the  agreement. 

The  petitioner  originally  insisted  that  the  Syndicate  was  not  tax¬ 
able  as  an  entity  but  this  contention  was  abandoned. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner. 

Littleton,  dissenting:  Whether  the  amount  paid  or  accrued  was 
intended  as  a  dividend  or  as  interest  must  be  determined  from  the 
intention  of  the  parties.  An  analysis  of  the  document  set  out  in  the 
findings  of  fact  and  the  evidence  presented  at  the  trial  convinces  me 
that  the  $250,000  was  intended  as  a  loan  and  that  the  14  per  cent 
per  annum  wras  intended  as  interest  for  the  use  of  the  $250,000. 

Section  201  (a)  of  the  Revenue  Act  of  1921  defines  “  dividends  ” 
as  any  distribution  made  by  a  corporation  to  its  shareholders  or 
members,  whether  in  cash  or  in  other  property  out  of  its  earnings  or 
profits  accumulated  since  February  28,  1913. 
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The  Commissioner  no  doubt  assumed  that  the  amount  paid  to  F.  C. 
Austin  in  1921  was  a  dividend,  because  the  written  agreement  calls 
it  a  dividend.  No  dividend  was  ever  declared.  The  Syndicate  ap¬ 
plied  the  earnings  from  its  property  for  the  first  six  months  of  1921 
to  the  payment  of  taxes  due  for  the  preceding  year,  debts,  insurance 
and  repairs.  Certain  of  the  obligations  for  repairs,  etc.  were  deferred 
and  the  earnings  for  the  balance  of  the  year  were  paid  to  Austin  for 
the  use  of  the  money  advanced  to  the  Syndicate. 

An  analysis  of  article  III  of  the  agreement  discloses  that  it  does 
not  provide  for  the  payment  of  any  dividend  on  first  preferred 
shares,  except  in  the  case  of  redemption,  and  that  the  first  preferred 
shares  held  by  Austin  shall  be  subject  to  redemption  as  a  whole  on 
July  1,  1922,  upon  payment  thereof  plus  a  dividend  at  the  rate  of 
14  per  cent  per  annum  from  the  date  thereof  to  the  date  of  pay¬ 
ment;  that  such  redemption  may  be  made  either  from  money  accru¬ 
ing  to  the  Syndicate  from  rents  in  excess  of  expenditures,  from 
money  borrowed  by  the  Syndicate,  or  from  money  furnished  by  the 
second  preferred  and  common  shareholders,  as  provided  in  article 
XIII.  It  does  not  provide  for  payment  of  these  dividends  out  of 
earnings  from  profits  alone.  It  provides  for  payment  out  of  bor¬ 
rowed  money  or  for  the  payment  out  of  the  money  furnished  by  other 
shareholders  when  there  are  no  profits.  Although  there  were  no 
rents  or  profits  and  no  money  was  available  as  provided  in  articles 
III  and  XIII  of  the  agreement,  Austin,  under  the  terms  of  the  agree¬ 
ment,  could  take  possession,  sell  the  property,  and  reimburse  himself 
for  his  advancement,  plus  14  per  cent  per  annum.  He  was  not 
dependent  upon  the  earnings  or  profits  for  the  return  of  his  principal 
or  interest. 

Austin  had  agreed  to  loan  the  Syndicate  $250,000  at  14  per  cent 
per  annum.  He  knew  that  the  Illinois  statutes  limited  the  legal 
rate  of  interest  to  7  per  cent  per  annum.  He  feared  that  some  of 
the  members  of  the  Syndicate  might  object  to  the  14  per  cent  per 
annum  and  he  concluded  that  the  agreement  prepared  by  his  at¬ 
torney  should  be  accepted  by  the  Syndicate  to  protect  him  in  this 
matter.  It  was  not  his  intention  to  invest  the  $250,000  at  the  risk  of 
the  enterprise.  He  had  already  subscribed  $50,000  at  the  risk  of  the 
business  and  there  is  no  question  about  that;  he  was  paid  neither 
interest  nor  a  dividend  on  the  $50,000. 

The  Commissioner  contends  that  we  can  not  inquire  beyond  the 
written  instrument  upon  which  the  transaction  wras  based,  but  this 
rule  does  not  apply  in  proceedings  of  this  character.  Peugh  v.  Davis , 
96  U.  S.  332;  Sigua  Iron  Co.  v.  Greene ,  88  Fed.  207;  O'Shea  v.  New 
York  C .  cfi  St.  L.  R.  R.  Co .,  105  Fed.  559;  Mitchell  v.  McShane 
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Lumber  Co.,  220  Fed.  878;  Appeal  of  J.  W.  Solof ,  1  B.  T.  A.  776; 
Appeal  of  Converse  &  Co.,  1  B.  T.  A.  742.  The  law  seems  to  be  well 
settled  that  oral  evidence  is  admissible  to  explain  a  document  where 
usury  is  exacted.  Houghton  v.  Burden,  228  U.  S.  161,  169;  Clemens 
v.  Crane,  234  Ill.  215 ;  84  N.  E.  884. 

We  have  the  uncontradicted  testimony  of  three  witnesses,  parties 
to  the  transaction,  that  the  money  advanced  by  Austin  to  the  Syndi¬ 
cate  was  a  loan  on  which  the  Syndicate  agreed  to  pay  interest  at  the 
rate  of  14  per  cent  per  annum  monthty  and  that  the  14  per  cent  was 
in  fact  interest.  Thirty-five  thousand  dollars  interest  accrued  upon 
this  loan  and  $29,166.65  was  paid  during  1921.  Canceled  checks  were 
offered  in  evidence  showing  these  payments.  The  Syndicate  agree¬ 
ment  says  nothing  about  payments  in  the  year  1921,  and  yet  we  find 
that  payments  were  regularly  made  and  received  by  Austin.  This 
indicates  that  it  was  the  oral  and  not  the  written  instrument  that 
controlled  the  nature  of  the  transaction. 

It  is  not  always  easy  to  distinguish  between  an  investment  and  a 
loan,  or  what  is  dividend  and  what  is  interest.  The  general  rule  is 
that  whenever  a  person  who  advances  money  is  guaranteed  the  return 
of  his  money  plus  interest  so  that  his  principal  is  never  in  jeopardy 
then  the  transaction  is  a  loan.  When  one  advances  money  for  a 
business  enterprise,  depending  upon  the  hazards  of  the  business  as  to 
whether  he  will  recede  the  return  of  his  principal  or  receive  any 
profit  thereon,  he  becomes  a  shareholder  in  the  transaction.  Austin 
was  guaranteed  the  return  of  his  money  advanced  with  interest  at 
14  per  cent  per  annum.  This  is  disclosed  not  only  by  the  documents 
set  out  in  the  findings  of  fact  but  also  by  testimony  submitted  at  the 
trial.  Looking  to  the  terms  and  legal  effect  of  the  document,  and 
taking  into  consideration  the  oral  and  documentary  evidence  offered, 
I  am  of  opinion  that  the  transaction  was  a  loan  and  not  an  invest¬ 
ment,  and  that  $35,000  which  the  Syndicate  agreed  to  pay  annually 
in  monthly  installments  was  interest  and  not  a  dividend.  The  first 
preferred  certificates  issued  by  the  Syndicate  to  Austin  were  merely 
evidence  of  indebtedness. 

Korner,  Green,  and  Trussell  concur  in  the  dissent. 


Louis  Stern,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  No.  19376.  Promulgated  December  17,  1926. 

Louis  Stern  pro  se. 

W.  F.  Gibbs,  Esq.  for  the  respondent. 
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Littleton  :  The  Commissioner  determined  a  deficiency  of  $379.03 
for  the  calendar  year  1923.  Petitioner  claims  that  this  deficiency 
is  incorrect  in  so  far  as  it  results  from  the  disallowance  by  the  Com¬ 
missioner  of  a  loss  of  $4,701.88  on  German  marks. 

FINDINGS  OF  FACT. 

Petitioner  is  a  resident  of  Brooklyn,  N.  Y.  On  various  dates  dur¬ 
ing  the  years  1920,  1921,  and  1922,  he  acquired  an  aggregate  of 
569,000  German  marks,  at  a  total  cost  of  $4,701.88.  The  market 
value  of  the  569,000  marks  on  January  1,  1923,  was  $78.52.  The 
market  value  of  the  same  total  number  of  marks  which  the  petitioner 
still  owed  on  December  31,  1923,  was  $.000,000,132,008.  During  the 
calendar  year  1923  the  569,000  marks  were  neither  sold  nor  other¬ 
wise  disposed  of  by  the  petitioner. 

In  his  income  tax  return  for  the  calendar  year  1923  petitioner 
claimed  a  deduction  of  $4,701.88,  the  total  cost  of  the  marks,  as  a 
loss  sustained  in  that  year.  Petitioner’s  return  showed  a  tax  of 
$365.31,  which  amount,  less  the  25  per  cent  credit  allowed  by  the 
Revenue  Act  of  1924,  he  paid. 

Upon  audit  of  the  return  the  Commissioner  denied  the  deduction  of 
$4,701.88  and  increased  the  income  accordingly. 

Judgment  will  be  entered  for  the  'petitioner 
upon  the  issue  raised.  Order  of  redetermi¬ 
nation  will  be  entered  on  15  days'  notice ,  under 
Rule  50.  Appeal  of  Murchison  National  Bank , 
1  B.  T.  A.  617 ;  Appeal  of  Samuel  Bird.,  5 
B.  T.  A.  259. 


Carl  Stern,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  No.  19377.  Promulgated  December  17,  1926. 

Carl  Stern  pro  se. 

W.  F .  Gibbs ,  Esq.,  for  the  respondent. 

Littleton:  The  Commissioner  determined  a  deficiency  of  $688.45 
for  the  calendar  year  1923.  Petitioner  claims  that  this  deficiency 
is  incorrect  in  so  far  as  it  results  from  the  disallowance  by  the  Com¬ 
missioner  of  a  loss  of  $7,134.88  on  German  marks  and  German 
Government  bonds. 

FINDINGS  OF  FACT. 

Petitioner  is  a  resident  of  Brooklyn,  N.  Y.  On  various  dates 
during  the  years  1920,  1921,  and  1922,  he  acquired  an  aggregate  of 
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569,000  German  marks,  at  a  total  cost  of  $4,701.88.  The  market 
value  of  the  569,000  marks  on  January  1,  1923,  was  $78.52.  The 
market  value  of  the  same  total  number  of  marks  which  the  petitioner 
still  owned  on  December  31,  1923,  was  $.000,000,132,008. 

During  the  years  1915  and  1922  the  petitioner  acquired  certain 
German  Government  bonds,  at  a  total  cost  of  $2,433.  These  bonds 
were  owned  by  the  petitioner  throughout  the  calendar  year  1923 
and  on  January  31  of  that  year  they  had  a  value  of  $4.14,  and  the 
same  bonds  had  a  value  on  December  31,  1923,  of  $.000,395. 

Neither  the  marks  nor  the  bonds  were  sold  or  otherwise  disposed 
of  by  the  petitioner  during  the  calendar  year  1923.  In  his  income- 
tax  return  for  the  calendar  year  1923  petitioner  claimed  a  deduction 
of  $7,134.88,  the  total  cost  of  the  marks  and  bonds,  as  a  loss  sustained 
in  that  year.  Petitioner’s  return  for  1923  showed  a  tax  of  $136.29, 
which  amount,  less  25  per  cent  credit  allowed  by  the  Revenue  Act 
of  1924,  he  paid. 

Upon  audit  of  the  return  the  Commissioner  denied  the  deduction 
of  $7,134.88  and  increased  the  income  accordingly. 

Judgment  will  he  entered  for  the  petitioner 
upon  the  issue  raised.  Order  of  redeterm&na- 
tion  will  he  entered  on  15  days'  notice ,  under 
Rule  50.  Appeal  of  Murchison  National  Bank , 
1  B.  T.  A.  617 ;  Appeal  of  Samuel  Bird ,  J 
B.  T.  A.  259. 


Thomas  J.  Avery,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  4788.  Promulgated  December  17,  1926. 

The  amount  of  bad  debts  ascertained  to  be  worthless  and 
charged  off  from  the  petitioner’s  books  of  account  in  1919  and 
deductible  from  gross  income  in  the  petitioner’s  income-tax  return 
for  that  year  determined. 

Edgar  Watkins ,  Esq.,  for  the  petitioner. 

W.  Frank  Gihhs ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in  the 
amount  of  $15,335.65,  resulting  from  the  Commissioner’s  disallow¬ 
ance  of  a  deduction  for  bad  debts  claimed  for  the  year  1919. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  individual  residing  in  Atlanta,  Ga.,  and  up 
to  January  1,  1926,  engaged  in  a  business  of  selling  steam  engines, 
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sawmills,  and  woodwork  machinery  under  the  name  of  Avery  &  Co. 
He  had  been  engaged  in  the  business  since  1903. 

In  making  his  income-tax  return  for  1919  the  petitioner  deducted 
from  gross  income  $36,567.28  for  bad  debts  ascertained  to  be  worth¬ 
less  and  charged  off  within  the  year.  In  the  amendment  of  his  tax 
return  the  Commissioner  has  allowed  the  deduction  of  only  $1,841.26 
of  this  amount  and  has  increased  net  income  by  the  balance.  Most 
of  the  deficiency  of  $15,335.65  results  from  such  disallowance. 

The  bad  debts  charged  off  and  claimed  as  a  deduction  from  gross 
income  were  all  represented  by  notes  which  the  petitioner  received 
on  sales  of  merchandise.  These  were  knowm  as  twenty-year  title 
retained  notes  and  were  sealed  and  recorded,  and  under  the  statutes 
of  Georgia  such  notes  were  collectible  for  a  period  of  twenty  years. 
Title  to  the  goods  thus  sold  remained  in  the  vendor  until  the  notes 
were  fully  paid,  and  the  goods  might  be  repossessed  at  any  time 
on  the  failure  of  the  vendee  to  pay  the  notes  when  due.  The  notes 
ranged  in  amounts  from  $10  to  $1,000  or  more  and  were  payable 
over  the  entire  period  from  1903  to  1919.  The  notes  were  usually 
given  in  a  series  and  for  small  amounts  payable  at  intervals  from 
thirty  to  ninety  days. 

Most  of  the  debtors  were  lumber  men  and  farmers  widely  scattered 
over  middle  and  south  Georgia.  The  payments  on  the  notes  de¬ 
pended  largely  on  the  general  prosperity  of  the  community.  It  was 
the  polic}7  of  the  petitioner  to  be  lenient  with  debtors  and  not  to 
force  collections  by  suit  or  to  repossess  goods  until  the  debtors  had 
been  given  every  chance  to  meet  their  obligations.  Representatives 
of  the  petitioner  traveled  over  the  territory  from  time  to  time,  keep¬ 
ing  in  touch  with  the  debtors  and  making  collections  whenever  pos¬ 
sible.  A  good  many  accounts  were  put  in  the  hands  of  local  attor¬ 
neys  for  collection  after  recovery  by  other  means  had  failed.  During 
the  years  1914  and  1915  business  conditions  in  Georgia  were  bad. 
Cotton  sold  as  low  as  5  cents  a  pound.  Debts  were  extremely  difficult 
to  collect  and  creditors  generally,  including  the  petitioner,  were 
lenient  with  debtors.  In  the  years  1918  and  1919  business  conditions 
improved  and  the  petitioner  was  vigilant  in  his  efforts  to  collect  or 
otherwise  close  all  outstanding  obligations.  Letters  were  written  to 
debtors  urging  settlements  and  the  petitioner’s  agent  and  attorneys 
made  many  personal  investigations  of  past  due  accounts.  In  a  few 
cases  the  debtors  had  left  the  community  in  which  thev  had  resided 
and  could  not  be  found.  In  others  they  were  found  hopelessly  in¬ 
solvent,  with  no  property  to  satisfy  a  judgment  if  obtained.  In  a 
few  cases  suits  for  collection  were  brought  and  accounts  credited  with 
the  amounts  collected  on  the  judgment.  Some  of  the  machines  wdiich 
had  been  sold  were  repossessed  and  the  resale  or  estimated  value 
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thereof  credited  to  the  accounts  of  debtors.  The  machinery  which 
had  been  in  the  hands  of  purchasers  for  many  years  was  generally 
of  little  value. 

The  petitioner  kept  a  single  entry  set  of  books.  The  notes  herein 
considered  were  not  entered  in  current  accounts  receivable  but  were 
kept  in  a  separate  book  known  as  the  note  record  book.  All  transac¬ 
tions  relating  to  these  notes,  such  as  credits,  renewals,  etc.,  were 
recorded  therein.  There  was  a  general  profit  and  loss  account  but 
the  notes  were  not  reflected  in  such  account.  The  petitioner  did  not 
ordinarily  prepare  balance  sheets.  Whenever  they  were  prepared, 
the  notes  receivable  were  entered  at  their  face  value.  Prior  to  1919 
no  notes  receivable  were  charged  off  as  worthless  on  the  petitioner  s 
books  of  account.  In  December,  1919,  the  petitioner,  with  his  book¬ 
keeper,  went  over  all  the  note  records  extending  as  far  back  as  1903. 
made  a  list  of  all  unpaid  or  partially  unpaid  notes  thought  to  be 
uncollectible  and  worthless  at  the  time,  and  deducted  the  total 
amount  of  the  same  from  income  for  that  year.  The  notes  were  not 
charged  off  on  the  general  ledger,  nor  was  the  list  claimed  reflected 
in  the  profit  and  loss  account.  Each  note  listed  as  uncollectible  was 
marked  wdth  a  check  mark  opposite  the  entr}^  in  the  note  record 
book,  indicating  that  it  had  been  charged  to  income  tax  in  the  year 
1919. 

The  majority  of  the  notes  charged  off  were  due  and  payable  prior 
to  March  1,  1913.  Many  of  them  had  been  paid  in  part,  with  only 
a  small  unpaid  balance  remaining.  In  many  cases  no  payments  had 
been  made  during  recent  years.  In  a  few  instances,  however,  the 
note  records  showed  payments  during  the  years  1918  and  1919. 
The  petitioner  did  not  relax  his  efforts  during  subsequent  years,  to 
collect  the  note  accounts  designated  as  “  charged  to  income  tax  in 
1919,”  and  in  numerous  instances  the  debts  claimed  as  bad  in  the 
tax  return  for  1919  were  later  collected.  The  following  examples 
may  be  taken  as  typical  of  the  100  accounts  comprising  the  whole : 


J.  I.  BROWN  ACCOUNT. 


Date  of  notes. 

Due  dates. 

Amounts. 

Payments. 

Dates. 

Amounts. 

Feb.  10,1909 

Dec.  1,1909 

$150.  00 

Nov.  7,  1910 . . . . . . . 

$100.00 

Mar.  10,1910 

150.  00 

Feb.  17,  1911 . . . . . . 

60.00 

June  10, 1910 

150. 00 

Feb.  17,  1911 _ _ _ _ _ 

135. 85 

Sept.  10, 1910 

150.  00 

Goods  sold  in  1915 . . . . . 

200.00 

Loss  claimed . . . . 

114. 15 

600.  00 

600.00 
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H.  C.  ALLAGOOD  ACCOUNT. 


Date  of  notes. 

Due  dates. 

Amounts. 

Payments. 

Dates. 

1 

Amounts. 

Feb.  12,1907 

Dec.  12,1907 

$331.  25 

Jan.  24,  1908. . . . 

$48. 97 

Mar.  12, 1908 

331.  25 

Feb.  11,  1909 . . . 

200.00 

May  4,  1909 _ _ _ _ _ 

75.00 

Interest  and 

collecting  ex- 

53.  28 

Feb.  24,  1910 . . . . 

7.  38 

penses. 

Do.. . . . . . . . . 

86.  77 

May  21,  1910.. . . . 

50.85 

Jan. 10,  1911 . 

150.00 

July  10,  1911 . 

100.00 

Error  . . . . 

2.  33 

Loss  claimed. . . . 

14.  48 

715.  78 

715.  78 

J.  D.  CONNER  ACCOUNT. 


Date  of  notes. 

Due  dates. 

1 

Amounts. 

Payments. 

Dates. 

Amounts. 

Feb.  12,1919 

May  12,1916 

$220.  00 

June  29,  1916 . . . . 

$50.00 

Aug.  12,1916 

220.  00 

Oct.  16,  1916—. . . . . 

100.00 

Nov.  12,1916 

220.  00 

Apr.  24,  1917 . 

50. 00 

Feb.  12,1917 

220. 00 

June  11,  1917 . . . . 

250.00 

May  12, 1917 

220.  00 

Feb.  12, 1917 . . . 

208.00 

Aug.  12,1917 

225.00 

Mar.  18, 1918 . . 

250.  00 

Feb.  19, 1919 . 

200.00 

Apr.  19,  1919 . . . . 

20.  00 

Loss  claimed...... _ _ 

197.  00 

1,  325.  00 

1,  325.  00 

The  following  debts,  in  the  amounts  indicated,  are  found  to  have 
been  worthless  at  December  31,  1919,  and  charged  off  during  that 


vear : 

Debtor. 

Beatenrieter,  C.  B 

Fender,  J.  F _ 

Knight,  W.  N _ 


Amount  claimed. 

_ $15.00 

_  265.  16 

_ 112.80 


OPINION. 


392.  96 


Smith  :  In  this  appeal  we  find  one  of  the  too  frequent  examples  of 
the  administration  of  taxing  statutes  made  exceedingly  difficult  be¬ 
cause  of  irregular  and  improper  bookkeeping  practices.  From  the 
year  1903  to  the  year  1919  the  petitioner  carried  on  his  books  a  con¬ 
stantly  growing  and  changing  account  of  notes  receivable  without 
ever  having  audited  and  closed  his  books  in  any  intervening  year. 
We  find  that  in  the  year  1919  these  unpaid  notes  included  notes  owed 
by  something  over  100  debtors,  which  notes  the  petitioner  believed 
uncollectible  on  December  31,  1919.  A  majority  of  the  notes  be- 
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lieved  to  be  uncollectible  were  due  and  payable  prior  to  March  1, 
1913.  Not  one  of  the  accounts  had  been  charged  to  profit  and  loss 
on  the  books  of  the  petitioner  or  charged  off  in  any  year.  The  peti¬ 
tioner’s  income-tax  returns  for  the  years  1913  to  1918,  inclusive, 
show  no  deduction  for  bad  debts.  In  his  income-tax  return  for  the 
year  1919,  he  deducted  from  gross  income  $36,567.28  for  bad  debts. 
Upon  an  investigation  and  reaudit  of  his  books,  the  petitioner  now 
claims  the  deduction  from  gross  income  on  account  of  bad  debts  of 
$24,012.43,  in  addition  to  the  $1,841.26  allowed  by  the  Commissioner. 

The  Commissioner  objects  to  the  deduction  on  the  following 
grounds : 

(1)  That  the  debts  in  part  were  ascertained  to  be  worthless  prior 
to  the  year  1919. 

(2)  That  the  debts  were  not,  within  the  meaning  of  the  statute, 
charged  off  during  the  year  1919. 

(3)  That  the  debts  were  in  part  not  worthless  at  December  31, 
1919. 

(4)  That  of  the  debts  existing  prior  to  March  1,  1913,  only  the  cost 
or  the  March  1,  1913,  value  thereof,  whichever  is  lower,  may  be 
deducted  as  a  loss  in  any  subsequent  year. 

Section  214  (a)  of  the  Revenue  Act  of  1918  provides: 

That  in  computing  net  income  there  shall  be  allowed  as  deductions : 

*  *****  * 

(7)  Debts  ascertained  to  be  worthless  and  charged  off  within  the  taxable 
year. 

The  method  of  charging  off  the  notes  used  by  the  petitioner  was 
most  unusual.  The  bookkeeper  for  the  petitioner,  the  principal  wit¬ 
ness  in  this  case,  testified  as  follows : 

Q.  How  does  it  [the  charge-off]  ever  get  into  profit  and  loss  account? 

A.  We  don’t  have  any  profit  and  loss  account.  When  they  [the  notes]  are 
paid  they  go  back  in  here  and  show  up  on  this  account.  We  keep  after  them 
all  the  time.  If  we  charged  them  to  loss  and  gain  there  might  be  a  loss 
entirely.  Leave  it  like  that,  it  shows  how  much  is  collected,  and  if  there  is 
any  balance  there  we  still  get  after  it.  That  was  really  not  charged  into  loss 
and  gain  at  all.  It  is  just  a  record  on  the  note  register. 

Q.  That  simply  represents  a  notation  on  the  record  here,  the  note  record, 
that  in  1919  you  simply  claimed  it  as  a  deduction  from  gross  income  in  the 
income-tax  return,  did  you? 

A.  Yes. 

******* 

Q.  Each  one  of  these  accounts  you  still  keep  open  today  and  if  one  of  the 
makers  of  the  notes  come  in  you  give  him  a  credit  on  that  account? 

A.  Yes. 

Q.  So  there  has  been  no  actual  closing  of  the  account  or  no  actual  charging 
off  except  the  notes  charged  off  to  income  tax  in  1919? 

A.  That  is  it  exactly.  We  keep  them  right  here. 
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The  statute  does  not  provide  any  particular  manner  for  the  charg¬ 
ing  off  of  a  bad  debt.  We  think  that  the  method  employed  by  the 
petitioner  meets  the  challenge  of  the  statute.  If  the  petitioner  were 
a  corporation  and  the  corporation  was  required  to  prepare  balance 
sheets  for  the  purpose  of  determining  invested  capital  and  the  notes 
receivable  were  included  in  the  balance  sheet  at  the  face  value  of  the 
notes,  there  might  be  a  serious  question  as  to  whether  this  method 
of  charging  off  bad  debts  met  the  challenge  of  the  statute.  But  we 
think  that  in  the  case  of  this  individual  for  the  year  1919,  the  nota¬ 
tion  on  the  note  record  that  the  note  was  charged  off  to  income  tax 
constituted  a  sufficient  compliance  with  the  statute  to  warrant  the 
petitioner  in  making  the  deduction  provided  the  note  was  ascer¬ 
tained  to  be  worthless  within  the  calendar  year  1919. 

It  appears  to  us,  however,  from  the  evidence,  that  there  was  no 
ascertainment  of  worthlessness  of  a  great  majority  of  the  notes 
charged  off  in  the  manner  above  indicated  in  1919.  The  petitioner 
was  unusually  vigilant  in  the  collection  of  notes  receivable.  Through 
traveling  salesmen  and  through  a  collector  he  continually  kept  in 
touch  with  his  debtors,  and  wherever  there  was  any  possibility  of 
collecting  anything  upon  overdue  notes  the  petitioner  did  not  fail 
to  make  an  effort  to  collect.  This  is  shown  by  the  fact  that  he 
brought  many  suits  after  a  long  period  of  years  and,  even  where  a 
fieri  facias  was  returned  nulla  bona ,  the  fi.  fa.  was  kept  alive  as 
long  as  possible.  Some  of  the  notes  were  endorsed  by  persons  be¬ 
lieved  by  the  petitioner  to  be  responsible.  Where  the  maker  of  the 
note  went  through  bankruptcy,  an  attempt  was  made  to  collect  from 
the  endorser.  The  petitioner  apparently  made  no  special  investiga¬ 
tion  of  the  likelihood  of  collection  of  delinquent  notes  in  1919.  The 
bookkeeper  testifying  for  the  petitioner  with  respect  to  certain 
accounts  could  not  recall  any  special  investigation  made  of  the 
account  in  1919  by  which  the  account  was  determined  to  be  worth¬ 
less  in  1919.  In  reply  to  the  question — 

A  lot  of  this  property  sold  back  in  1904,  1905,  and  1906,  where  the  notes  had 
not  been  paid,  did  not  make  any  investigation  in  regard  to  that  property  in 
1919? 

A.  We  were  trying  to  collect  it.  I  do  not  know  about  making  an  investiga¬ 
tion.  We  always  have  a  traveling  man  to  see  if  there  is  any  chance  in  the 
world  to  collect  it. 

He  further  testified : 

Q.  Do  you  recall  the  discussion  about  Mr.  W.  A.  Abbott?  Had  you  had 
any  particular  information  in  the  year  1919  that  you  did  not  have  in  1918? 

A.  I  can’t  recall  now  that  we  had  any  particular  information  about  it  at  all. 
As  I  told  you  in  the  beginning  it  was  in  1919  that  we  took  up  all  these  old 
accounts  and  went  through  to  see  what  we  could  collect  and  what  we  could 
not  collect. 
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The  ascertainment  of  worthlessness  with  respect  to  most  of  the 
accounts  charged  to  income  tax  in  1919  appears  to  have  consisted  of 
nothing  more  than  a  discussion  between  the  petitioner  and  his  book¬ 
keeper  as  to  the  likelihood  of  collection  of  accounts,  many  of  which 
the  petitioner  had  been  unable  to  collect  over  a  period  of  years.  This 
is  shown  by  the  following  testimony  of  the  bookkeeper: 

Q.  Did  you  know  yourself  anything  about  the  financial  standing  or  responsi¬ 
bility  of  Mr.  W.  A.  Abbott,  of  Doe  Run,  Georgia,  between  the  year  1916,  and 
1919? 

A.  No,  sir;  not  personally. 

Q.  Under  whose  direction  or  was  it  upon  your  own  authority  that  you  made 
those  entries  there  about  charging  off  in  1913  [1919]  ? 

A.  Mr.  Avery  and  I  would  get  together  and  decide  if  they  were  good. 

Q.  When  did  you  and  Mr.  Avery  get  together  and  make  those  particular 
entries  that  have  been  read  into  the  record,  about  charging  off  in  1919? 

A.  I  do  not  remember  the  exact  date. 

Q.  Was  it  along  in  February  or  March,  1920? 

A.  No ;  it  was  along  in  the  latter  part  of  1919. 

This  Board  has  repeatedly  held  that  in  the  ascertainment  of  the 
worthlessness  of  debts  there  must  be  an  actual  determination  of 
worthlessness  by  the  petitioner  within  the  taxable  year  based  on  the 
failure  of  reasonable  efforts  to  collect.  Appeals  of  Pacific  Pipe  & 
Supply  Co .,  2  B.  T.  A.  870;  Steele  Cotton  Mill  Co .,  1  B.  T.  A.  299; 
Eqan  d?  Hcmsman  Co 1  B.  T.  A.  556;  Alemite  Die  Castinq  <&  Mfq. 
Co. ,  1  B.  T.  A.  548. 

The  evidence  adduced  at  the  hearing  with  respect  to  the  history  of 
each  account  is  too  voluminous  to  review  here.  It  has  been  care¬ 
fully  gone  over  and  the  question  as  to  the  ascertainment  of  worth¬ 
lessness  within  the  year  1919  has  been  determined  with  respect  to 
each  account  on  the  facts  presented.  Where  it  appears  from  the 
evidence  that  the  debtor  died  within  the  year  1919,  or  that  the  peti¬ 
tioner  abandoned  his  efforts  to  collect  by  reason  of  unsuccessful 
litigation  during  the  year  1919,  the  account  has  been  listed  in  the 
findings  of  fact  as  having  been  ascertained  to  be  worthless  and 
charged  off  within  the  year  1919.  In  cases  where  payments  on 
accounts  were  made  regularly  up  to  or  near  the  year  1919  and  it  is 
not  shown  that  the  debtor  could  not  have  made  further  payments,  or 
where  the  accounts  were  obviously  ascertained  to  have  been  worthless 
long  prior  to  1919,  the  claims  for  the  deduction  of  such  accounts  have 
been  disallowed.  The  evidence  of  record  warrants  the  deduction  of 
$392.96  for  bad  debts  in  addition  to  the  amount  allowed  by  the 
Commissioner. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 
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houses  not  occupied  as  residence. 

Mackechnie  Bread  Co _  883 

Affiliations ;  purchase  by  corporation  and  stockholders  of  entire  capi¬ 
tal  stock  of  competitor.  Gain  or  loss;  capital  transactions ;  pur¬ 
chase  of  assets  of  affiliated  company. 

Marino,  Emilio _  988 

Expenses;  business  or  personal  expense;  automobile  transportation; 
salesmen. 

Marsh  &  Marsh,  Inc _  902 

Interest;  deductions;  deferred  installment  payments  on  purchase 
price  of  real  estate;  excess  of  total  payments  over  actual  value; 
evidence.  Invested  capital;  prior-year  taxes;  evidence. 

Mickel,  George  E.  and  Tom  E _  979 

Dividends;  cash  or  stock;  resolution  of  declaration,  book  entries, 
intent. 

Murphy,  James  C.,  et  al.,  Executors _  952 

Estate  tax;  gross  estate;  land;  tenancy  by  entirety ;  Maryland  law. 

National  Sash  &  Door  Co _  931 

Depreciation;  rate;  wookworking  machinery.  Losses;  corporations ; 
embezzlement ;  deduction  in  year  of  discovery. 

Olsen,  John _  889 

Gain  or  loss;  sale  of  real  estate;  notes,  equivalent  of  cash;  1913 
value;  evidence;  depreciation  of  improvements. 

Owen-Ames-Kimball  Co _  921 

Contracts;  long-term;  income;  accrual;  uniform  basis  of  accounting 
for  mcome. 

Pantazas,  Charles  and  James _  975 

Evidence;  depreciation  and  inventory.  Partners;  gross  income;  bank 
deposits;  exclusion  of  capital  contribution;  bad  checks;  evidence 
of  amount. 

Pine  Bluff  Compress  &  Warehouse  Co _  938 

Invested  capital;  special  assessment ;  equipment  reducing  competition 
and  resulting  in  large  profits;  low  salaries;  prewar  credit;  reflec¬ 
tion  of  prewar  income. 

Pittard,  J.  T _  929 

Gain  or  loss;  sale  of  land;  1913  value;  year  of  sale;  installment, 
initial  payment  of  10%. 
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Pomonis,  Dennis  and  Spiro -  975 

See  Charles  and  Janies  Pantazas. 

Redlands  Security  Co -  956 

Gain  or  loss;  sale  of  orange  orchards;  depreciation;  useful  life. 

Sarfert,  Max _  977 

Gain  or  loss;  separate  transactions ;  purchase  of  machinery;  loss 
on  German  marks  bought  to  meet  initial  payment ;  alteration  of 
contract  requiring  payment  in  American  dollars;  year  of  loss. 

Schlesinger,  H.  J _  943 

Net  losses;  individuals ;  computation ;  deductions  not  connected  with 
trade  or  business. 

Sinsheimer  Bros.,  Inc _  918 

s 

Inventories ;  uniform  basis  in  valuing  opening  and  closing  inventory  ; 
reflection  of  income. 

Slater,  William  A.,  Mills,  Inc _  971 

Jurisdiction;  sec.  283  ( f ),  Act  1926;  jeopardy  assessment  made  be- 
fore  and  abatement  claim  rejected  after  June  2,  192 4. 

Southern  Sand  &  Gravel  Co _  879 

See  C.  P.  Lathrop  &  Co. 

Stearns,  Frank  C -  958 

Gain  or  loss,  sale  of  real  estate;  evidence  of  cost  and  1913  value; 
agreement  between  partners. 

Warner,  Fred  W _  963 


Corporations ;  stockholders ;  possession  of  stock  issued  withheld  to 
insure  covenant  not  to  sell.  Dividends  or  compensation;  stock 
issued  for  services  and  withheld  from  stockholder  to  insure  cove¬ 
nant  not  to  sell;  income;  assignment  and  payment  to  assignees  of 
cash  dividends;  dividends  on  stock  held  by  taxpayer  as  trustee. 


Weinmann,  J.  F _  885 

Gain  or  loss;  sale  of  stock;  payment  by  note;  equivalent  of  cash. 

Windfelder,  John  EL,  Estate _  952 

See  James  C.  Murphy  ,et  al.,  Executors. 
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C.  P.  Lathrop  &  Co.,  Inc.,  and  Southern  Sand  &  Gravel  Co.,  Inc., 

Petitioners,  v.  Commissioner  of  Internal  Revenue,  Respond¬ 
ent. 

Docket  No.  6603.  Promulgated  December  21,  1926. 

1.  Petitioners  were  affiliated  during  the  calendar  year  1920. 

2.  In  view  of  the  evidence  in  this  proceeding,  it  is  held  that  the 
Commissioner  was  not  justified  in  reducing  the  allowance  claimed 
by  C.  P.  Lathrop  &  Co.,  Inc.,  for  compensation  paid  to  its  officers. 

M.  W.  Cooker  ow,  Esq.,  and  J.  McD.  Wellford ,  Esq.,  for  the 
petitioners. 

J.  Harry  Byrne,  Esq.,  for  the  respondent. 

The  Commissioner  determined  a  deficiency  in  income  and  profits 
taxes  of  $3,093.30  against  C.  P.  Lathrop  &  Co.,  Inc.,  for  the  calendar 
year  1920,  and  that  company  instituted  this  proceeding  within 
sixty  days  after  the  mailing  of  the  notice  of  deficiency.  By  consent 
of  the  parties  the  Southern  Sand  &  Gravel  Co.,  Inc.,  was  made  a 
petitioner  to  the  proceeding. 

Petitioners  claim  that  the  Commissioner  erred  in  holding  that  they 
were  not  affiliated  within  the  meaning  of  section  240  (b)  of  the 
Revenue  Act  of  1918,  and  in  disallowing  as  a  deduction  $15,000  of  a 
total  of  $50,500  paid  as  compensation,  for  officers. 

FINDINGS  OF  FACT. 

Petitioners  are  Virginia  corporations  with  principal  office  at 
Richmond.  C.  P.  Lathrop  &  Co.,  Inc.,  was  engaged  in  purchasing 
and  selling  at  wholesale  and  retail  builders’  supplies  of  all  kinds 
except  hardware. 

The  business  was  commenced  by  C.  P.  Lathrop,  Sr.,  about  1865, 
and  for  about  thirty  years  prior  to  incorporation  on  April  8,  1920, 
the  business  was  carried  on  in  partnership  with  James  D.  Patton,  Sr. 
During  a  period  of  several  years  prior  to  incorporation  C.  P. 
Lathrop,  Jr.,  and  C.  B.  Lathrop,  sons  of  C.  P.  Lathrop,  Sr.,  were 
also  partners. 

The  Southern  Sand  &  Gravel  Co.,  Inc.,  incorporated  in  1911,  was1 
engaged  in  the  production  of  sand  and  gravel  and  its  product  was 
sold  exclusively  by  C.  P.  Lathrop  &  Co.,  Inc.  The  Southern  Sand 
&  Gravel  Co.,  Inc.,  was  separately  incorporated  for  bookkeeping  pur¬ 
poses,  in  order  to  segregate  the  costs  of  materials  and  expenses  in¬ 
curred.  The  entire  production  of  the  Southern  Sand  &  Gravel  Co., 
Inc.,  has  always  been  sold  by  C.  P.  Lathrop  &  Co.,  Inc.,  and  the 
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officers  of  the  latter  managed  the  affairs  of  the  Southern  Sand  & 
Gravel  Co.,  Inc.,  conducted  its  policies,  purchased  its  supplies,  and 
selected  its  employees.  The  officers  of  C.  P.  Lathrop  &  Co.,  Inc., 
were  also  officers  of  the  Southern  Sand  &  Gravel  Co.,  Inc.  The 
plant  and  land  of  the  Southern  Sand  &  Gravel  Co.,  Inc.,  were 
turned  over  to  it  by  the  Lathrop  family,  who  were  the  principal 
owners  of  C.  P.  Lathrop  &  Co.,  Inc.,  for  all  of  its  capital  stock. 
Twenty-five  shares  were  later  sold  to  James  D.  Patton,  Sr.,  and  10 
shares  to  J.  D.  Patton,  Jr.  To  all  intents  and  purposes  the  Southern 
Sand  &  Gravel  Co.,  Inc.,  has  always  been  conducted  as  a  branch  of 
C.  P.  Lathrop  &  Co.,  Inc. 

During  the  taxable  year  1920  the  common  voting  stock  of  these 
corporations  was  owned  as  follows : 


Stockholders. 

C.  P.  Lathrop  & 
Co.,  Inc. 

Southern  Sand  & 
Gravel  Co.,  Inc. 

No.  of 
shares. 

Per  cent. 

No.  of 
shares. 

Per  cent. 

C.  P.  Lathrop,  Sr . 

750 

30 

51% 

32.29 

C.  P.  Lathrop,  Jr . 

750 

30 

46% 

29. 16 

C.  B.  Lathrop . 

750 

30 

26% 

16.7 

Jas.  D.  Patton,  Jr . . . . . 

100 

4 

10 

6.3 

C.  N.  Stutz . . . . . 

75 

3 

Edward  McCurley . ^ 

50 

2 

Branch  Barksdale _ _ _ 

25 

1 

Jas.  D.  Patton,  Sr . . . 

25 

15.6 

Total . 

2,500 

100 

160 

100 

Upon  incorporation  of  C.  P.  Lathrop  &  Co.,  Inc.,  in  April,  1920, 
C.  P.  Lathrop,  Sr.,  his  two  sons,  and  Jas.  D.  Patton,  Sr.,  turned 
over  their  partnership  interests  to  the  corporation  for  stock,  the 
common  stock  being  taken  by  the  Lathrops  and  650  shares  of  pre¬ 
ferred  stock,  being  the  total  issued  and  outstanding  preferred  stock 
at  that  time,  were  issued  to  Jas.  D.  Patton,  Sr.  Shortly  after  incor¬ 
poration  certain  shares  of  common  stock  of  C.  P.  Lathrop  &  Co., 
Inc.,  were  sold  to  Jas.  D.  Patton,  Jr.,  C.  N.  Stutz,  Edward  McCurley, 
and  Branch  Barksdale,  employees,  for  which  they  gave  their  notes 
and  turned  the  stock  back  to  the  corporation  to  be  held  until  the 
notes  were  paid.  These  notes  were  not  paid  during  1920.  These 
individuals  voted  the  stock  during  the  time  it  was  so  held  by  the 
corporations.  The  stock  in  both  companies,  other  than  that  issued 
to  the  Lathrops,  was  issued  to  the  persons  named  on  condition  that 
if  they  should  desire  to  relinquish  it  they  would  first  offer  to  sell  it 
to  the  Lathrops  or  to  the  corporation. 
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C.  P.  Lathrop,  Sr.,  and  his  two  sons  were  president,  vice  president, 
and  treasurer,  respectively,  of  both  corporations.  Jas.  D.  Patton, 
Jr.,  was  made  secretary  of  C.  P.  Lathrop  &  Co.,  Inc.,  some  time 
during  1920.  C.  P.  Lathrop,  Sr.,  was  the  active  head  of  the  busi¬ 
ness  and  the  prime  mover  in  all  of  the  affairs  of  both  corporations. 
He  personally  indorsed  all  notes  of  the  corporation  for  money  bor¬ 
rowed.  The  gross  business  of  C.  P.  Lathrop  &  Co.,  Inc.,  for  1920 
was  in  excess  of  $800,000.  At  the  date  of  incorporation  C.  P. 
Lathrop  &  Co.,  Inc.,  authorized  a  drawing  account  of  $1,000  a  month 
each  for  C.  P.  Lathrop,  Sr.,  president,  and  C.  P.  Lathrop,  Jr.,  vice 
president,  and  $300  a  month  for  Jas.  D.  Patton,  Jr.,  secretary.  It 
was  the  avowed  purpose  of  the  corporation  at  the  time  to  adjust 
the  officers’  salaries  during  the  year  to  conform  to  the  judgment  of 
the  directors  as  to  the  value  of  the  services  rendered  to  the  corpora¬ 
tion.  During  the  year  1920  officers’  salaries  were  determined,  entered 
upon  the  books,  and  paid  without  regard  to  stockholdings,  as  follows: 


O.  P.  Lathrop,  Sr.,  president - $15, 000 

C.  P.  Lathrop,  Jr.,  vice  president -  15, 000 

C.  B.  Lathrop,  treasurer _  15,  000 

Jas.  D.  Patton,  Jr.,  secretary - -  5, 500 


Total _ _ _  50,  500 


This  amount  was  claimed  as  a  deduction  by  C.  P.  Lathrop  &  Co., 
Inc.,  in  its  return  for  1920.  The  Commissioner  disallowed  $15,000 
of  the  amount  as  a  deduction. 

The  Southern  Sand  &  Gravel  Co.,  Inc.,  paid  salaries  only  to  C. 
P.  Lathrop,  Sr.,  president,  and  C.  P.  Lathrop,  Jr.,  vice  president, 
in  the  amount  of  $5,000  each.  It  reported  a  loss  of  approximately 
$6,000  for  the  year  1920. 

C.  P.  Lathrop,  Jr.,  assisted  his  father  generally  in  the  management 
of  the  corporations  and  he  was  also  the  principal  salesman  of  the 
business.  C.  B.  Lathrop  and  Jas.  D.  Patton,  Jr.,  in  addition  to  their 
duties  as  treasurer  and  secretary,  respectively,  were  engaged  exclu¬ 
sively  as  salesmen  of  the  company’s  product.  The  officers  and 
salesmen  of  the  corporation  bore  their  own  expenses  without  reim¬ 
bursement,  and  considerable  amounts  were  expended  by  them  in  pro¬ 
moting  the  interests  of  the  corporations  and  in  selling  its  product. 
C.  B.  Lathrop  had  been  with  the  business  since  1904.  C.  P.  Lathrop, 
Jr.,  since  1905.  Jas.  D.  Patton,  Sr.,  who  had  been  a  partner  for 
about  30  years,  withdrew  from  active  participation  in  the  business 
shortly  before  incorporation.  He  was  paid  no  salary  by  either  cor¬ 
poration.  Jas.  D.  Patton,  Jr.,  had  been  with  the  business  since  1910. 
Edward  McCurley  was  bookkeeper  and  C.  N.  Stutz  was  employed  in 
the  lumber  department. 

27414—27 - 2 
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The  officers  whose  salaries  are  here  in  controversy  devoted  their 
entire  time  to  the  business.  C.  P.  Lathrop  &  Co.,  Inc.,  reported  a  net 
income  for  1920,  after  payment  of  officers’  salaries,  of  $20,000. 

OPINION. 

Littleton  :  Upon  consideration  of  the  evidence  submitted,  we  are 
of  opinion  that  the  stockholders  of  C.  P.  Lathrop  &  Co.,  Inc.,  owned 
or  controlled  all  the  stock  of  the  Southern  Sand  &  Gravel  Co.,  Inc., 
during  the  calendar  year  1920. 

In  the  deficiency  notice  mailed  to  C.  P.  Lathrop  &  Co.,  Inc.,  the 
Commissioner  gave  no  reason  for  reducing  the  allowance  for  officers’ 
salaries  for  1920  from  $50,500  to  $35,500.  Presumably,  he  thought 
that  the  total  of  the  salaries  paid  by  the  corporation  to  its  officers 
was  unreasonable  in  afnount.  The  Board  is  of  the  opinion  from  the 
evidence  submitted  in  this  proceeding  that  the  Commissioner  was 
not  justified  under  the  statute  in  reducing  the  deduction  claimed  by 
the  corporation  for  compensation  of  its  officers.  The  success  of  the 
business  was  due  primarily  to  the  services  rendered  by  them;  they 
devoted  their  entire  time  and  efforts  in  the  interest  of  the  corpora¬ 
tion.  The  entire  responsibility  of  the  management  and  the  matter 
of  profitableness  of  operations  rested  upon  them. 

The  greater  portion  of  the  corporation  income  was  due  to  their 
efforts.  They  were  put  to  considerable  personal  expense  in  selling 
the  corporation’s  product  in  the  face  of  keen  competition,  for  which 
they  were  not  reimbursed  by  the  corporation.  The  officers  had  been 
with  the  business  for  a  number  of  years,  were  experienced  and  capable 
men  in  this  line,  and  were  well  acquainted  with  the  persons  and  con¬ 
cerns,  both  large  and  small,  having  need  for  the  material  which  the 
corporation  was  selling.  All  of  this  resulted  in  the  corporation 
being  one  of  the  largest  builders’  supplies  concerns  in  its  territory. 
There  is  no  indication  that  the  salaries  paid  constituted  a  distribu¬ 
tion  of  profits  in  the  guise  of  compensation;  in  fact  the  evidence 
is  to  the  contrary.  In  view  of  these  facts,  the  Board  is  of  the 
opinion  that  the  Commissioner  was  not  justified  in  reducing  the 
deduction  claimed  by  the  corporation  for  compensation  of  officers, 
and  his  action  in  this  regard  is  reversed. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 

J.  G.  Ball  Co.,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  No.  6459.  Promulgated  December  21,  1926. 

J.  W.  Bailey ,  Esq.,  for  the  petitioner. 

W.  F.  Gibbs ,  Esq.,  for  the  respondent. 
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Littleton:  The  Commissioner  determined  a  deficiency  in  income 
and  profits  tax  in  the  amount  of  $334.04  for  the  calendar  year  1919. 

The  petitioner  is  a  North  Carolina  corporation  with  principal  office 
and  place  of  business  at  Raleigh.  Petitioner  alleged  that  the  income 
determined  by  the  Commissioner  for  the  taxable  year  was  erroneous 
and  that  it  had  complete  books  and  records  showing  its  actual  and 
true  net  income  for  the  year  1919.  In  his  answer  the  Commissioner 
claimed  that  no  books  and  records  had  been  made  available  for  his 
inspection  and  that  he  had  “properly  determined  the  net  taxable 
income  for  the  year  1919  under  the  provisions  of  section  212  (b)  of 
the  Revenue  Act  of  1918.” 

The  case  was  heard  and  submitted  on  the  deposition  of  J.  G.  Ball, 
taken  in  the  office  of  J.  E.  Owens,  Justice  of  the  Peace,  at  Raleigh, 
N.  C.  The  witness  testified  that  the  corporation  had  books  and 
records  showing  its  transactions  for  the  year  1919  and  that  these 
books  were  “in  the  store.”  He  further  testified  that  he  had  not  seen 
these  records  for  five  or  six  years.  However,  he  undertook  to  testify 
as  to  the  surplus  of  the  corporation  at  January  1,  1919,  and  January 
1,  1920,  as  shown  by  these  books.  This  testimony,  which  was  all  the 
evidence  offered  in  opposition  to  the  Commissioner’s  determination, 
was  objected  to  by  counsel  for  the  Commissioner  upon  the  ground 
that  the  books  of  the  corporation  were  the  best  evidence  of  their 
contents.  This  objection  was  proper.  The  record  contains  no  com¬ 
petent  evidence  upon  which  the  Board  can  base  any  findings  of  fact. 
We,  therefore,  approve  the  Commissioner’s  determination. 

i 

Judgment  will  be  entered  for  the  Commis¬ 
sioner . 


Mackechnie  Bread  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  4839.  Promulgated  December  21,  1926. 

During  the  year  1917  the  petitioner  purchased  75  per  cent  of  the 
capital  stock  of  a  competing  company.  Prior  to  January  1,  1919, 
its  three  stockholders,  as  individuals,  purchased  the  remaining  25 
per  cent  of  the  capital  stock  of  such  competitor.  In  1920  the 
petitioner  purchased  all  the  assets  and  assumed  all  the  liabilities 
of  the  competing  company  and  paid  therefor  the  amount  of  $1. 

Held,  that  the  purchase  of  the  stock  of  the  competing  company  by 
the  petitioner  and  its  shareholders  resulted  in  the  affiliation  of  the 
two  companies,  and  that  the  purchase  of  the  assets  was  an  inter¬ 
company  transaction  from  which  no  gain  or  loss  resulted. 

Murdoch  J .  Gillis ,  Jr.,  C.  P.  A .,  for  the  petitioner. 

D.  D.  Shepard ,  Esq .,  for  the  respondent. 

The  Commissioner  has  determined  a  deficiency  in  income  and 
profits  taxes  for  the  years  1920  and  1921,  in  the  respective  amounts 
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of  $505.79  and  $21.40.  The  deficiency  for  1920  arises  from  the  Com¬ 
missioner’s  disallowance  of  a  loss  alleged  to  have  been  sustained 
during  that  year  in  connection  with  absorption  of  the  business  of  the 
Miller  Baking  Co.,  and  that  for  1921  results  from  the  disallowance 
of  a  certain  amount  as  a  deduction  from  gross  income  on  account  of 
depreciation  of  the  tangible  assets  of  the  petitioner  used  in  its  trade 
or  business.  The  second  issue  was  abandoned  at  the  hearing. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  California  corporation  with  its  principal  office 
in  Los  Angeles.  It  is  engaged  in  the  business  of  manufacturing 
bread  and  selling  the  same  at  wholesale. 

During  the  year  1917  the  petitioner  acquired  75  shares  of  the  stock 
of  the  Miller  Baking  Co.,  a  corporation,  with  authorized  capital  in 
the  amount  of  $10,000,  divided  into  100  shares  of  the  par  value  of 
$100  each,  at  a  cost  of  $7,740.  Prior  to  January  1,  1920,  the  three 
stockholders  of  this  petitioner,  as  individuals,  purchased  the  remain¬ 
ing  25  shares  of  the  stock  of  the  Miller  Baking  Co.  On  February  11, 
1920,  the  petitioner  purchased  all  the  assets  and  assumed  all  the 
liabilities  of  the  Miller  Baking  Co.  for  $1.  Subsequent  to  February 
11,  1920,  the  Miller  Baking  Co.  had  no  assets,  except  $1  paid  into  its 
treasury  at  that  date,  and  its  stock  was  worthless,  but  was  not 
returned  or  canceled. 

The  Miller  Baking  Co.  was  operated  at  a  loss  from  the  date  of  its 
incorporation. 

In  its  income  and  profits-tax  return  for  1920,  the  petitioner  de¬ 
ducted  from  its  gross  income  the  amount  of  $6,523.05  which,  it  alleged, 
it  had  sustained  as  loss  in  connection  with  the  acquisition  of  the 
stock  and  assets  of  the  Miller  Baking  Co.  Upon  audit  of  such  return, 
the  Commissioner  disallowed  the  deduction,  and  held  that  the  amount 
thereof  was  paid  for  the  good  will  of  the  Miller  Baking  Co.  and  that 
no  loss  had  been  sustained  by  the  petitioner  in  connection  with  the 
transactions  in  question. 

OPINION. 

Lansdon:  The  petitioner  avers  that  it  sustained  a  loss  in  the 
amount  of  $6,523.05  in  the  transactions  through  which  it  acquired  the 
stock  and  the  assets  of  the  Miller  Baking  Co.  It  arrives  at  the 
amount  of  the  alleged  loss  by  subtracting  the  net  book  value  of  the 
assets  purchased  from  the  Miller  Baking  Co.  for  $1  from  the  amount 
that  it  paid  for  75  shares  of  the  stock  of  such  company.  The  Com¬ 
missioner  has  disallowed  the  alleged  loss  as  a  deduction  from  the  gross 
income  of  the  petitioner  for  the  taxable  year  on  the  theory  that  there 
was  only  one  transaction  and  that  the  amount  of  $6,523.05  represents 
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the  good  will  value  of  the  Miller  Baking  Co.  acquired  by  the  peti¬ 
tioner  when  it  bought  the  stock  and  assets  of  that  concern. 

The  purchase  of  all  the  capital  stock  of  the  Miller  Baking  Co.  by 
the  petitioner  and  its  stockholders  resulted  in  the  affiliation  of  two 
concerns.  The  subsequent  dealings  in  the  taxable  year  between  the 
Miller  Baking  Co.  and  the  petitioner  were  intercompany  transactions 
from  which  neither  gain  nor  loss  under  the  income  tax  laws  resulted. 

Judgment  will  be  entered  for  the  Com¬ 
missioner . 


J.  F.  Weinmann,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  10665.  Promulgated  December  21,  1926. 

J.  1.  Trawick ,  Esq.,  for  the  petitioner. 

Thomas  P.  Dudley ,  Jr.,  Esq.,  for  the  respondent. 

Milliken  :  This  proceeding  results  from  the  determination  by 
respondent  of  a  deficiency  in  income  tax  for  the  calendar  year  1920 
in  the  amount  of  $1,447.44.  Only  one  issue  is  involved  and  that 
relates  to  a  profit  which  the  respondent  determined  resulted  from 
the  sale  of  stock  by  the  petitioner  in  the  year  1920. 

FINDINGS  OF  FACT. 

Petitioner  resides  at  2214  Battery  Street,  Little  Rock,  Ark.  In 
1919  he  purchased  200  shares  of  stock  of  the  Marco  Milling  Co.,  of 
Pine  Bluff,  Ark.,  at  $30  per  share.  During  the  calendar  year  1920 
petitioner  sold  150  shares  of  the  stock  of  the  Marco  Milling  Co. 
which  he  had  purchased  in  1919,  and  the  gain  or  loss  resulting  from 
the  sale  of  said  shares  of  stock  is  not  in  dispute.  In  September, 
1920,  petitioner  sold  the  remaining  50  shares  of  stock  of  the  Marco 
Milling  Co.,  which  he  had  purchased  in  1919  for  $30  per  share,  to 
W.  C.  Ribenack  for  $5,000,  agreeing  to  defer  actual  payment  for  the 
same  until  1921  and  to  take  the  promissory  note  of  Ribenack  for 
$5,000,  payable  in  1921.  The  50  shares  of  stock  of  the  Marco  Milling 
Co.  were  held  as  collateral  security  to  insure  the  payment  of  the  note. 
The  note  was  paid  in  1921.  The  maker  of  the  note  was  financially 
responsible  for  the  face  value  of  the  note  and  the  same  had  a  fair 
market  value  of  $5,000  when  received  by  the  petitioner  in  the  year 
1920. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner. 


886  5  U.  S.  BOAED  OF  TAX  APPEALS  REPORTS. 

Blair  Veneer  Go.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  6703.  Promulgated  December  21,  1926. 

W.  E.  Hayes ,  Esq .,  for  the  petitioner. 

A.  George  Bouchard ,  Esq.,  for  the  respondent. 

Petitioner  appeals  from  the  determination  of  deficiencies  in  income 
and  profits  taxes  for  the  fiscal  year  ended  June  30,  1918,  the  period 
July  1  to  December  31,  1918,  and  the  calendar  years  1919,  1920,  and 
1921,  in  the  aggregate  amount  of  $27,372.63.  Petitioner  alleges 
that  the  Commissioner  erred  in  three  particulars  in  the  determina¬ 
tion  of  the  deficiencies  aforesaid:  (1)  That  the  rate  of  depreciation 
allowed  on  buildings,  machinery  and  equipment  is  inadequate;  (2) 
the  provisions  of  section  205  of  the  Revenue  Act  of  October  3,  1917, 
have  not  been  applied;  and  (3)  the  excess  profits  taxes  should  have 
been  computed  under  the  provisions  of  section  210  of  the  Revenue 
Act  of  1917,  and  sections  327  and  328  of  the  Revenue  Acts  of  1918 
and  1921. 

FINDINGS  OF  FACT. 

Petitioner  is  a  Vermont  corporation  with  principal  offices  at  North 
Troy,  and  during  the  years  in  question  was  engaged  in  the  manufac¬ 
ture  of  veneer  products,  consisting  of  veneer  packing  cases,  furni¬ 
ture  panels,  chair  seats,  opera  seats,  table  tops,  and  other  varieties 
of  built-up  veneers.  Petitioner  purchases  its  raw  material  in  log 
form  and  cuts  its  own  veneer,  using  its  saw  mill  and  turning  lathe 
for  that  purpose.  After  the  logs  have  been  cut  and  placed  in  a 
boiling  vat,  they  are  removed  and  the  veneer  is  shaved  from  the  logs. 
It  is  then  dried  in  a  kiln,  or  drying  machine ;  after  drying  it  is  glued 
inside  and  the  core  set  in  and  pressed  or  squeezed  in  heavy  machines 
which  bind  it  for  the  finished  product.  The  machinery  consists  of 
binding,  gluing,  and  drying  machines,  veneer  lathes,  and  all  neces¬ 
sary  machine  and  carpenter  shop  equipment. 

In  1910  the  buildings  and  equipment  of  the  petitioner  were  de¬ 
stroyed  by  fire  and  in  the  year  1911  were  replaced  by  the  buildings 
and  equipment  on  hand  during  the  years  in  question. 

The  buildings  are  of  wooden  construction,  with  double  boarding 
covered  with  wrought  iron  siding  and  painted. 

In  1917,  1918,  and  1919,  the  petitioner  was  engaged  as  a  subcon¬ 
tractor  in  filling  war  orders  or  contracts,  and  its  plant  was  in  opera¬ 
tion  from  fifteen  to  twenty  hours  per  day  during  those  years.  Accu¬ 
rate  records  were  maintained  of  the  hours  of  operation,  but  when  a 
fire  in  1924  destroj^ed  the  plant  and  equipment  the  time  records  were 
also  destroyed,  and  the  estimate  of  hours  of  operation  during  the 
years  was  testified  to  by  the  plant  superintendent  and  the  president 
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of  the  petitioner,  who  were  familiar  with  the  same  and  maintained 
the  records  during  this  period. 

It  was  not  possible,  owing  to  the  scarcity  of  skilled  labor  during 
the  wTar  period,  for  petitioner  to  secure  machinists  to  make  the  neces¬ 
sary  repairs  to  its  machinery,  and  as  a  result  the  wear  and  tear  on 
the  equipment  during  the  years  1917,  1918,  and  1919,  was  very 
marked.  It  was  necessary  for  petitioner  to  employ  unskilled  labor 
in  the  operation  of  its  plants  during  the  years  1917,  1918,  and  1919, 
with  the  result  that  the  wear  and  tear  on  its  equipment  was  greater 
than  it  would  have  been  had  it  been  possible  to  employ  experienced 
labor. 

The  vibrations  from  the  large  presses  in  the  gluing  room  caused 
the  buildings  to  become  unstable,  and  the  escape  of  steam  from  the 
boiling  vats  caused  the  early  rusting  of  the  iron  sidings  on  the  out¬ 
side  of  the  buildings. 

OPINION. 

Milliken:  The  controversy  concerning  depreciation  of  the  build¬ 
ings  and  equipment  of  the  petitioner  relates  to  the  proper  rate,  as  the 
parties  are  in  agreement  as  to  the  values.  The  Commissioner  deter¬ 
mined  the  rate  of  depreciation  on  a  composite  basis.  Considering 
the  hours  of  operation  and  the  other  factors  enumerated  in  the  find¬ 
ings  of  fact,  we  are  of  the  opinion  that  a  composite  rate  of  deprecia¬ 
tion  of  10  per  cent  for  the  fiscal  year  ended  June  30,  1918,  the  period 
July  1  to  December  31,  1918,  and  the  calendar  year  1919,  is  a  proper 
allowance.  No  evidence  was  introduced  concerning  the  calendar 
years  1920  and  1921,  and  as  a  consequence  we  do  not  disturb  the 
allowance  of  the  Commissioner  for  those  years. 

Petitioner  averred  in  the  petition  that  it  was  entitled  to  a  variable 
deduction  of  9  per  cent  instead  of  7  per  cent,  under  section  205  of 
the  Revenue  Act  of  1917,  and  that  the  provisions  of  section  210  of 
the  Revenue  Act  of  1917  and  sections  327  and  328  of  the  Revenue 
Act  of  1918  should  be  applied.  The  record  contains  no  evidence 
which  would  warrant  us  in  granting  the  relief  sought. 

Judgment  will  be  entered  on  10  days'  notice , 
under  Rule  50. 


Greenville  Opera  House  Association,  Petitioner,  v.  Commis¬ 
sioner  of  Internal  Revenue,  Respondent. 

Docket  No.  2311.  Promulgated  December  21,  1926. 

Ernest  Kellner ,  Jr.,  Esq.,  for  the  petitioner. 

Robert  A.  Littleton ,  Esq.,  for  the  respondent, 

Milliken  :  This  proceeding  results  from  a  determination  of  a  de¬ 
ficiency  by  respondent  for  the  calendar  year  1919  in  the  sum  of 
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$3,166.90.  The  issued  involved  is  the  gain  or  loss  resulting  from 
the  sale  in  1919  of  the  buildings  and  equipment  of  the  petitioner. 

FINDINGS  OF  FACT. 

Petitioner  is  a  corporation  organized  and  existing  under  the  laws 
of  the  State  of  Mississippi.  Petitioner  purchased  land  to  be  used  as 
a  site  for  an  opera  house  in  Greenville,  Miss.,  in  1899,  for  the  sum 
of  $4,711.  The  value  of  the  land  was  determined  by  the  Com¬ 
missioner  to  be  $14,000  on  March  1,  1913,  and  with  respect  to  such 
valuation  no  error  is  assigned  by  petitioner.  In  1899  petitioner 
erected  an  opera  house  on  the  land  thus  purchased  at  a  cost  for  the 
buildings  and  furnishings  of  $25,585.51.  In  1914  petitioner  made 
certain  improvements  to  the  buildings,  expending  the  sum  of  $14,000, 
about  which  there  is  no  controversy.  In  1919  the  land,  buildings 
and  equipment  were  sold  for  $55,000.  The  Commissioner  in  the 
determination  of  the  deficiency  took  the  cost  of  the  building  erected 
in  1899  of  $25,585.51,  subjected  the  same  to  a  depreciation  rate  of 
2  per  cent,  resulting  in  a  March  1,  1913,  value  of  the  buildings  of 
$18,595.13,  and  depreciated  the  building  at  a  rate  of  2%  per  cent 
from  March  1,  1913,  to  the  date  of  sale  in  1919.  Petitioner  objects 
to  the  March  1,  1913,  value  of  the  building  as  determined  by  the 
Commissioner  and  the  rate  of  depreciation  applied  from  March  1, 
1913, to  1919. 

The  opera  house  is  located  on  the  southeast  corner  of  Poplar 
and  Main  Streets,  Greenville,  Miss.  When  it  was  erected  in  1899, 
the  streets  adjacent  to  the  building  were  not  paved  nor  were  there 
any  buildings  of  any  value  erected  in  close  proximity  to  the  build¬ 
ing  of  the  petitioner.  By  March  1,  1913,  the  streets  had  been  paved 
in  front  and  on  the  side  of  the  opera  house  and  valuable  and 
modern  buildings  had  been  erected  in  close  proximity.  The  popu¬ 
lation  of  Greenville,  Miss.,  doubled  from  1899  to  1913.  The  opera 
house  is  of  brick  construction,  three  stories  in  height,  and  had  a 
seating  capacity  on  March  1,  1913,  of  700  persons.  The  building 
was  maintained  in  a  good  state  of  repair  prior  and  subsequent  to 
March  1,  1913.  In  1913  the  building  owned  by  petitioner  was  the 
only  opera  house  in  Greenville,  Miss.,  but  by  1919  a  syndicate  amuse¬ 
ment  company  was  making  arrangements  to  erect  an  amusement 
house  in  Greenville,  and  the  officers  of  the  corporation,  fearing  out¬ 
side  competition,  sold  the  building  of  the  petitioner  to  a  concern 
operating  a  chain  of  amusement  houses  in  that  section  of  the 
country. 

The  building,  together  with  the  improvements  and  furnishings, 
was  of  the  fair  market  price  or  value  of  $35,000  on  March  1,  1913, 
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and  a  rate  of  depreciation  of  2  per  cent  should  be  used,  in  determin¬ 
ing  the  gain  or  loss  on  the  sale,  for  the  period  March  1,  1913,  to 
1919. 

Judgment  will  be  entered  on  15  days’  no¬ 
tice ,  under  Rule  50. 


John  Olsen,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  No.  1460.  Promulgated  December  21,  1926. 

Tom  M.  Mehaffy ,  Esq .,  for  the  petitioner. 

J.  Arthur  Adams ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  tax  for  the  calendar  year  1919  in  the  amount  of  $5,854.66. 
The  issue  involved  relates  to  the  gain  derived  in  the  year  1919  from 
the  sale  of  certain  lands,  buildings  and  equipment  of  the  petitioner. 
At  the  hearing  of  this  proceeding  counsel  for  the  Commissioner 
amended  his  answer  and  averred  that  the  deficiency  for  the  year 
in  question  should  be  increased  by  computing  the  gain  on  the  sale 
of  the  property  on  the  basis  of  a  purchase  price  of  $100,000  instead 
of  $50,000. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  resident  of  the  State  of  Arkansas,  with  resi¬ 
dence  at  214  West  13th  Street,  Little  Rock.  In  1894  he  purchased, 
in  Saline  County,  Arkansas,  a  tract  of  land  for  the  purpose  of  min¬ 
ing  and  manufacturing  fuller’s  earth.  Retween  1894  and  March  1, 
1913,  the  following  improvements  and  equipment  were  placed  on 
the  land  and  had  on  March  1,  1913,  the  following  fair  market  price 
or  value:  Six  small  laborers’  houses  of  the  total  value  of  $6,000;  1 
large  house  of  the  value  of  $2,000 ;  a  mill  house  which  was  two  stories 
high  and  120  feet  long,  built  of  heavy  material  and  having  a  con¬ 
crete  foundation,  of  the  value  of  $5,000 ;  the  mill  house  was  equipped 
with  modern  machinery,  consisting  of  engines,  boilers,  blowers,  pul¬ 
verizers,  crushing  wheels,  and  all  necessary  equipment  for  the  mining 
and  manufacture  of  fuller’s  earth,  which  had  a  total  value  of  $20,000 ; 
numerous  wooden  shacks  of  the  total  value  of  $1,000. 

From  the  date  of  the  erection  of  improvements  and  installation  of 
the  machinery  and  equipment,  until  March  1,  1913,  and  subsequent 
thereto  to  the  date  of  sale,  the  same  were  maintained  in  good  repair 
and  necessary  replacements  were  made.  All  the  buildings,  machin¬ 
ery  and  equipment,  with  the  exception  of  one  shaft,  which  was  sold 
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in  1919,  were  on  the  property  on  March  1,  1913.  Petitioner  in  1919 
sold  his  land,  together  with  all  improvements  thereon,  for  $100,000, 
receiving  $50,000  in  cash  and  the  remainder  of  the  purchase  price 
was  represented  by  promissory  notes  maturing  in  subsequent  years. 
The  property  sold  in  1919  was  held  as  collateral  security  for  the 
payment  of  the  $50,000  in  notes.  The  notes,  at  the  date  of  their 
receipt  by  petitioner,  were  worth  their  face  value  and  partial  pay¬ 
ment,  together  with  interest,  w^as  made  on  the  notes  subsequent  to 
the  year  1919.  Default  occurred  in  the  payments  of  the  notes  in  the 
year  subsequent  to  1919,  and  in  1922  foreclosure  was  had  and  the 
property  sold  in  1919  was  bought  in  by  the  petitioner  for  the  remain¬ 
ing  payments  due  on  the  notes. 

There  were  included  in  the  sale  made  by  the  petitioner  in  1919 
approximately  530  acres  of  land,  of  which  70  acres  had  been  pur¬ 
chased  subsequent  to  March  1,  1913,  and  the  cost  of  the  70  acres  can 
not  be  determined  from  the  record. 

Petitioner  purchased  approximately  460  acres  of  land  in  Saline 
County,  Arkansas,  in  1894,  for  $3,848.00.  Eight  shafts  had  been 
sunk  on  the  property  prior  to  March  1,  1913,  of  the  dimensions  of  5 
by  7  feet,  and  between  100  to  150  feet  deep,  and  were  in  daily  use. 
The  land  was  well  timbered  on  March  1,  1913,  and  was  of  consider¬ 
able  value.  The  460  acres  of  land  purchased  prior  to  March  1,  1913, 
which  the  petitioner  sold  in  1919,  together  with  the  shafts,  timber 
and  fuller’s  earth,  had  a  fair  market  price  or  value  on  March  1,  1913, 
of  $42,500. 

Petitioner  maintained  no  books  of  account  indicating  the  cost  of 
improvements  placed  on  the  property.  He  was  89  years  of  age  at 
the  date  of  the  hearing  and  during  the  last  }^ear  has  suffered  a  stroke 
of  paralysis. 

The  buildings,  machinery  and  equipment,  having  a  fair  market 
price  or  value  on  March  1,  1913,  of  $34,000,  sustained  depreciation 
at  a  composite  rate  of  5  per  cent  for  the  period  March  1,  1913,  to 
the  year  1919. 

OPINION. 

Milliken  :  The  issue  in  this  proceeding  relates  to  a  determination 
of  the  March  1,  1913,  value  of  the  property  of  the  petitioner  which 
he  sold  in  the  year  1919.  The  deficiency  determined  by  the  Com¬ 
missioner  did  not  take  into  account  necessarv  and  obvious  factors, 
but  this  omission  can  not  be  charged  to  the  Commissioner  or  his 
counsel,  for  the  reason  that  until  the  hearing  the  facts  concerning 
the  transaction  were  not  in  their  possession.  The  deficiency  in  tax 
was  computed  on  the  theory  that  petitioner  sold  his  land,  machinery 
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and  equipment  in  1919  for  $100,000,  receiving  $50,000  in  cash  and 
$50,000  in  notes — the  notes  were  considered  of  no  value  at  the  date 
of  their  receipt  and  accordingly  were  eliminated  from  the  gain  or 
loss  computation. 

We  have  found  that  the  notes  were  worth  their  face  value  in  the 
year  of  their  receipt,  and  accordingly  $100,000  should  be  used  as  a 
starting  point  in  computing  the  gain  or  loss.  Against  the  $50,000 
in  cash  that  the  petitioner  received,  the  Commissioner  applied  the 
cost  to  the  petitioner  of  the  land  which  he  had  purchased  in  1894, 
or  $3,848,  and  determined  a  gain  of  $46,152.  No  value  was  allowed 
for  machinery,  buildings  and  equipment  placed  on  the  land  prior 
to  March  1,  1913,  which  were  sold  in  1919,  nor  was  a  determination 
made  of  the  March  1,  1913,  value  of  the  land  to  which  attached 
timber  and  mineral  rights. 

The  petitioner  is  89  years  of  age  and  in  the  last  year  has  suffered 
a  stroke  of  paralysis  which  almost  destroyed  his  memory,  and  his 
counsel  at  the  hearing  was  forced  to  dismiss  him  as  a  witness  and 
to  abandon  efforts  to  obtain  detailed  information  from  him.  The 
petitioner  is  of  the  school  that  carry  the  facts  of  their  business 
under  their  hats — maintaining  no  books  of  account  in  which  were 
recorded  the  cost  of  improvements  placed  on  the  property.  There 
was  no  other  person  who  could  testify  as  to  the  exact  cost  of  the 
improvements  placed  on  the  property  prior  to  March  1,  1913,  and 
the  testimony  introduced  was  by  persons  who  had  known  the  prop¬ 
erty  on  March  1,  1913,  and  had  a  basis  for  determining  its  fair 
market  price  or  value.  There  can  be  no  dispute — and  counsel  for 
the  Commissioner  so  admitted  at  the  hearing — that  the  improve¬ 
ments  set  forth  in  the  findings  of  fact  were  on  the  property  at 
March  1,  1913,  and  were  sold  in  1919.  The  difficulty  arises  in  de¬ 
termining  the  fair  market  price  or  value  of  the  same  on  March  1, 
1913.  We  have  the  testimony  of  numerous  witnesses  who  had  known 
the  property  for  years  prior  and  subsequent  to  March  1,  1913,  and 
from  a  careful  consideration  of  all  the  testimony  we  determine  the 
fair  market  price  or  value  of  the  property  of  petitioner  to  have 
been  $76,500  on  March  1,  1913,  and  this  value  should  be  used  in 
computing  the  gain  or  loss  resulting  from  the  sale  of  the  property 
of  the  petitioner  for  $100,000  in  1919,  with  the  factor  of  deprecia¬ 
tion  at  the  composite  rate  of  5  per  centum  on  machinery,  buildings 
and  equipment  of  the  value  of  $34,000  from  March  1,  1913,  to  the 
year  of  sale. 

Judgment  will  be  entered  on  15  days ’  notice , 
under  Rule  50. 
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N.  Levin,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  No.  6444.  Promulgated  December  21,  1926. 

Subject  to  limitations  of  section  214(a)  (11)  (B)  of  the  Revenue 
Act  of  1921,  the  petitioner  is  entitled  to  deduct  from  gross  income 
an  amount  contributed  to  a  chartered  religious  corporation. 

J.  S.  Lamson ,  Esq.,  and  Fred  D.  Bullock ,  C.  P.  A .,  for  the 
petitioner. 

D.  D.  Shepard ,  Esq.,  for  the  respondent. 

The  Commissioner  determined  a  deficiency  in  income  tax  for  the 
year  1922  in  the  amount  of  $55.09,  which  arises  from  alleged 
improper  exemption  for  dependents  and  from  an  error  in  the 
computation  of  surtax.  The  petitioner  does  not  dispute  the  facts 
alleged  in  the  deficiency  letter,  but,  as  the  basis  of  his  appeal,  alleges 
(1)  that  he  was  entitled  to  a  deduction  from  his  gross  income  for  the 
taxable  year  in  the  amount  of  $1,000,  which  he  contributed  to  a 
religious  organization;  (2)  that  for  the  year  1922  he  was  entitled 
to  exemption  for  six  dependents,  instead  of  one,  as  claimed  on  the 
return;  and,  (3)  that  he  erroneously  duplicated  an  income  item  in 
the  amount  of  $160  in  making  his  return  for  the  taxable  year. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  individual  who  resided  in  Santa  Rosa,  Calif., 
during  the  taxable  year,  where  he  was  president  of  a  corporation 
engaged  in  the  operation  of  a  tannery.  During  the  year  1922  he 
was  married  and  living  with  his  wife,  and  his  mother,  residing  in 
Poland,  was  chiefly  dependent  on  him  for  support. 

During  the  year  in  question  the  petitioner  contributed  the  amount 
of  $1,000  to  the  Beth  Levy  Congregation,  a  chartered  religious 
organization  of  the  Jewish  faith,  located  in  Santa  Rosa,  no  part  of 
the  net  earnings  of  which  inures  to  the  benefit  of  any  private  stock¬ 
holder  or  individual. 

The  petitioner  owned  three  dwelling  houses  during  the  taxable 
year.  One  of  such  houses  was  occupied  by  his  cousin,  a  sick  woman 
who  paid  no  rent,  another  was  used  rent  free  by  a  business  organiza¬ 
tion  in  which  the  petitioner  owned  an  interest,  the  third  was  rented 
to  a  tenant  as  a  residence  for  $160  for  the  year.  In  his  income-tax 
return  for  the  year  the  petitioner,  under  “  Schedule  B — Income  from 
Rents  and  Royalties,”  set  forth  the  amount  received,  and  claimed 
depreciation  of  $300  on  buildings.  In  entering  the  items  relating 
to  the  buildings  on  the  face  of  his  return,  he  entered  $160  as  income 
and  erroneously  claimed  $140  as  “  Loss  on  property,”  instead  of 
claiming  the  depreciation  sustained  of  $300. 
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From  time  to  time  the  petitioner  sent  remittances  to  his  brother 
and  other  relatives  in  Poland,  for  the  support  of  five  orphaned 
nephews  and  nieces,  in  amounts  not  clearly  disclosed  by  the  record. 

OPINION. 

Lansdon.  The  evidence  is  conclusive  that  the  petitioner  was 
entitled,  subject  to  the  limitations  of  section  214(a)  (11)  (B)  of  the 
Revenue  Act  of  1921,  to  deduct  the  amount  of  $1,000  from  his  gross 
income  in  his  income-tax  return  for  the  year  1922  as  a  contribution 
to  a  religious  organization,  and  that  he  is  entitled  to  a  deduction 
of  $160  to  cover  depreciation  of  buildings  in  addition  to  the  amount 
of  $140  originally  claimed  under  the  erroneous  title  of  loss  on 
property.  We  are  unable  to  determine  from  the  evidence  that  the 
amounts  which  the  petitioner  remitted  to  Poland,  as  contributions 
to  the  support  of  the  five  orphan  children  of  his  brother,  constituted 
the  chief  support  of  such  children,  or  whether  the  entire  amounts 
so  remitted  were  used  for  the  purposes  alleged.  We  therefore 
disallow  his  claim  for  exemption  on  account  of  five  additional 
dependents. 

Judgment  will  be  entered  on  20  day's  notice , 
under  Rule  50. 


Appeal  of  Georgia  Manufacturing  Co. 

Docket  No.  1718.  Promulgated  December  22,  1926. 

1.  The  petitioner  was  incorporated  on  October  26,  1915,  to  take 
over  the  assets  and  business  of  an  existing  partnership.  On  the 
same  date  the  partners  agreed  to  turn  over  all  the  assets  of  the 
partnership  in  exchange  for  all  the  authorized  capital  stock  of  the 
corporation.  The  corporation  carried  on  the  business  from  that 
date.  Heal  estate  was  transferred  to  the  corporation  by  a  deed 
dated  January  29,  1916.  Held,  that  for  the  purpose  of  computing 
the  invested  capital  the  assets  should  be  valued  as  of  October  26, 
1915. 

2.  The  plant  account  shown  upon  the  books  of  the  predecessor 
business  at  the  date  of  incorporation  stood  at  $120,000.  The  total 
assets  of  the  partnership,  including  a  surplus  of  approximately 
$100,000.  were  transferred  to  the  corporation  in  exchange  for 
capital  stock  of  $120,000.  The  corporation  assumed  the  liabilities 
of  the  partnership.  The  actual  cash  value  of  the  assets  trans¬ 
ferred  was  in  excess  of  the  sum  of  the  capital  stock,  the  surplus, 
and  liabilities  of  the  business  taken  over.  Held,  that  the  petitioner 
is  entitled  to  a  paid-in  surplus  in  the  computation  of  invested 
capital,  in  addition  to  that  shown  on  the  partnership  books  of 
account,  of  the  excess  of  the  actual  cash  value  of  the  assets  over 
the  sum  of  the  par  value  of  the  stock,  the  surplus,  and  the  liabili¬ 
ties  shown  on  the  books  of  account  of  the  business  at  the  date  of 
transfer. 
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J.  R.  Sherrod,  Esq.,  and  W.  A.  Southerland,  Esq.,  for  the  petitioner. 

F.  0.  Graves,  Esq.,  E .  C.  Lake,  Esq.,  and  A.  H.  Fast,  Esq.,  for 
the  Commissioner. 

This  is  an  appeal  from  the  determination  of  a  deficiency  in  income 
and  profits  tax  for  the  fiscal  year  ended  September  30,  1917,  in  the 
amount  of  $3,208.85. 

The  Commissioner  refused  to  allow  a  deduction  for  depreciation 
in  excess  of  an  amount  based  on  the  book  value  of  depreciable  assets, 
and  held  that  the  petitioner  was  not  entitled,  for  invested  capital 
purposes,  to  a  paid-in  surplus  which  the  petitioner  had  claimed  in 
the  amount  of  $318,453.95. 

FINDINGS  OF  FACT. 

1.  The  petitioner  is  a  Georgia  corporation  with  its  principal  office 
at  Whitehall,  and  is  engaged  in  the  manufacture  of  cotton  yarns. 
It  was  incorporated  on  October  26,  1915. 

2.  The  business  was  originally  started  in  1829.  In  1834  it  was 
acquired  by  ancestors  of  the  present  owners  and  has  since  been  owned 
by  the  same  family.  About  1893  or  1894  the  mill  was  burned  and  was 
soon  replaced  and  has  been  in  continuous  operation  since  that  time. 
The  business  was  first  incorporated  in  1881  under  a  twenty-year  lim¬ 
ited  charter,  which  was  allowed  to  expire  in  1902,  but  the  business 
was  continued  without  change  of  ownership. 

3.  The  property  and  plant  had  stood  on  the  books  for  an  indefinite 
period  prior  to  1915  at  a  figure  of  $120,000.  There  had  been  addi¬ 
tions  to  the  mill  and  other  property  since  1894,  the  mill  having 
been  increased  from  a  capacity  of  approximately  8,300  spindles  by 
about  3,300  spindles.  In  1904  the  dam  in  the  river  was  heightened 
and  thickened. 

4.  The  charter  of  the  present  corporation  was  granted  on  August 
6,  1915.  On  August  26,  1915,  the  incorporators  met,  accepted  the 
charter,  organized,  elected  officers,  and  subscribed  for  the  entire 
authorized  issue  of  capital  stock  ($120,000),  and  agreed  to  pay  there¬ 
for  “the  sum  of  $100  per  share,  to  be  paid  in  property  to  be  taken 
at  fair  valuation,  to  wit:  our  respective  interests  in  the  property 
known  now  as  The  Georgia  Manufacturing  Company.”  The  sub¬ 
scribers  to  the  capital  stock  were  the  heirs  of  James  White,  John 
It.  White,  a  brother,  and  two  sisters  of  James  White.  On  January 
29,  1916,  these  parties  had  another  meeting  and  formally  tendered 
to  the  corporation  a  deed  conveying  to  it  the  property  hereinafter 
described.  The  entire  capital  stock  was  issued  in  exchange  for  all 
property,  real  and  personal.  The  corporation  conducted  the  business 
from  October  26,  1915,  just  as  though  the  entire  property  had  been 
formally  conveyed  to  it  on  that  date. 


(893) 


GEORGIA  MANUFACTURING  CO. 


895 


5.  The  mill  is  located  on  the  north  bank  of  the  North  Oconee 
River,  at  Whitehall,  Ga.,  about  five  miles  southeast  of  Athens.  The 
property  conveyed  to  the  corporation  by  the  incorporators  consisted 
of  467  acres  of  land  lying  on  both  sides  and  extending  under  the 
river,  including  water  rights,  with  all  improvements  thereon,  in¬ 
cluding  dam,  race,  mill  and  factory  building,  and  all  machinery 
and  equipment,  warehouse,  boiler  house,  etc.,  a  group  of  farm  build¬ 
ings,  a  store,  church,  grist  mill,  school,  and  63  cottages. 

6.  Of  the  467  acres  of  land  approximately  55  per  cent  was  tim¬ 
bered  and  45  per  cent  was  cleared.  The  value  of  this  land  in  October, 
1915,  and  January,  1916,  was  $35  per  acre,  or  $16,345.  The  dam, 
located  about  one-fourth  or  one-half  mile  above  the  mill,  was  built 
of  massive  rubble  stone,  330  feet  long,  14  feet  high,  and  3  foot  crest 
and  plank  apron  on  upstream  side,  including  also  rubble  masonry 
abutment  walls.  The  canal  was  2,100  feet  long,  with  vertical  face  8 
feet  high  lined  with  rubble  stone  masonry  walls.  The  factory  build¬ 
ing  was  of  two  stories,  55  by  386  feet,  with  rubble  stone  foundations 
varying  from  5  feet  to  25  feet  deep,  brick  walls  24  inches,  16  inches, 
and  12  inches  thick,  and  tar  and  gravel  roof. 

7.  The  railroad  station  at  Whitehall  was  approximately  three- 
fourths  of  a  mile  from  the  mill.  Some  raw  cotton  used  by  the  mill 
was  purchased  in  the  town  of  Athens  and  hauled  by  truck  to  the 
mill.  A  quantity  of  cotton  was  also  purchased  from  farmers  who 
delivered  it  at  the  mill.  The  location  on  the  river  is  favorable  on 
account  of  the  humidity  necessary  in  the  manufacture  of  yarn.  The 
labor  is  a  good  class  of  native  white  help. 

8.  About  550  horsepower  was  required  to  operate  the  mill  in  1915 ; 
8,300  spindles  being  operated  with  400  horsepower  developed  water 
power,  and  the  remainder  being  operated  by  150  horsepower  of 
purchased  hydro-electric  power.  The  water  power  was  not  fully 
developed  and  used.  The  hydro-electric  power  was  purchased  from 
John  R.  White,  who  owned  a  mill  farther  down  the  same  stream, 
which  was  generating  more  power  than  it  needed.  John  R.  White 
was  also  president  and  general  manager  and  owner  of  a  large  in¬ 
terest  in  the  petitioner.  The  hydro-electric  power  purchased  was 
not  metered  and  the  charge  made  to  the  petitioner  was  less  than 
the  market  price  for  the  power.  Since  1915  the  petitioner  has  de¬ 
veloped  an  additional  150  horsepower  from  the  available  water  power 
by  simpty  adding  new  runners  on  the  water  wheel  and  by  putting 
in  a  small  generator. 

9.  There  has  never  been  any  attempt  to  sell  the  property,  no 
stock  of  the  corporation  was  ever  sold  to  outsiders,  and  none  was 
sold  for  cash  around  1915. 
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10.  The  property  had  been  kept  in  good  repair  prior  to  1915  and 
the  mill  was  running  at  90  per  cent  of  theoretical  producition  in  1914, 
1915,  and  1916. 

11.  The  actual  cash  value  of  land,  buildings,  machinery  and  equip¬ 
ment  carried  on  the  books  of  account  of  the  partnership  at  October 


26, 1915,  was  as  follows : 

Land _ $16,345.00 

Buildings _  82,  741.  53 

Machinery  and  equipment -  69,  476.  55 

Total _  168,563.08 


12.  In  1925  the  petitioner  caused  an  appraisal  to  be  made  of  the 
water  power  by  a  firm  of  engineers.  The  flow  of  the  Oconee  River, 
upon  which  the  petitioner’s  mill  is  located,  was  taken  at  40  per  cent 
of  the  flow  at  the  United  States  Geological  Survey  Gauging  Station 
on  the  Oconee  River,  Georgia,  about  25  miles  below  the  junction 
of  the  North  Oconee  and  Middle  Oconee  Rivers.  On  this  basis  the 
stream  of  the  petitioner’s  mill  was  found  capable  of  developing 
550  horsepower  for  10  hours,  312  days  per  year,  400  horsepower  for 
10  hours  at  night  for  2.4  months  in  the  year,  with  additional  residual 
annual  horsepower  aggregating  5,130,700  horsepower.  On  October 
26,  1915,  the  mill  was  actually  using  developed  power  of  400  horse¬ 
power  for  10  hours,  312  days  per  year.  The  engineers  classed  this 
as  class  (1)  power.  The  mill  was  also  using  400  horsepower  for 
10  hours  at  night  for  an  average  of  2.4  months  per  year.  This 
power  was  designated  as  class  (2)  power.  One  hundred  fifty  horse¬ 
power  for  10  hours,  312  days  in  the  year,  which  could  have  been 
developed  with  an  expenditure  of  approximately  $6,700,  was  classed 
as  class  1-A  power.  These  three  classes  of  power,  class  (1),  class 
1-A,  and  class  (2),  designated  as  primary  power,  were  assumed  by 
the  engineers  to  have  a  cash  value  on  October  26,  1915,  and  also 
January  29,  1916,  the  date  when  the  real  estate  was  transferred  to 
the  petitioner,  using  the  average  cost  of  steam  power  and  purchased 
hydro-electric  power  as  a  basis  for  comparison  as  follows : 


Class  (1)  power _ $112,611.14 

Class  1-A  power -  39,  915.  71 

Class  (2)  power  (night) -  25,557.14 


Total _  118,  083.  99 


13.  The  value  of  class  (3)  power,  referred  to  by  the  engineers, 
lay  in  converting  it  into  hydro-electric  power  and  selling  it  as  “  dump 
power  ”  to  the  electric  company  in  the  town  of  Athens,  at  3%  mills 
per  K.W.H.  Taking  into  consideration  the  development  necessary 
to  produce  this  power  and  the  operating  expenses,  and  designating 
the  net  expected  profit  from  the  sale  of  this  class  of  power  at  15 
per  cent,  the  engineers  estimated  that  the  cash  value  at  October  26, 
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1915,  and  on  January  29,  1916,  was  $35,816.87.  The  engineers  there¬ 
fore  estimated  the  cash  value  at  October  26,  1915,  and  January  29, 

1916,  of  the  water  power  acquired  by  the  petitioner  at  $213,900.66. 

14.  Semi-annual  statements  of  the  condition  of  the  petitioner  at 

April  1  and  October  1  of  each  of  the  years  1911  to  1915  were  intro¬ 
duced  in  evidence.  Statements  of  condition  at  April  1,  1911,  and 
October  1, 1915,  are  as  follows : 

April  1,  1911. 


Capital  stock  _  _  — 

$120,  000.  00 

Mill  and  machinery. 

_  $120,  000.  00 

Cash  in  hank 

96,  768.  00 

Surplus _ _ _ _  _ 

__  115,  967.  08 

Due  from  sundries 

13,  548.  02 

45  bales  cotton 

3, 150.  00 

• 

In  process  of  mfg 

3,  775.  00 

Stock  in  store  _  - 

500.  00 

Yarn  in  mill 

255.  00 

Waste  -  - 

223.  84 

Cash  in  safe  —  _  - 

80.  62 

Balance  _  _  _  _ 

2,  333.  40 

238,  300.  48 

238,  300.  48 

October 

1,  1915. 

*  9  r 

Capital  stock 

$120,  000.  00 

Mill  and  machinery 

_  $120,000.00 

Cash  in  bank 

68,  262.  67 

Surplus.  _  —  —  — 

__  95,  449.  23 

Cotton  on  hand 

10,  886.  40 

Due  sundries  _ _ 

2,  500.  00 

Stock  in  process  _  _  _ 

3,  775.  00 

Stock  in  store 

1,  500.  00 

Due  from  sundries  _ 

13,  766.  76 

Machinery  purchased _ 

1,  200.  00 

Balance  _  —  _  _ 

1,  441.  60 

219,  390.  83 

219;  390.  83 

Cash  dividends  of  12  per  centum  per  annum  were  paid  upon  capi¬ 
tal  stock  or  capital  shares  aggregating  $120,000  for  the  years  1911  to 
1915,  inclusive. 

15.  There  are  no  books  or  records  available  prior  to  1911.  At  the 
formatiton  of  the  present  corporation  in  1915,  the  plant  was  placed 
on  the  books  at  a  value  of  $120,000,  no  segregation  being  made  as  to 
the  various  classes  of  assets,  which  consisted  of  land,  village  build¬ 
ings,  mill  buildings,  machinery,  and  developed  water-power  site. 

16.  In  the-  computation  of  deductible  depreciation  for  the  year 
ended  September  30,  1917,  the  Commissioner  has  taken  8  per  cent 
of  the  plant  value  as  shown  by  the  books  of  account,  $120,000,  and 
has  allowed  the  deduction  of  $9,600  for  depreciation.  He  has  dis¬ 
allowed  the  deduction  of  depreciation  of  assets  of  an  alleged  value 
in  excess  of  $120,000. 

17.  In  computing  the  taxable  net  income  for  the  fiscal  year  under 
review,  the  petitioner  claimed  deductions  aggregating  $1,929.50, 
representing  expenditures  for  items  of  a  capital  nature,  with  respect 
to  which  deductions  petitioner  admits  error. 
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OPINION. 

Smith  :  In  its  petition  the  petitioner  alleges  that  the  deficiency  de¬ 
termined  by  the  Commissioner  is  predicated  upon  the  following 
errors : 

(1)  That  the  Commissioner  has  failed  to  include  as  part  of  the 
invested  capital  of  the  petitioner  the  actual  cash  value  of  the  plant, 
properties,  and  water  power  acquired  at  the  date  of  organization  in 
excess  of  the  par  value  of  the  stock  issued  therefor. 

(2)  That  the  Commissioner  has  failed  to  allow  depreciation  based 
upon  the  actual  value  of  the  depreciable  assets  at  date  of  acquisition. 

There  was  a  subsidiary  question  raised  at  the  hearing,  namely, 
whether  the  assets  should  be  valued  as  of  the  date  of  incorporation, 
October  26,  1915,  or  as  of  January  29,  1916,  the  date  when  the  real 
property  was  deeded  to  the  corporation. 

The  subsidiary  question  will  be  considered  first.  It  is  to  be  noted 
from  the  findings  of  fact  that  the  incorporators,  who  were  all  of  the 
persons  who  owned  the  assets  of  the  partnership,  subscribed  for  the 
entire  capital  stock  on  October  26,  1915,  agreeing  to  pay  therefor 
their  interests  in  the  business  of  the  Georgia  Manufacturing  Co.,  the 
partnership.  The  corporation  operated  the  business  from  the  date 
of  incorporation  as  though  it  had  legal  title  to  all  of  the  assets  of 
the  partnership,  including  real  estate.  We  therefore  think  that  the 
corporation  had  equitable  title  from  the  date  of  incorporation  and 
that,  in  a  determination  of  the  actual  cash  value  of  property  paid 
in,  the  basic  date  for  the  determination  of  such  value  is  October  26, 
1915. 

In  this  proceeding  we  have  a  situation  where  the  petitioner  was 
incorporated  to  take  over  a  going  business  long  before  the  enactment 
of  any  excess-profits  tax  law  and  under  conditions  which  made  it 
immaterial  as  to  whether  the  authorized  capital  stock  provided  for 
in  its  charter  was  large  or  small.  For  years  the  business  had  been 
owned  and  conducted  by  one  family  group,  and  when  it  was  in¬ 
corporated  it  became  a  close  family  corporation.  The  head  of  the 
family  and  the  owner  of  by  far  the  largest  interest  in  the  business 
died  in  1915.  Among  the  heirs  of  the  latter  was  one  minor  child. 
For  the  purposes  of  administering  the  estate  and  as  a  convenience 
in  its  distribution,  the  business  was  incorporated  and  its  capital  stock 
issued  to  the  heirs.  It  was  immaterial,  so  far  as  the  parties  at  interest 
were  concerned,  whether  their  respective  interests  were  to  be  evi¬ 
denced  by  a  single  share  or  a  greater  number  of  shares  of  capital 
stock,  so  long  as  their  respective  interests  were  not  disturbed.  The 
relation  of  value  of  the  assets  paid  in  to  the  corporation  to  the  total 
authorized  capital  stock  at  no  time  was  seriously  considered.  For 
years  the  properties  had  been  carried  on  the  books  at  a  value  of 
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$120,000.  When  the  petitioner  came  into  being  the  same  books  of 
account  were  maintained  without  change  and  the  properties  con¬ 
tinued  to  be  carried  at  the  same  book  value. 

None  of  the  capital  stock  of  this  petitioner  was  issued  to  outsiders; 
none  was  sold  for  cash  in  or  about  the  year  1915.  No  offers  to  pur¬ 
chase  the  business  and  its  properties  had  ever  been  received;  there 
was  no  appraisal  of  the  properties  when  acquired  by  this  petitioner. 
Nothing  else  took  place  at  or  about  the  date  of  organization  which 
would  serve  as  a  guiding  light  in  an  effort  to  determine  the  value 
of  the  properties  at  the  basic  date. 

The  taxing  statute  provides  that  there  shall  be  included  in  the 
invested  capital  of  a  corporation : 

(1)  Actual  cash  paid  in,  (2)  the  actual  cash  value  of  tangible  property  paid 
in  other  than  cash,  for  stock  or  shares  in  such  corporation  *  *  *  at  the 

time  of  such  payment  (but  in  case  such  tangible  property  was  paid  in  prior  to 
January  first,  nineteen  hundred  and  fourteen,  the  actual  cash  value  of  such 
property  as  of  January  first,  nineteen  hundred  and  fourteen,  but  in  no  case  to 
exceed  the  par  value  of  the  original  stock  or  shares  specifically  issued  therefor), 
and  (3)  paid  in  or  earned  surplus  and  undivided  profits  used  or  employed  in 
the  business,  exclusive  of  undivided  profits  earned  during  the  taxable  year: 
*  *  *  (Section  207(a),  Revenue  Act  of  1917). 

The  question  for  consideration  is  “  the  actual  cash  value  of  tangible 
property  paid  in  other  than  cash  ”  for  stock  or  shares  in  the  corpora¬ 
tion.  This  corporation  was  organized  subsequent  to  January  1,  1914. 
Accordingly,  the  provisions  relative  to  the  valuation  of  the  assets 
prescribed  by  the  parenthetical  language  does  not  apply  to  this  case. 
The  actual  excess  cash  value  of  the  tangible  property  paid  in  consti¬ 
tutes  paid-in  surplus. 

It  was  recognized  by  the  incorporators  that  the  par  value  of  the 
capital  stock  of  the  corporation  was  no  real  index  of  the  fair  value 
of  the  assets  paid  in  to  the  corporation  for  such  capital  stock. 

In  the  resolution  of  the  board  of  directors  adopted  on  October  26, 
1915,  it  was  provided : 

The  capital  stock  of  said  corporation  shall  be  One  Hundred  and  Twenty 
Thousand  ($120,000.00)  Dollars  with  the  privilege  of  increasing  the  same 
to  the  sum  of  Five  Hundred  Thousand  ($500,000.00)  Dollars  by  a  majority 
vote  of  the  stockholders.  Said  stock  to  be  divided  into  shares  of  One  Hundred 
($100.00)  Dollars  each.  More  than  10%  of  the  amount  of  capital  to  be 
employed  by  them  has  been  actually  paid  in. 

For  the  purpose  of  determining  the  actual  cash  value  of  the  prop¬ 
erty  as  of  October  26,  1915,  the  petitioner  caused  an  appraisal  to  be 
made  of  its  property  in  1925  by  a  firm  of  appraisal  engineers.  These 
engineers  made  a  careful  inventory  of  all  of  the  property  of  the  cor¬ 
poration  then  on  hand  which  was  paid  in  to  the  corporation  in  ex¬ 
change  for  its  shares  of  stock,  and  added  thereto  the  tangible  assets 
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which  had  been  discarded  from  the  date  of  incorporation  to  the 
date  that  the  appraisal  was  made.  The  inventory  of  these  assets  was 
carefully  made.  The  engineers  determined  the  reproduction  cost  of 
the  assets  and  provided  for  liberal  depreciation  from  the  date  of 
acquisition  to  the  date  of  their  acquisition  by  the  partnership.  A 
number  of  witnesses  deposed  as  to  the  cost  of  construction  of  build¬ 
ings,  etc.,  in  1915,  as  to  the  condition  of  the  buildings  of  the  peti¬ 
tioner  at  the  time  of  acquisition  in  1915,  and  as  to  their  estimates  of 
the  value  of  those  properties.  The  appraisal  was  supplemented  by 
oral  testimony  of  the  engineers  who  made  the  appraisal  and  who 
qualified  as  expert  witnesses.  The  values  are  segregated  in  the 
appraisal  as  follows: 


Assets. 

Reproduc¬ 
tion  cost. 

Accrued 

depreciation. 

Net. 

467  acres  land . . . 

$16, 345. 00 
82, 741.  53 
69, 476.  55 

Buildings . . . . . 

$131, 087.  29 
125, 856.  70 

$48, 345.  76 
56,  380. 15 

Machinery  and  equipment . 

# 

168,  563. 06 

In  the  opinion  of  witnesses,  including  an  officer  of  the  corporation 
who  had  been  with  it  and  had  been  acquainted  with  the  property 
since  1910,  the  valuations  placed  upon  the  assets  by  the  appraisal 
engineers  were  extremely  conservative.  They  gave  it  as  their  opin¬ 
ion,  which  we  believe  should  be  given  great  weight,  that  the  actual 
cash  value  of  the  properties  in  1915  was  $168,563.08.  The  appraisal 
engineers  did  not  attempt  to  value  the  water  power.  It  was,  how¬ 
ever,  valued  by  a  different  firm  of  engineers  who  specialized  in 
making  such  valuations.  The  value  arrived  at  in  their  appraisal  has 
been  determined  by  the  “  saving  over  coal  and  electricity  method.” 
The  total  value  fixed  by  these  engineers  in  their  report  is  $213,900.66, 
and  the  petitioner  asks  that  we  accept  this  value  for  the  purpose  of 
determining  the  invested  capital. 

Although  we  have  indicated  in  numerous  decisions  that  the  value 
of  properties  determined  by  retrospective  appraisals  upon  the  basis 
of  cost  of  reproduction  is  of  little  value,  standing  alone  and  unsup¬ 
ported  by  other  evidence,  in  determining  the  actual  cash  value  of 
property  at  a  given  date,  the  estimates  of  value  made  by  appraisal 
engineers  fully  qualified  to  express  an  opinion  as  to  the  actual  cash 
value  of  the  properties  have  some  evidentiary  value,  and  wThere,  as  in 
this  case,  they  are  supported  by  the  testimony  of  witnesses  who  had  a 
knowledge  of  the  properties  at  the  time  paid  in  and  for  several  years 
prior  thereto,  they  are  entitled  to  weight.  The  record  of  almost 
four  hundred  pages  in  this  proceeding  is  replete  with  the  story  of  the 
engineers  who  personally  made  the  appraisal.  It  convinces  us  that 
the  actual  cash  value  of  the  land,  buildings,  machinery,  and  equip- 
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ment  constituting  a  part  of  the  assets  paid  in  to  the  corporation  for 
its  shares  of  stock  was  in  excess  of  the  par  value  of  those  shares,  and 
we  are  of  the  opinion  that  the  actual  cash  value  of  such  assets  was  at 
least  $168,563.08,  the  amount  claimed.  We  therefore  think  that  the 
petitioner  is  entitled  to  a  paid-in  surplus,  in  the  computation  of  its 
invested  capital,  of  the  difference  between  the  par  value  of  its  capital 
stock  and  the  above-named  amount,  or  $48,503.08. 

We  are  further  convinced  that  the  water  power  had  some  cash  value 
in  excess  of  the  value  of  the  land  underlying  it.  We  are  not,  how¬ 
ever,  convinced  that  the  water  power  had  an  actual  cash  value  of 
$213,900.66,  as  contended  by  the  petitioner.  Various  courts  and  pub¬ 
lic  service  commissions  have  found  that  it  is  impracticable  to  value 
a  water  power  on  any  such  basis  as  that  used  by  the  engineers  em¬ 
ployed  by  the  petitioner.  In  passing  upon  an  application  for  a 
transfer  of  certain  property,  the  New  Hampshire  Public  Service 
Commission  found  such  a  valuation  impracticable.  (3  N.  H.  P.  S.  C. 
174.)  The  Commission  states,  at  pages  821-822: 

We  feel  that  any  attempt  to  establish  a  formula  for  determining  the  value 
of  water  power  would  prove  as  difficult  as  the  establishment  of  a  formula  for 
fixing  by  mathematical  process  the  exact  value  of  an  entire  public  utility 
plant. 

The  original  cost  of  the  water  power,  the  cost  of  developing  the  same,  the 

cost  of  similar  powers  in  substantially  similar  locations,  the  amount  of  actual 

« 

earnings  in  the  past,  and  estimated  earnings  in  the  future,  are  undoubtedly 
all  proper  matters  for  consideration.  But  when  a  water  power  is  an  integral 
part  of  a  utility  property  it  is  unnecessary  and  not  ordinarily  desirable  to 
endeavor  to  fix  an  exact  value  for  the  same  considered  apart  from  the  other 
portions  of  the  property  to  be  valued.  Evidence  of  the  character  indicated 
should  be  considered,  but  in  the  end  it  will  ordinarily  be  best  to  fix  a  value 
upon  the  entire  property  to  be  appraised  rather  than  to  attempt  to  dissect  it, 
and  fix  an  exact  value  on  all  its  several  parts. 

Also,  in  the  petition  of  Grafton  County  Electric  Light  <&  Power 
Co .,  (28  A.  T.  &  T.  Co.  Com.  L.  533,  February  3,  1914)  the  New 
Hampshire  Public  Service  Commission  stated  in  part,  in  regard  to 
the  valuation  of  water  power  based  upon  a  comparison  of  the  cost 
of  the  energy  produced  by  water  with  the  cost  of  the  same  amount 
of  power  produced  by  the  use  of  coal,  as  follows : 

We  can  not  admit  that  there  is  any  compulsory  method  of  determining  the 
value  of  a  water  power,  or  of  any  other  part  of  the  plant  of  a  public  utility, 
except  the  method  of  considering  all  the  available  evidence,  and,  exercis  ng 
the  best  possible  judgment  in  giving  to  each  fact  its  due  weight,  determining, 
upon  all  the  evidence,  what  that  power  is  worth  in  the  market.  Its  saving 
to  the  owner  over  some  more  expensive  method  of  power  production  does  not 
measure  its  selling  price,  or  value,  any  more  than  the  cost-of-reproduction 
method  determines  the  value  of  physical  structures,  simply  because,  as  a  matter 
of  fact,  water  powers  are  not  valued  and  do  not  sell  upon  that  basis.  And  the 
objection  of  the  Supreme  Court  to  the  conjectural  character  of  the  cost-or- 
reproduction  method  applies  with  equal  force  to  the  “  saving-over-coal  ”  method 
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of  valuing  water  powers.  It  assumes,  what  is  not  proved,  that  power  could 
be  produced  profitably  by  coal.  And  it  assumes,  what  is  not  true,  that  a  given 
amount  of  power  produced  by  water,  varying  in  amount  as  it  will  on  even  the 
best  regulated  streams,  is  equal  in  value  to  a  like  amount  of  power  generated 
by  steam,  constant  and  reliable  at  all  times.  Water  power  has  value,  if  it 
produces  energy  at  a  sufficient  saving  over  coal  to  offset  the  disadvantages 
attendant  upon  its  variable  production.  But  the  entire  saving  over  coal,  cal¬ 
culated  on  the  total  annual  production  of  power,  and  capitalized,  certainly  far 
exceeds  the  value  of  the  power — what  one  would  pay  for  it  as  a  substitute 
for  a  steam  plant. 

The  Board  is  unable  to  determine  from  the  record  the  petitioner's 
invested  capital,  and,  in  the  circumstances  in  the  case,  the  petitioner 
is  entitled  to  have  its  liability  to  excess-profits  tax  for  the  fiscal 
year  ended  September  30,  1917,  computed  under  the  provisions  of 
section  210  of  the  Revenue  Act  of  1917.  In  this  case,  the  deter¬ 
mination  of  the  Commissioner  with  respect  to  proper  comparatives 
will  be  accepted  by  the  Board  in  its  final  determination  of  tax 
liability. 

The  Commissioner  has  allowed  the  petitioner  depreciation  for  the 
taxable  year  under  review  of  $9,600.  This  was  at  the  rate  of  8  per 
cent  on  the  Commissioner’s  valuation  of  $120,000  for  all  property, 
including  the  real  estate.  The  petitioner  contends  that  the  deprecia¬ 
tion  should  be  computed  upon  the  values  placed  upon  the  properties 
by  the  appraisers  and  allowed  in  the  amount  of  $7,621.26  for  the 
taxable  year.  We  have  carefully  considered  the  values  and  rates 
contended  for  by  the  Commissioner  and  are  of  the  opinion  that  the 
depreciation  allowance  should  be  in  the  amount  of  $7,621.26. 

The  petitioner  erroneously  deducted  from  gross  income  in  its  tax 
return  the  sum  of  $1,929.50,  representing  expenditures  made  during 
the  taxable  year  for  items  of  a  capital  nature.  This  amount  should 
be  restored  to  the  taxable  net  income  and  any  resulting  deficiency 
shown  to  be  due  should  be  assessed  accordingly. 

Judgment  will  be  entered  on  15  days'  notice, 
under  Rule  50. 


Appeal  of  Marsh  &  Marsh,  Inc. 

Docket  No.  6064.  Promulgated  December  22,  1926. 

Tbe  petitioner  bought  a  piece  of  property  the  actual  cash  value 
of  which  was  not  in  excess  of  $25,000,  and  paid  as  tbe  purchase 
price  therefor  the  sum  of  $250  in  cash  and  $250  per  month,  begin¬ 
ning  on  the  first  day  of  tbe  next  succeeding  month,  for  167  months. 
Tbe  total  of  these  payments  is  $42,000.  During  the  taxable  years 
tbe  petitioner  was  not  entitled  to  deduct  as  interest  any  portion 
of  tbe  payments  made  during  those  years. 

John  T.  Kennedy ,  Esq .,  for  the  petitioner. 

F.  O.  Graves ,  Esq .,  for  the  Commissioner. 
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MARSH  &  MARSH,  INC. 

This  appeal  is  from  the  determination  of  a  deficiency  in  income 
tax  for  the  years  1919,  1920,  and  1921,  in  the  total  amount  of 
$1,253.46,  of  which  approximately  $900  is  in  dispute.  The  Commis¬ 
sioner  disallowed  certain  deductions  which  the  petitioner  claimed 
in  its  return  as  payments  of  interest.  The  Commissioner  by  an 
amended  answer  alleged  that  invested  capital  for  the  calendar  year 
1919  was  reduced  by  $504.82,  representing  the  prorated  amount  of 
1918  tax,  whereas  it  should  have  been  reduced  by  $1,194.55,  represent¬ 
ing  the  total  tax  liability  for  the  year  1918.  There  w^as  no  testi¬ 
mony,  but  from  the  exhibits  and  stipulation  we  make  the  following 

FINDINGS  OF  FACT. 

On  November  1,  1913,  Carl  A.  Swanson  and  wife  entered  into  a 
contract  with  the  petitioner  whereby  they  agreed  to  sell  and  it  agreed 
to  buy  certain  real  estate  in  the  City  of  Omaha,  Nebr.  This  contract 
was  in  writing,  was  signed,  sealed  and  acknowledged,  and  on  Decem¬ 
ber  17,  1913,  was  recorded.  In  it  the  petitioner  agreed  “  to  pay  to 
said  Carl  A.  Swanson  as  the  purchase  price  for  the  same  the  sum 
of  $250.00  in  cash  which  sum  was  paid  on  October  18,  1913,  *  *  * 

and  also  to  pay  him  the  sum  of  $250.00  per  month  beginning  on 
December  1,  1913,  and  continuing  at  the  said  rate  on  the  first  of  each 
and  every  month  thereafter  for  167  months.” 

The  contract  also  provided : 

The  said  payments  being  evidenced  by  167  notes  of  $250.00  each  bearing  even 
date  herewith,  said  notes  to  draw  no  interest  until  due,  and  to  draw  interest 

at  the  rate  of  10%  per  annum  from  maturity  until  paid. 

******* 

It  is  further  agreed  that  the  second  party  may  at  its  option  at  any  time  after 
the  expiration  of  5  years  from  date  hereof,  pay  any  or  all  of  said  167  notes  not 
yet  matured  and  shall  be  entitled  to  a  discount  on  said  notes  in  a  sum  equal  to 
interest  thereon  at  the  rate  of  4%  per  annum  for  the  unexpired  term  for  which 
said  notes  and  each  of  them  were  to  run. 

It  is  agreed  that  at  any  time  one  half  (%)  of  said  notes  are  paid,  the  said 
premises  shall  be  conveyed  to  the  second  party  upon  demand  and  upon  the 
execution  by  it  of  a  mortgage  on  said  premises  securing  the  payment  of  the 
balance  of  said  notes. 

This  contract  contained  provisions  for  the  protection  of  the  seller 
in  various  cases  of  default,  for  the  delivery  of  a  deed  upon  the  full 
payment  of  the  purchase  money,  and  a  provision  that  the  petitioner 
“  shall  be  entitled  to  the  possession  of  said  premises  so  long  as  the 
conditions  of  this  agreement  shall  remain  unbroken  by  it  *  * 

On  November  1, 1913,  the  actual  cash  value  of  the  premises  so  pur¬ 
chased  and  sold  was  not  in  excess  of  $25,000.  The  petitioner  during 
each  taxable  year  in  question  charged  off  on  its  books,  as  interest,  a 
portion  of  the  monthly  payments  made  in  pursuance  of  the  contract, 
and  charged  off  the  balance  as  principal. 
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On  June  12,  1922,  Swanson  and  his  wife  conveyed  the  premises  to 
the  petitioner  by  a  warranty  deed  which  was  duly  recorded.  This 
deed  recited  that  the  consideration  was  $25,000  and  that  the  convey¬ 
ance  was  in  pursuance  of  the  recorded  contract.  Twenty-five  dollars’ 
worth  of  revenue  stamps  were  canceled  on  the  deed. 

On  its  income-tax  returns  the  petitioner  deducted  as  interest  the 
following : 

For  1919 _ $1,  443.  38 

For  1920 _  1,  270.  08 

For  1921 _  1,  096.  56 

These  deductions  were  disallowed  by  the  Commissioner. 

OPINION. 

Murdock:  The  petitioner  would  have  us  decide  that  the  purchase 
price  or  cost  of  this  property  was  not  $42,000,  as  determined  by  the 
Commissioner,  but  was  less  than  that  amount,  and  was,  in  fact, 
$25,000.  If  facts,  these  matters  were  capable  of  proof  and  the 
burden  of  proving  them  was  upon  the  petitioner. 

In  the  contract  it  was  stated  that  the  purchase  price  was  $250  in 
cash  on  the  day  of  sale  and  167  monthly  payments  of  $250  each 
beginning  on  the  first  of  the  next  month  thereafter.  These  payments 
total  $42,000.  There  is  nothing  in  this  contract  which  would  indi¬ 
cate  that  the  parties  intended  or  considered  that  a  part  of  the 
$42,000  was  to  be  interest;  indeed,  it  would  appear  that  they  in¬ 
tended  the  contrary. 

The  method  of  bookkeeping  is  not  conclusive  as  to  the  amount 
of  the  purchase  price,  or  cost,  for  obvious  reasons,  nor  is  the  con¬ 
sideration  mentioned  in  a  deed  executed  and  delivered  at  a  date 
later  than  the  years  here  in  question.  If  stamps  in  a  proper  amount 
were  canceled  on  the  deed,  that  would  indicate  that  the  cash  con¬ 
sideration  was  not  more  than  a  certain  amount.  But  what  of  in¬ 
debtedness  assumed?  We  do  not  hold  that  these  facts  are  without 
probative  value,  but  merely  that,  in  the  light  of  the  other  facts  in 
the  case,  the  presumption  of  the  correctness  of  the  Commissioner’s 
determination  has  not  been  overcome. 

There  is  an  old  proverb,  hackneyed  and  worn,  but  still  true,  to 
the  effect  that  a  bird  in  the  hand  is  worth  two  in  a  bush.  It  may 
be  applicable  in  this  case.  A  cash  customer  may  be  able  to  secure 
goods  at  a  lower  price  than  that  demanded  from  one  who  offers  only 
part  cash  and  the  balance  in  future  payments.  We  lmow  that  the 
actual  cash  value  of  the  premises  on  November  1,  1913,  was  not  in 
excess  of  $25,000.  But  what  does  that  tell  us  about  the  purchase 
price  to  one  who  offers  $250  cash  and  167  equal  monthly  payments 
of  $250?  The  parties  to  this  sale  may  have  considered  that  all,  or 
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none,  or  a  part  of  the  deferred  payments  was  interest.  When  the 
seller  did  not  receive  all  of  the  purchase  money  in  cash  he  took 
a  risk.  How  can  we  say  what  portion  of  the  excess  over  $25,000  he 
considered  reimbursement  for  taking  this  risk,  and  how  much  he 
considered  interest  for  the  use  of  his  money?  Appeal  of  Carl  Lang , 
3  B.  T.  A.  417.  The  petitioner  had  the  burden  of  proving  facts 
necessary  to  the  conclusion  he  desires  us  to  reach;  these  facts  were 
capable  of  proof,  but  have  not  been  proven.  We  decline  to  relieve 
the  petitioner  by  guessing,  and  therefore  decide  that  the  determina¬ 
tion  of  the  Commissioner  must  stand. 

The  Commissioner  by  an  amended  answer  alleged  that  the  peti¬ 
tioner’s  capital  stock  and  surplus  at  the  beginning  of  the  year  1919 
was  reduced  by  $504.82,  representing  the  prorated  amount  of  the 
1918  tax,  whereas  it  should  have  been  reduced  by  $1,194.55,  repre¬ 
senting  the  total  tax  liability  for  the  year  1918.  There  was  no 
proof  offered  in  regard  to  this  contention,  no  reference  was  made 
to  it  in  argument  or  in  briefs,  and  so  far  as  it  is  concerned  we  hold 
in  favor  of  the  petitioner. 

Judgment  will  be  entered  on  notice  of  15 
days ,  under  Rule  50. 


Appeal  of  Dalriada  Realty  Co.,  Inc. 

%  .  l*  •  !  .  |  ,  ’  \  ;  A 

Docket  No.  5275.  Promulgated  December  23,  1926. 

The  sale  of  real  property  by  petitioner  in  1920  held  to  be  a  sale 
on  the  installment  plan.  The  income  to  be  returned  for  the  year 
1920  from  th's  transaction  determined. 

E.  W.  Kemp ,  Jr .,  Esq .,  and  C.  W.  McKnight ,  C.  P.  A.,  for  the 
petitioner. 

J.  W.  Fisher ,  Esq .,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  a  deficiency  of  $72,- 
106.89  for  the  year  1920,  and  an  overassessment  of  $5,511.47  for  the 
year  1921,  which  arise  principally  from  the  action  of  the  Commis¬ 
sioner  in  holding  that  the  sale  of  certain  real  property  in  the  year 
1920  constituted  a  completed  sale  in  that  year,  in  respect  of  which  the 
petitioner  realized  a  taxable  gain,  and  not  a  sale  of  real  property  on 
the  installment  plan. 

FINDINGS  OF  FACT. 

The  petitioner,  a  New  York  corporation  with  its  principal  office 
at  New  York  City,  was  organized  in  1919,  for  the  purpose  of  taking 
over  and  operating  the  real  estate  holdings  of  Julius  Fleischman. 
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Among  the  properties  taken  over  by  the  petitioner  was  an  apart¬ 
ment  house  situated  at  258  Riverside  Drive,  New  York  City,  which 
was  known  as  the  Peter  Stuyvesant  Building,  at  a  cost  of  $575,000, 
a  part  of  which  was  liquidated  by  the  petitioner  assuming  a  first 
mortgage  thereon  in  favor  of  the  Metropolitan  Life  Insurance  Co. 
in  the  sum  of  $443,000. 

In  1920  the  petitioner  sold  and  transferred  the  Peter  Stuyvesant 
Building  to  the  258  Riverside  Drive  Corporation,  a  corporation 
which  had  been  formed  for  the  purpose  of  taking  over  and  operat¬ 
ing  the  property  and  disposing  of  some  of  the  apartments  on  the 
cooperative  plan,  and  hereinafter  referred  to  as  the  purchaser  for 
a  consideration  of  $750,000,  of  which  $58,500  was  paid  in  cash  in 
the  year  1920,  $53,500  was  represented  by  45  notes,  secured  by  capital 
stock  of  the  purchasing  corporation  of  a  par  value  of  $88,000  and 
six  proprietary  leases  covering  a  like  number  of  apartments  already 
disposed  of  on  the  cooperative  plan  prior  to  the  sale,  $195,000  was 
represented  by  a  purchase-money  mortgage  payable  in  22  semi¬ 
annual  installments,  beginning  April  1,  1922,  and  the  purchaser  as¬ 
sumed  the  first  mortgage  of  $443,000  in  favor  of  the  Metropolitan 
Life  Insurance  Co. 

The  first  payment  due  to  the  Metropolitan  Life  Insurance  Co., 
after  the  sale  was  carried  into  effect,  was  met  by  the  purchaser  but 
it  defaulted  in  the  second  and  subsequent  payments.  The  Harris 
Vought  Co.,  managing  agents  of  the  property  for  the  purchaser, 
was  instructed  by  the  Insurance  Company  to  turn  over  to  it,  under 
the  terms  of  the  mortgage  agreement,  all  the  income  thereafter 
received  from  the  property.  The  sums  so  paid  over  to  the  Insurance 
Company  were  insufficient  to  pay  the  interest  on  the  mortgage,  and 
that  company  threatened  to  institute  foreclosure  proceedings. 

The  general  plan  of  disposing  of  the  cooperative  apartments  was 
to  sell  to  prospective  tenants  thereof  capital  stock  of  the  purchaser 
of  a  par  value  equal  to  the  value  of  the  apartments  they  were  to 
occupy.  The  stock  and  proprietary  leases,  the  latter  usually  run¬ 
ning  for  a  term  of  99  years,  were  to  be  delivered  to  the  tenants  upon 
completion  of  payment  therefor.  When  difficulties  arose  through 
the  purchaser’s  default  in  its  payments  to  the  Insurance  Company 
and  the  income  from  rentals  of  non-cooperative  apartments  failed  to 
materialize  in  the  substantial  amounts  which  it  had  been  represented 
to  them  could  be  expected,  the  tenants  became  dissatisfied  with  their 
purchases  and  threatened  to  bring  legal  proceedings  to  protect  their 
interests.  This  led  to  negotiations  between  the  tenants  and  Fleisch- 
man  as  a  result  of  which  the  purchase-money  mortgage  given  by  the 
purchaser  to  the  petitioner  was  reduced  in  September,  1922,  from 
$182,571.42  to  $100,000,  the  original  amount  thereof,  $195,000,  having 
been  reduced  by  a  cash  payment  of  $12,428.58. 
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In  June,  1923,  the  purchaser,  with  the  approval  of  the  petitioner, 
liquidated  the  balance  due  on  the  unpaid  notes  on  the  above  mortgage, 
at  a  discount  of  5  per  cent  of  said  balance. 

The  petitioner  recorded  this  transaction  upon  its  books  of  account 
as  a  sale  of  real  property  on  the  installment  plan,  that  is,  it  did  not 
immediately  accrue  as  income  the  entire  profit  to  be  realized  under 
the  contract,  but  credited  the  amount  thereof  to  an  unrealized  profit 
account,  and  thereafter  accrued  as  income  that  proportion  of  each 
payment  actually  received  which  the  total  profit  to  be  realized  when 
payment  is  completed  bears  to  the  total  contract  price.  The  income 
from  this  transaction,  which  the  petitioner  reported  in  its  return  for 
the  year  1920,  was  computed  in  the  following  manner : 


Selling  price _ 

Cost _ 

Less :  Depreciation 


$575,  000.  00 
69,  682.  98 


$667,  428.  58 

505,  317.  02 


Total  profit _  162,  111.  56 

Less :  Profits  on  deferred  payments -  119,  855.  25 


Gross  profit  for  1920 -  42,  256.  31 

Deduct : 

Legal  expenses  of  sale _ . _  $2,  644.  83 

Lawyer’s  Title  &  Trust  Co _  2,  082.  84 

Advertising _ _ _  2,  615.  83 

Commission  paid _  15,  500.  00 

-  22,  843.  50 


Net  profit  for  1920 _  19,  412.  81 

The  Commissioner  held  that  the  sale  of  this  property  constituted  a 
closed  and  completed  transaction  in  the  year  1920,  and  that  the  entire 
profit  constituted  income  for  that  year.  The  Commissioner  com¬ 
puted  the  profit  from  the  sale  as  follows: 


Selling  price _ $750,  000.  00 

Add  :  Depreciation _  69,  682.  98 


Total _  819,  682.  98 

Deduct : 

Cost _ $575,000.00 

Expense  incident  to  sale _  22,  843.  50 

— -  597,  843.  50 

Net  profit  for  1920 _  221,  839.  48 

Accordingly,  the  Commissioner  increased  the  net  income  reported 
by  the  petitioner  in  its  return  for  the  year  1920  by  the  amount  of 
$202,426.67,  representing  the  difference  in  the  net  income  from  the 
sale  as  computed  under  the  two  methods. 


OPINION. 


Morris  :  The  Commissioner  has  not  asserted  a  deficiency  in  tax 
for  the  year  1921;  on  the  contrary,  he  has  determined  that  there  is 
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an  overassessment  for  that  year.  Consequently,  upon  authority  of 
the  decisions  of  this  Board  in  the  Appeals  of  Cornelius  Cotton  Mills , 
4  B.  T.  A.  255,  and  R.  P.  Hazzard  Co .,  4  B.  T.  A.  150,  we  have 
no  jurisdiction  as  to  that  year. 

Since  the  hearing  of  this  appeal,  Congress  has  enacted  the  Revenue 
Act  of  1926,  and  in  section  212  (d)  thereof  provision  is  made  for 
installment  sales  and  the  rule  to  be  applied  in  computing  the  income 
therefrom.  By  the  provisions  of  section  1208  of  the  same  Act,  the 
provisions  of  section  212  (d)  are  to  be  retroactively  applied  in  com¬ 
puting  income  under  the  Revenue  Acts  of  1918  and  1921,  as  well  as 
other  acts.  Section  212  (d)  provides  as  follows: 

Under  regulations  prescribed  by  the  Commissioner  with  the  approval  of  the 
Secretary,  a  person  who  regularly  sells  or  otherwise  disposes  of  personal  prop¬ 
erty  on  the  installment  plan  may  return  as  income  therefrom  in  any  taxable 
year  that  proportion  of  the  installment  payments  actually  received  in  that  year 
which  the  total  profit  realized  or  to  be  realized  when  the  payment  is  com¬ 
pleted,  bears  to  the  total  contract  price.  In  the  case  *  *  *  of  a  sale  or 

other  disposition  of  real  property,  if  *  *  *  the  initial  payments  do  not 

•exceed  one-fourth  of  the  purchase  price,  the  income  may,  under  regulations 
prescribed  by  the  Commissioner  with  the  approval  of  the  Secretary,  be  returned 
on  the  basis  and  in  the  manner  above  prescribed  in  this  subdivision.  As  used 
in  this  subdivision  the  term  “  initial  payments  ”  means  the  payments  received 
in  cash  or  property  other  than  evidences  of  indebtedness  of  the  purchaser  dur¬ 
ing  the  taxable  period  in  which  the  sale  or  other  disposition  is  made. 

The  Commissioner  has  promulgated  his  regulations  for  the 
enforcement  of  the  above  provisions  o'f  the  statute.  These  are 
embodied  in  articles  42  to  46,  inclusive,  of  Regulations  69,  and 
include,  together  with  the  rules  laid  down  in  the  Act  for  computing 
income  from  installment  sales,  a  construction  of  the  terms  u  initial 
payments,”  “  total  contract  price,”  and  “  purchase  price.”  There  the 
Commissioner  has  ruled  that  in  the  sale  of  mortgaged  property  the 
amount  of  the  mortgage,  whether  the  property  is  merely  taken  sub¬ 
ject  to  the  mortgage  or  whether  the  mortgage  is  assumed  by  the  pur¬ 
chaser,  shall  not  be  considered  as  a  part  of  the  “  initial  payments  ” 
or  of  the  “  total  contract  price,”  but  shall  be  included  as  a  part  of 
the  “  purchase  price.”  While  we  express  no  opinion  as  to  whether 
the  rule  laid  down  in  the  Commissioner’s  regulations  may  be  properly 
applied  to  and  generally  followed  in  all  cases  involving  sales  of  real 
property  on  the  installment  plan,  we  believe  that  his  construction  of 
the  terms  “  initial  payments,”  “  total  contract  price,”  and  “  purchase 
price,”  and  the  rule  for  computing  the  income  from  installment 
sales  to  be  returned  in  any  taxable  year,  as  they  are  laid  down  in 
the  regulations,  are,  when  applied  to  the  facts  in  this  particular 
case,  and  considered  in  the  light  of  the  intent  and  purpose  of  the 
Congress  in  enacting  the  provisions  of  section  212  (d)  of  the 
Revenue  Act  of  1926,  both  equitable  and  legally  sound. 
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The  total  contract  price,  in  the  transaction  which  we  have  under 
consideration,  is  the  consideration  named  in  the  original  agreement, 
to  wit,  $750,000,  less  the  Insurance  Company’s  mortgage  of  $443,000. 
or  $307,000;  the  initial  payment,  meaning  the  total  payments 
received  in  cash  or  property  other  than  evidences  of  indebtedness 
of  the  purchaser  during  the  taxable  year  in  which  the  sale  was  made, 
is  $58,500;  and  the  purchase  price  is  $750,000.  Therefore,  since  the 
initial  payment  received  byr  the  petitioner  during  the  year  in  which 
the  sale  was  made  is  less  than  one-fourth  of  the  purchase  price,  it 
is  clear  that  the  provisions  of  section  212(d)  of  the  Revenue  Act 
of  1926,  and  the  regulations  promulgated  pursuant  thereto,  are 
applicable  to  the  facts  in  this  case,  and  the  petitioner  is  entitled 
to  return  the  income  from  the  transaction  in  question  on  the  install¬ 
ment  basis. 

This  brings  us  to  a  consideration  of  the  amount  of  the  income 
which  the  petitioner  should  have  returned  in  its  return  for  the 
year  1920.  The  rule  laid  down  in  the  statute  is  that  the  petitioner 
shall  return  as  income  from  an  installment  sale  that  proportion  of 
the  installment  payments  actually  received  within  the  year  which 
the  total  profit  realized  or  to  be  realized  when  payment  is  com¬ 
pleted  bears  to  the  total  contract  price.  The  total  contract  price, 
computed  in  the  manner  heretofore  indicated,  is  $307,000.  The 
total  profit  to  be  realized  when  payment  is  completed  is  $221,839.48, 
computed  as  follows: 

Consideration  named  in  contract _ $750,  000.  00 

Deduct : 

Cost  of  property _ $575,  000.  00 

Loss  :  Depreciation _  69,  682.  98 

-  $505,  317.  02 

Selling  expenses -  22,  843.  50 

-  528, 160.  52 

Total  profit  to  be  realized _  221,  839.  48 

The  total  profit  of  $221,839.48  is  72.2604  per  cent  of  the  total  con¬ 
tract  price  of  $307,000.  The  total  payments  received  in  the  year 
1920  is  $58,500;  therefore,  the  income  from  this  transaction  to  be 
returned  for  the  year  1920  is  72.2604  per  cent  of  $58,500,  or  $42,272.33. 

The  agreement  made  in  1922  between  the  purchaser  and  the  peti¬ 
tioner,  which  resulted  in  a  reduction  of  $82,571.42  in  the  purchase- 
money  mortgage,  can  have  no  bearing  whatever  on  the  computation 
of  the  income  to  be  returned  for  the  year  1920.  The  sale  in  1920  was 
one  transaction,  and  the  agreement  to  reduce  the  purchase  price  made 
in  1922,  though  involving  the  same  subject  matter,  was  another  trans¬ 
action.  The  income  to  be  returned  for  the  year  1920  must  be  com¬ 
puted  in  accordance  with  the  terms  of  the  original  agreement,  and 
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that  to  be  returned  for  the  year  1922  and  subsequently  must  be  com¬ 
puted  in  accordance  with  the  terms  of  the  agreement  had  in  1922. 

Judgment  will  ~be  entered  on  15  days'  notice , 
under  Rule  50. 

Milliken  concurs  in  result  only. 


Louis  Hymel  Planting  &  Manufacturing  Co.,  Petitioner,  v. 

Commissioner  of  Internal  Revenue,  Respondent. 

Docket  No.  2903.  Promulgated  December  23,  1926. 

Where  a  corporation  filing  returns  on  a  calendar  year  basis 
is  dissolved  March  31,  1919,  the  return  which  included  the  income 
from  January  1  to  that  date  was  a  return  for  the  year  and 
it  is  entitled  to  the  entire  specific  exemption  of  $3,000,  but  is 
entitled  to  a  credit  of  only  three-twelfths  of  the  average  invested 
capital,  the  invested  capital  being  averaged  over  the  entire  twelve- 
month  period. 

Isom  J.  Guillory ,  Esq .,  and  E.  Barrett  Prettyman,  Esq.,  for  the 
petitioner. 

W.  Frank  Gibbs ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  and  profits  taxes  for  1919  in  the  amount  of  $10,121.73.  The 
deficiency  arises  on  account  of  the  action  of  the  respondent  in  treat¬ 
ing  the  return  of  the  petitioner  as  a  return  for  a  fractional  part  of 
a  year  and  in  prorating  the  invested  capital  and  the  specific  ex¬ 
emption  instead  of  allowing  the  full  amount  of  each. 

FINDINGS  OF  FACT. 

The  petitioner  was  a  corporation  with  its  principal  office  at  Cen¬ 
tral,  La.,  prior  to  1919  and  up  to  March  31,  1919,  when  it  liquidated 
its  assets  and  dissolved.  The  petitioner  filed  a  return  for  the 
calendar  year  1919  on  March  8,  1920,  in  which  it  reported  no  in¬ 
come  and  which  contained  the  statement  “out  of  business  January, 
1919.”  Upon  an  audit  based  on  a  revenue  agent’s  report,  the  re¬ 
spondent  determined  that  the  petitioner’s  income  for  the  three- 
month  period  from  January  1,  1919,  to  March  31,  1919,  was  $31,- 
438.54,  which  was  all  the  income  received  during  the  calendar  year. 
Its  invested  capital  was  determined  by  the  respondent  to  be  $205,000. 
The  respondent  reduced  the  petitioner’s  excess-profits  credit  by  75 
per  cent  and  likewise  reduced  the  specific  exemption  of  $3,000  by 
75  per  cent,  upon  the  ground  that  the  return  was  for  a  period  of 
three  months  and  not  for  the  twelve-month  period. 


(910) 


LOUIS  HYMEL  PLANTING  &  MANUFACTURING  CO. 


911 


OPINION. 

Trammell:  The  only  question  presented  for  decision  in  this  case 
is  whether  the  Commissioner  erroneously  computed  the  excess-profits 
credits  and  the  specific  exemption  of  $3,000.  The  petitioner  contends 
that  it  should  be  allowed  a  credit  of  8  per  cent  of  the  full  $205,000 
and  the  entire  exemption  of  $3,000,  since  its  return  was  for  the  full 
calendar  year  1919,  even  though  it  had  liquidated  and  dissolved  on 
March  31,  1919.  The  Commissioner,  on  the  other  hand,  contends 
that  the  return  was  for  a  fractional  part  of  the  year  and  that  the 
excess-profits  credit  should  be  the  same  fractional  part  of  the  average 
invested  capital  for  the  year  as  the  number  of  months  for  which  the 
return  was  filed  bears  to  the  full  calendar  year. 

The  respondent  introduced  in  evidence  the  corporation  income  and 
profits-tax  return  of  the  petitioner  which  was  filed  in  the  office  of 
the  collector  of  internal  revenue  on  March  8,  1920,  in  which  the 
petitioner  reported  no  income  for  that  year  but  merely  stated  “  out 
of  business  January  1,  1919.”  Counsel  for  respondent  stated  at 
the  hearing  as  follows :  “  It  is  further  agreed  that  the  taxpayer 
filed  a  corporation  income  profits  tax  return  for  the  calendar  year 
1919  in  which  it  stated  it  was  out  of  business.” 

The  pertinent  sections  of  the  Revenue  Act  of  1918  involved  are : 

Sec.  312.  That  the  excess-profits  credit  shall  consist  of  a  specific  exemption 
of  $3,000  plus  an  amount  equal  to  8  per  centum  of  the  invested  capital  for 
the  taxable  year. 

Sec.  305.  That  if  a  tax  is  computed  under  this  title  for  a  period  of  less 
than  twelve  months,  the  specific  exemption  of  $3,000,  wherever  referred  to 
in  this  title,  shall  be  reduced  to  an  amount  which  is  the  same  proportion  of 
$3,000  as  the  number  of  months  in  the  period  is  of  twelve  months. 

Sec.  326.  (d)  The  invested  capital  for  any  period  shall  be  the  average 
invested  capital  for  such  period,  but  in  the  case  of  a  corporation  making  a 
return  for  a  fractional  part  of  a  year,  it  shall  (except  for  the  purpose  of 
paragraph  (2)  of  subdivision  (a)  of  section  311)  be  the  same  fractional  part 
of  such  average  invested  capital. 

% 

If  the  return  involved  in  this  case  was  for  a  three-month  period, 
a  fractional  part  of  a  year,  the  computation  of  the  Commissioner 
of  the  excess-profits  credit  and  exemption  is  correct.  The  statute  is 
clear  and  unambiguous  on  this  point. 

Section  305  specifically  states : 

If  a  tax  is  computed  under  this  title  for  a  period  of  less  than  twelve 
months,  the  specific  exemption  of  $3,000,  wherever  referred  to  in  this  title, 
shall  be  reduced  to  an  amount  which  is  the  same  proportion  of  $3,000  as 
the  number  of  months  in  the  period  is  of  twelve  months. 

Section  326  (d)  states: 

The  invested  capital  for  any  period  shall  be  the  average  invested  capital 
for  such  period,  but  in  the  case  of  a  corporation  making  a  return  for  a  frac- 
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tional  part  of  a  year,  it  shall  *  *  *  be  the  same  fractional  part  of  such 

average  invested  capital. 

Thus  the  question  is  squarely  as  to  whether,  when  a  corporation 
liquidates  its  assets  and  dissolves  during  a  taxable  year,  its  return 
for  the  year  during  which  it  dissolves  is  a  return  for  the  year  or  is 
a  return  for  a  fractional  part  of  a  year.  A  case  involving  this 
principle  was  presented  to  the  Court  of  Claims  in  the  case  of  Strong 
Hewat  <&  Co.  v.  United  States ,  decided  December  7,  1925,  and  re¬ 
ported  in  American  Federal  Tax  Reports,  February,  1926,  p.  5708. 
That  case,  arose,  however,  under  the  Revenue  Act  of  1917  and  not 
under  the  Revenue  Act  of  1918.  We  believe,  however,  that  the 
reasoning  of  the  court  is  applicable  to  the  provisions  of  the  Revenue 
Act  of  1918.  In  that  case  the  court  held  that  a  corporation  which 
dissolved  before  the  end  of  its  taxable  year  was  entitled  to  have  its 
tax  computed  on  the  basis  of  its  full  invested  capital  and  full  spe¬ 
cific  exemption.  The  facts  and  the  issue  decided  in  that  case  were 
stated  by  the  court  as  follows : 

The  facts  are  admitted.  From  these  it  appears  that  the  partnership  of 
Strong,  Hewat  &  Co.  originated  in  1898  and  was  engaged  in  business  until 
February  28,  1918,  when  it  was  dissolved.  Upon  the  dissolution  of  the  part¬ 
nership  a  corporation  was  formed  on  March  1,  1918,  under  the  name  of  Strong, 
Hewat  &  Co.,  Inc.,  which  took  over  all  the  assets  and  liabilities  of  the  old  firm 
and  continued  its  business.  The  partnership  was  required  under  the  Revenue 
Act  of  1917  and  the  regulations  to  file  an  excess  profits  tax  return  for  the 
six  months’  period  ending  February  28,  1918,  the  date  of  its  dissolution.  Its 
average  invested  capital  for  a  year  appeared  to  be  $791,607.70.  The  Commis¬ 
sioner  determined  that  one-half  of  that  amount  was  the  invested  capital  of 
the  concern  for  the  six  months’  period,  arriving  at  this  conclusion  by  dividing 
the  twelve  months’  average  into  two  parts,  or,  as  stated  by  government  counsel : 

“  The  Commissioner  allowed  one-half  of  the  invested  capital  for  the  full 
year  and  one-half  of  the  specific  exemption  of  $6,000,  since  the  return  was 
filed  for  a  six  months’  period.” 

Recovery  is  sought  of  the  amount  by  which  its  excess  profits  tax,  paid  by 
plaintiffs  under  the  Commissioner’s  ruling,  exceeds  the  taxes  it  would  be 
required  to  pay  if  computed  on  the  basis  of  a  specific  deduction  of  $6,000  and  an 
invested  capital  of  $791,607.70,  the  question  presented  being  whether  the  Com¬ 
missioner’s  action  was  correct.  This  depends  on  the  construction  to  be  given 
to  the  applicable  statutes,  viz :  Sections  201,  203,  and  207  of  the  Revenue  Act 
of  1917,  40  Stat.  303. 

Section  201  of  the  Revenue  Act  of  1917  levies  certain  stated  per¬ 
centages  “of  the  amount  of  the  net  income  in  excess  of  the  deduc- 
tion  (determined  as  hereinafter  provided)  *  *  The  perti¬ 

nent  part  of  Section  203  fixes  the  “  deduction  ”  as  follows : 

Sec.  203.  That  for  the  purpose  of  this  title  the  deduction  shall  be  as  follows, 
except  as  otherwise  in  this  title  provided — 

sic  *****  * 

# 

(b)  In  the  case  of  a  domestic  partnership  *  *  *  the  sum  of  (1)  an 

amount  equal  to  the  same  percentage  of  the  invested  capital  for  the  taxable 


(910)  LOUIS  HYMEL  PLANTING  &  MANUFACTURING  CO.  913 

/ 

year  which  the  average  amount  of  the  annual  net  income  of  the  trade  or 
business  during  the  prewar  period  was  of  the  invested  capital  for  the  prewar 
period  (but  not  less  than  seven  or  more  than  nine  per  centum  of  the  invested 
capital  for  the  taxable  year),  and  (2)  $6,000. 

Section  207  defines  invested  capital.  It  contains  the  following  per¬ 
tinent  language: 

That  as  used  in  this  title,  the  term  “  invested  capital  ”  for  any  year  means 
the  average  invested  capital  for  the  year,  as  defined  and  limited  in  this  title, 
averaged  monthly. 

The  court,  in  deciding  in  favor  of  the  taxpayer,  used  the  follow¬ 
ing  language : 

When  the  facts  are  found  to  be,  as  admitted  here,  that  the  average  invested 
capital  for  the  taxable  year  is  a  given  sum,  the  language  of  the  statute  plainly 
prescribes  the  method  to  be  pursued  in  computing  the  amount  of  taxes  to  be 
paid,  and  where  the  amount  of  taxes  due  for  an  entire  taxable  year  is  involved 
the  language  of  the  statute  furnishes  a  method  that  is  clear  and  complete. 
It  levies  a  tax  to  be  “  paid  for  each  taxable  year  ” ;  it  speaks  of  invested 
capital  “  for  the  year  ”  and  prescribes  deductions  of  a  percentage  of  the 
invested  capital  “  for  the  taxable  year.”  There  is  no  specific  mention  of  parts 
of  the  year  in  this  connection.  The  plaintiffs  had  in  their  business  an  average 
actual  invested  capital  of  $791,607.70 — not  half  of  that  sum,  but  all  of  it. 
When  the  concern  went  out  of  business  it  was  required  to  make  its  returns 
and  did  so.  If  it  could  have  waited  until  the  end  of  its  fiscal  year  and  had 
then  made  its  returns,  having  ceased  business  six  months  before,  its  reported 
net  income  for  the  year  (as  is  suggested  by  its  counsel)  would  have  been 
exactly  the  same  as  that  which  was  reported.  The  deductions  would  then 
have  been  on  the  annual  basis. 

*  *  *  The  Revenue  Act  of  1917  authorizes  a  specific  deduction  of  $6,000 

in  the  case  of  a  domestic  partnership’s  net  income,  and  we  think  it  clear  that 
this  exemption,  if  allowable  at  all,  must  be  the  amount  stated.  The  statute 
is  the  only  authority  for  allowing  it  and  the  statute  could  have  prescribed 
a  lesser  deduction  when  the  returns  were  for  part  of  the  year,  but  it  left  the 
deduction  at  the  stated  figure  and  is  not  to  be  amended  by  engrafting  on  it 
by  construction  something  that  Congress  did  not  express.  The  Government 
contends  that  the  specific  deduction  for  a  full  taxable  year  “  should  be  pro¬ 
portionate  ”  to  the  period  for  which  the  return  is  filed,  and  as  indicating  that 
any  other  theory  results  in  unfairness  it  argues  that,  upon  the  dissolution  of 
the  partnership,  a  corporation  was  formed  and  continued  the  business  that  got 
the  benefit  in  its  return  of  the  specific  deduction  authorized  for  corporations. 
It  received  this  deduction,  however,  because  the  statute  allowed  it,  and  be¬ 
cause  it  was  a  different  entity  from  the  partnership  which  preceded  it.  And 
with  the  further  contention  that  the  “  logical  method  ”  for  determining  the 
tax  for  a  fraction  of  the  year  is  the  one  adopted  by  the  Commissioner  we  are 
not  concerned,  beyond  the  question  whether  the  logical  method  coincides  with 
the  statutory  method.  The  latter  method  is  the  controlling  one. 

While  the  decision  of  the  court  related  to  the  excess-profits  tax 
of  a  domestic  partnership,  the  decision  is  clearly  applicable  to  cor¬ 
porations,  the  only  difference  being  in  the  amount  of  specific  exemp¬ 
tion,  which  in  the  case  of  corporations  is  $3,000. 
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The  above  decision  of  the  Court  of  Claims  was  rendered  on  De¬ 
cember  7,  1925,  and  there  has  been  no  appeal.  On  the  contrary, 
under  date  of  April  2,  1926,  the  Commissioner  promulgated  T.  D. 
3848,  which  reads  as  follows : 

T.  D.  2689,  approved  April  1,  1918,  is  hereby  revoked  and  article  20  of 
Regulations  41  is  hereby  amended  to  read  as  follows : 

Art.  20.  Computation  of  tax  for  period  less  than  12  months. — If  a-  corpora¬ 
tion  or  partnership  at  any  time,  either  because  it  has  just  designated  a  fiscal 
year  as  provided  in  sections  8  or  13  of  the  act  of  September  8,  1916  (see  In¬ 
come  Tax  Regulations,  arts.  31  and  211),  or  for  any  other  reason,  makes  a 
return  for  a  period  of  less  than  12  months,  the  deduction  will  be  the  full 
amount  allowable  for  a  period  of  12  months,  i.  e.,  the  deductions  shall  not  be 
prorated  in  the  proportion  that  the  number  of  months  for  which  the  return 
is  made  bears  to  12  months. 

In  lieu  of  section  203  of  the  Revenue  Act  of  1917,  the  Revenue  Act 
of  1918  contains  sections  311  and  312  under  which  the  “  credits  ”  are 
determined.  Section  312  is  as  follows : 

Sec.  312.  That  the  excess-profits  credit  shall  consist  of  a  specific  exemption 
of  $3,000  plus  an  amount  equal  to  8  per  centum  of  the  invested  capital  for  the 
taxable  year. 

In  place  of  section  207  of  the  Revenue  Act  of  1917,  the  Revenue 
Act  of  1918  has  section  326,  subdivision  (d)  of  which  is  quoted  above. 

The  Revenue  Act  of  1917  contains  no  provision  corresponding  to 
subdivision  (d)  of  section  326  relating  to  returns  made  for  a  frac¬ 
tional  part  of  a  year.  However,  the  above  language  which  spe¬ 
cifically  provides  that  in  the  case  of  a  return  for  a  fractional  part  of  a 
year  the  invested  capital  shall  be  the  same  fractional  part  of  such 
average  invested  capital,  does  not  apply  to  the  situation  presented 
in  this  case,  unless  it  be  held  that  the  return  was  for  a  fractional  part 
of  a  year. 

The  question  of  what  is  a  fractional  part  of  a  year  and  what  is  a 
return  for  a  year  was  presented  in  the  case  of  Bankers’  Trust  Co.  v, 
Bowers ,  295  Fed.  89,  decided  by  the  Circuit  Court  of  Appeals,  Sec¬ 
ond  Circuit.  In  that  case  one  John  Glackner  died  April  4,  1921.  On 
March  15, 1922,  his  executors  filed  two  income-tax  returns,  one  report¬ 
ing  the  net  income  of  decedent  during  the  calendar  year  1921,  and  the 
other  the  net  income  received  by  the  plaintiffs  as  executors  during 
the  same  calendar  year,  and  the  tax  on  each  return  was  computed  on 
the  basis  of  the  return  being  for  a  full  calendar  year.  An  additional 
tax  on  each  return  was  assessed  under  the  provisions  of  section 
226  (c)  of  the  Revenue  Act  of  1921,  and  it  was  this  additional  tax 
which  was  sought  to  be  recovered  in  that  suit.  The  District  Court 
held  that  the  taxpayers  were  not  entitled  to  recover,  but  the  Circuit 
Court  of  Appeals  reversed  the  District  Court,  holding  that  section 
226  was  not  applicable  to  the  returns  filed. 
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Section  226  of  the  Revenue  Act  of  1921  is  as  follows : 

RETURNS  FOR  A  PERIOD  OF  LESS  THAN  TWELVE  MONTHS. 

Sec.  226.  (a)  That  if  a  taxpayer,  with  the  approval  of  the  Commissioner, 
changes  the  basis  of  computing  net  income  from  fiscal  year  to  calendar  year  a 
separate  return  shall  be  made  for  the  period  between  the  close  of  the  last  fiscal 
year  for  which  return  was  made  and  the  following  December  31.  If  the  change 
is  from  calendar  year  to  fiscal  year,  a  separate  return  shall  be  made  for  the 
period  between  the  close  of  the  last  calendar  year  for  which  return  was  made 
and  the  date  designated  as  the  close  of  the  fiscal  year.  If  the  change  is  from 
one  fiscal  year  to  another  fiscal  year  a  separate  return  shall  be  made  for  the 
period  between  the  close  of  the  former  fiscal  year  and  the  date  designated  as 
the  close  of  the  new  fiscal  year. 

(b)  In  all  cases  where  a  separate  return  is  made  for  a  part  of  a  taxable 
year  the  net  income  shall  be  computed  on  the  basis  of  such  period  for  which 

separate  return  is  made,  and  the  tax  shall  be  paid  thereon  at  the  rate  for 

* 

the  calendar  year  in  which  such  period  is  included. 

(c)  In  the  case  of  a  return  for  a  period  of  less  than  one  year  the  net  income 
shall  be  placed  on  an  annual  basis  by  multiplying  the  amount  thereof  by 
twelve  and  dividing  by  the  number  of  months  included  in  such  period ;  and  the 
tax  shall  be  such  part  of  a  tax  computed  on  such  annual  basis  as  the  number 
of  months  in  such  period  is  of  twelve  months. 

The  real  question  which  was  before  the  court  in  that  case  was 
whether  the  returns  required  to  be  filed  for  Glackner  and  his  estate 
were  returns  for  a  full  taxable  year  or  returns  for  a  period  of  less 
than  one  year.  In  passing  on  this  question  the  court  said: 

In  the  view  we  take,  it  will  be  unnecessary  to  consider  the  constitutional 
questions  presented;  this,  for  the  reason  that  section  226,  subdivision  (c)  pro¬ 
vides  solely  for  the  placing  of  income  on  an  annual  basis  and  for  computation 
of  the  tax  thereon  in  the  case  of  a  return  for  a  period  of  less  than  one  year 
where  the  change  is  made  voluntarily  by  the  taxpayer  or  pursuant  to  an  order 
of  the  commissioner.  The  fundamental  scheme  of  title  2  of  the  Revenue  Act 
is  for  a  tax  upon  the  net  income  of  the  taxpayer  during  an  accounting  period 
of  12  successive  months.  This  general  accounting  period  seems  to  be  a  pre¬ 
determined  measure  to  be  applied  to  a  taxpayer  as  income,  and  is  not  affected 
by  his  death  or  change  of  status  within  the  period.  The  tax  is  imposed  upon 
the  entire  net  income  for  such  period,  and  the  return  of  such  income  consti¬ 
tutes  his  return  for  the  period  of  12  full  months,  even  though  he  may  have, 
lived  only  a  portion  thereof.  The  exception  to  this  is  where  a  voluntary  change 
is  made  in  the  accounting  period  by  the  taxpayer,  or  where  it  becomes  in¬ 
voluntary  in  so  far  as  the  taxpayer  is  concerned  by  the  commissioner’s  declar¬ 
ing  the  taxable  period  terminated  under  section  250  (g)  *  *  *. 

The  court  further  said : 

Thus  it  will  be  observed  that,  except  where  a  voluntary  change  is  made,  the 
accounting  period  is  12  months,  which  becomes  the  taxable  year  *  *  *. 

*  *  *  The  time  of  receipt  of  income  or  the  ability  to  receive  income  has 

no  bearing  upon  the  accounting  period.  A  taxpayer  may  receive  his  income 
for  the  year  on  the  first  day  of  the  year.  He  may  become  a  nonresident  alien 
during  the  year,  without  property  in  or  income  from  any  source  in  the  United 
States.  As  an  alien,  he  may  have  come  to  this  country  during  the  first 
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taxable  year,  and  he  may  have  attained  his  majority  or  become  incompetent 
during  the  year.  When  during  the  year  his  status  changes,  and  he  becomes  a 
taxpayer,  or  ceases  to  be  one,  is  immaterial.  If  he  received  taxable  income 
during  any  part  of  that  year,  and  kept  his  books  on  a  calendar  year  basis,  a 
return  is  required  of  all  such  income  derived  from  or  received  within  the 
12  months  of  such  calendar  year,  and  the  return  is  for  a  period  of  12  months. 

The  court  held  that  a  return  was  for  a  fractional  part  of  a  year 
only  when  the  taxpayer  makes  a  short-period  return  on  account  of 
a  voluntary  change  in  his  accounting  period,  or  where  the  taxable 
period  is  terminated  by  the  Commissioner  under  the  provisions  of 
section  250  (g).  All  other  returns  were  held  to  be  returns  for  a 
full  year. 

While  this  case  involved  returns  of  an  individual  and  his  estate, 
the  reasoning  is  equally  applicable  to  corporations.  If  section  226 
is  not  applicable  to  the  case  of  an  individual  taxpayer  who  dies 
before  the  expiration  of  his  taxable  year,  section  232  does  not  make 
section  226  applicable  to  the  case  of  a  corporate  taxpayer  which 
-ceased  to  exist  before  the  expiration  of  its  taxable  year. 

The  Bankers ’  Trust  Co.  case  was  decided  under  the  Revenue  Act 
of  1921,  but  the  pertinent  provisions  of  the  Revenue  Act  of  1918 
.are  the  same  in  so  far  as  the  determination  of  whether  the  petitioner’s 
return  in  the  present  case  was  a  return  for  a  full  taxable  year  or  a 
fractional  part  of  a  year  is  involved. 

While  the  corporation  was  dissolved  on  March  31,  1919,  it  was 
not  required  to  file  its  return  until  the  end  of  its  taxable  year,  which 
in  this  case  was  the  calendar  year.  Section  227  of  the  Revenue  Act 
of  1918  reads  in  part  as  follows : 

(a)  That  returns  shall  be  made  on  or  before  the  fifteenth  day  of  the  third 
month  following  the  close  of  the  fiscal  year,  or,  if  the  return  is  made  on  the 
basis  of  the  calendar  year,  then  the  return  shall  be  made  on  or  before  the 
fifteenth  day  of  March. 

Section  200  of  the  Revenue  Act  of  1918  reads  in  part  as  follows: 

The  term  “  taxable  year  ”  means  the  calendar  year,  or  the  fiscal  year  ending 
during  such  calendar  year,  upon  the  basis  of  which  the  net  income  is  com- 
puted  under  section  212  or  section  232.  The  term  “  fiscal  year  ”  means  an 
accounting  period  of  twelve  months  ending  on  the  last  day  of  any  month  other 
than  December. 

The  Revenue  Act  of  1918  contains  no  provision  requiring  a  cor¬ 
poration  to  file  a  return  at  any  other  time  than  as  provided  in  sec¬ 
tion  227,  excepting  under  the  provisions  of  section  226  or  section 
250  (g).  It  could  have  waited  until  the  end  of  the  twelve-month 
period  and  until  the  fifteenth  day  of  the  third  month  thereafter  to 
file  its  return. 

In  view  of  the  foregoing,  it  is  our  opinion  that  the  petitioner’s 
return,  in  which  was  included  the  income  for  the  period  from  J anu- 
arv  1  to  March  31,  1919,  the  date  of  its  dissolution,  was  not  a  return 
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for  a  fractional  part  of  a  year  but  was  for  a  full  taxable  year  of 
twelve  months,  and  that  it  is  entitled  to  the  full  specific  exemption 
of  $3,000. 

With  respect  to  the  excess-profits  credit  the  statute  provides  for  a 
credit  of  8  per  cent  of  the  average  invested  capital  for  the  taxable 
period.  The  taxable  period  being  the  twelve-month  period  for  which 
the  return  was  filed,  the  invested  capital  must  be  averaged  over  the 
twelve-month  period.  This  is  not  inconsistent  with  the  decision  in 
the  case  of  Strong ,  Hewat  &  Co.  v.  United  States ,  supra.  There  the 
average  invested  capital  for  the  year  was  admitted.  The  court 
said  : 

When  the  facts  are  found  to  be,  as  admitted  here,  that  the  average  invested 
capital  for  the  taxable  year  is  a  given  sum,  the  language  of  the  statute  plainly 
prescribes  the  method  to  be  pursued  in  computing  the  amount  of  taxes  *  *  *. 

The  question  of  invested  capital  was  not  involved  in  the  Bankers’’ 
Trust  Co.  case,  but  since  the  taxable  year  is  twelve  months,  as  the 
court  there  held,  the  statute  plainly  provides  that  it  is  over  that 
period  that  the  invested  capital  is  to  be  averaged.  There  are  two 
provisions  of  the  statute  by  virtue  of  which  invested  capital  may  be 
reduced.  The  first  is  the  provision  that  the  invested  capital  for  any 
period  shall  be  the  average  invested  capital  for  such  period,  and  the 
second  is  that  in  the  case  of  returns  for  a  fractional  part  of  a  year 
the  invested  capital  shall  be  the  same  fractional  part  of  such  average 
invested  capital.  The  latter  provision  has  no  application  here  be¬ 
cause  the  return  was  not  for  a  fractional  part  of  a  year  but  for  a 
full  year,  but  the  first  provision  must  be  given  effect.  In  the  case 
of  the  specific  exemption  of  $3,000,  there  is  only  one  provision  of  the 
statute  by  which  it  may  be  reduced,  and  that  has  application  only  in 
the  case  of  a  return  for  a  fractional  part  of  a  year.  The  burden  of 
proof  is  on  the  petitioner  to  show  that  the  determination  of  the 
Commissioner  is  incorrect.  That  determination  is  not  shown  to  be 
incorrect,  although  we  hold  that  the  return  was  not  for  a  fractional 
part  of  a  year.  No  evidence  was  introduced  that  the  assets  were  not 
entirely  distributed  when  the  corporation  was  dissolved. 

The  Louisiana  statutes  (Act  267  of  1914,  sec.  30)  provide  as 
follows : 

All  corporations,  whether  they  expire  by  limitation  or  are  otherwise  dis¬ 
solved,  shall  be  continued  as  bodies  corporate  for  the  purpose  of  prosecuting 
and  defending  suits  by  or  against  them,  and  of  enabling  them  to  liquidate 
their  affairs,  to  dispose  of  and  convey  their  property  and  to  divide  their  capital,, 
but  not  for  the  purpose  of  continuing  the  business  for  which  they  were  estab¬ 
lished. 

In  the  absence  of  evidence  that  the  assets  were  not  distributed  and 
that  the  determination  of  the  Commissioner  was  erroneous  as  to  the 
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amount  of  the  invested  capital  when  averaged  over  the  taxable  year, 
we  affirm  his  determination  in  that  respect.  When  the  invested  capi¬ 
tal  is  averaged  for  the  twelve-month  period  for  which  the  return 
was  filed,  since  there  is  no  evidence  that  there  were  assets  on  hand 
after  the  dissolution  which  were  not  distributed,  the  same  result  is 
reached  with  respect  to  the  average  invested  capital  for  the  taxable 
year  as  was  reached  by  the  Commissioner,  and  the  average  invested 
capital  for  the  entire  period  of  twelve  months  would  be  three- 
twelfths  of  $205,000,  or  $51,250,  as  determined  by  the  Commissioner. 

Judgment  will  be  entered  on  10  days ’  notice , 
under  Rule  50. 


Appeal  of  Sinsheimer  Bros.,  Inc. 

Docket  No.  6498.  Promulgated  December  23,  1926. 

Inventory  methods  used  consistently  and  uniformly  for  many 
years  that  reflect  taxpayer’s  income  accurately  should  not  be  dis¬ 
turbed  by  arbitrary  adjustments  that  result  in  distortion  of  actual 
income. 

Edward  McCarthy ,  Jr.,  Esq.,  for  the  petitioner. 

Bruce  A.  Low ,  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  by  the  Commissioner  of 
a  deficiency  in  income  and  profits  taxes  for  the  year  1920,  in  the 
amount  of  $2,918.08,  arising  out  of  his  action  in  revaluing  the  in¬ 
ventory  upon  a  basis  different  from  that  used  by  the  petitioner. 

FINDINGS  OF  FACT. 

Petitioner,  a  California  corporation  with  its  principal  office  at 
San  Luis  Obispo,  is,  and  was  during  the  year  in  question,  engaged 
in  the  general  merchandise  business  and  the  buying  and  selling  of 
beans  and  grain. 

The  general  merchandise  business  and  the  business  of  buying  and 
selling  beans  and  grain  were  conducted  as  separate  departments  of 
the  petitioner’s  business.  Separate  books  of  original  entry  were 
maintained  for  each  department. 

For  the  years  1918  to  1921,  inclusive,  the  petitioner  valued  the 
inventories  of  the  general  merchandise  department  at  book  cost, 
which  was  110  per  cent  of  actual  cost,  less  30  per  cent.  For  all 
years  prior  to  1920,  the  petitioner  valued  the  inventories  of  the 
bean  and  grain  department  upon  the  basis  of  market.  In  1920  it 
elected  to  value  its  bean  and  grain  inventory  upon  the  basis  of  cost 
or  market,  whichever  is  lower,  and  since  total  market  was  lower 
than  total  cost,  the  inventory  reported  in  the  return  for  that  year 
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was  valued  upon  the  basis  of  market.  From  the  total  of  the  bean 
and  grain  inventory  as  so  valued,  the  petitioner  deducted  the  sum 
of  $1,397.09,  representing  the  estimated  charges  for  storage,  weigh¬ 
ing,  reconditioning,  and  sacking,  and  loss  from  shrinkage  in  weight. 
A  deduction  of  similar  character,  in  the  amount  of  $2,558.31,  was 
made  from  the  total  bean  and  grain  inventory  for  the  year  1921, 
which  was  valued  on  the  same  basis  as  that  for  the  year  1920. 

The  petitioner’s  inventories  were  valued  by  L.  F.  Sinsheimer, 
secretary  of  the  company,  in  collaboration  with  other  executive  of¬ 
ficers.  Sinsheimer 's  experience  in  the  business  carried  on  by  the 
petitioner  extended  over  a  period  of  thirty-five  years.  Realizing 
that  the  operations  of  the  business  had  resulted  in  a  loss  for  the 
year  1920,  Sinsheimer,  in  taking  the  bean  and  grain  inventory,  set 
up  in  parallel  columns^on  the  inventory  sheets  the  market  value  and 
average  cost  of  the  several  grades  and  varieties  of  beans  and  grains, 
for  the  purpose  of  determining  the  amount  of  the  loss  for  the 
year  reflected  in  the  bean  and  grain  inventory.  The  average  costs 
shown  in  the  inventory  sheets  have  been  accepted  by  the  Commis¬ 
sioner  as  actual  costs  for  inventory  purposes. 

The  Commissioner  has  revalued  the  inventories  for  the  years  1918 
to  1921,  inclusive,  and  in  doing  so  has  valued  the  general  merchandise 
inventories  upon  the  basis  of  actual  cost,  and  the  bean  and  grain 
inventories  upon  the  basis  of  figures  which  are  alleged  to  have  been 
actual  costs.  The  inventories  reported  in  the  returns  and  as  ad¬ 
justed  by  the  Commissioner,  and  the  increase  in  the  Commissioner’s 
valuations  over  the  petitioner’s,  for  each  year,  are  as  follows: 


General  merchandise. 


Year. 

Petitioner’s 

inventories. 

Commis¬ 

sioner’s 

inventories. 

Increase. 

1918 _ _ 

$35,  000.  00 
45,  000.  00 
49, 000.  00 
51, 000.  00 

$53, 106.  41 
68, 185.  67 
67, 013. 85 
72, 174.  78 

$18, 106. 41 
23, 085. 67 
18, 013. 85 
21, 174.  78 

1919 _ _ _ _ 

1920. . . . 

1921 _  _ _  . 

Beans  and  grain. 


1918 . . . . . . . 

$55,  822.  67 
81,  292.  40 
36,  500.  00 
63,  000.  00 

$55, 822.  67 
81,  292.  40 
65,  625.  33 
65,  558.  31 

1919 . 

1920 . . . . . . 

$29,  125.  33 
2,  558.  31 

1921 . . . . . . . . 

• 

OPINION. 

Morris  :  The  petitioner  concedes  that  the  adjustment  made  by  the 
Commissioner  in  the  general  merchandise  inventory  at  the  close  of 
the  year  1920  results  in  a  restatement  of  that  inventory  at  actual 
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cost,  and  that  the  adjustment  is,  therefore,  proper.  It  disputes  the 
correctness  of  the  adjustment  made  by  the  Commissioner  in  the  bean 
and  grain  inventory,  and  contends  that  its  net  income  for  the  year 
1920  has  been  overstated  in  the  deficiency  letter,  because  of  the  use 
of  the  adjusted  inventory. 

Prior  to  the  year  1920  it  was  the  petitioner’s  practice  to  value 
its  bean  and  grain  inventory  upon  the  basis  of  market.  For  the 
year  1920  it  elected  to  value  its  inventory  upon  the  basis  of  mar¬ 
ket,  since  the  total  of  the  inventory  valued  at  market  was  lower 
than  the  total  thereof  when  valued  at  cost;  and,  so  far  as  the  basis 
of  valuation  is  concerned,  this  constituted  no  change  from  the  basis 
adopted  for  prior  years.  The  1919  bean  and  grain  inventory,  which 
was  also  the  opening  bean  and  grain  inventory  of  the  year  1920, 
was  valued  on  the  basis  of  market,  and  this  is  true  of  the  bean  and 
grain  inventory  at  the  close  of  the  year  1920. 

Therefore,  the  bean  and  grain  inventories  at  the  beginning  and 
close  of  the  year  1920  were  uniformly  and  consistently  valued  by 
the  petitioner  upon  the  same  basis.  The  Commissioner  rejected  the 
petitioner’s  inventory  valuations  and  redetermined  the  inventories 
upon  an  alleged  cost  basis.  But  an  examination  of  the  Commis¬ 
sioner’s  computations  discloses  the  fact  that  in  reality  he  has  valued 
the  opening  inventory  upon  the  same  basis  and  in  the  same  amount 
as  that  of  the  petitioner,  while  the  closing  inventory  has  been  valued 
upon  the  basis  of  average  cost  figures  which  were  placed  in  the 
inventory  sheets  by  the  petitioner  for  the  purposes  of  comparison. 
The  Commissioner’s  opening  inventory  is  valued  at  market;  his 
closing  inventory  is  valued  at  average  cost. 

The  adjustment  which  the  Commissioner  has  made  in  the  bean  and 
grain  inventory  for  the  year  1920  results  in  a  distortion  of  the 
income  of  that  year,  as  well  as  of  the  year  immediately  following, 
because  of  his  failure  to  treat  the  opening  and  closing  inventories 
upon  a  uniform  and  consistent  basis.  No  better  illustration  of  this 
could  be  had  than  that  afforded  by  comparison  of  the  results  ob¬ 
tained  through  the  use  of  the  petitioner’s  inventories  and  those  re¬ 
sulting  through  the  use  of  the  Commissioner’s  inventories.  Accord¬ 
ing  to  the  computations  of  both  parties,  the  combined  result  of 
operations  for  the  two  years  1920  and  1921  is  a  net  loss  of  approxi¬ 
mately  $27,000.  Using  the  petitioner’s  inventories,  a  net  loss  is  shown 
for  both  years  in  the  approximate  amounts  of  $8,000  and  $19,000, 
respectively ;  while  the  results  obtained  through  the  use  of  the  Com¬ 
missioner’s  inventories  are  a  net  profit  of  approximately  $21,000 
for  the  year  1920,  and  a  net  loss  of  approximately  $48,000  for  the 
year  1921. 
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The  inventory  practice  of  the  petitioner  is  undoubtedly  faulty, 
but  it  can  not  be  said  that  net  income  has  not  been  clearly  and  cor¬ 
rectly  stated  in  the  return  because  of  the  use  of  those  inventories. 
The  opening  and  closing  inventories  of  the  year  1920  have  been 
determined  by  the  petitioner  according  to  a  uniform  basis  of  valua¬ 
tion.  The  error  in  the  basis  of  valuation  is  present  in  both  inven¬ 
tories,  thus  preventing  any  distortion  in  the  net  income  for  that  year. 
On  the  other  hand,  the  Commissioner,  by  accepting  petitioner  s  open¬ 
ing  inventory  for  the  year  1920  and  restating  the  bean  and  grain 
inventory,  at  the  close  of  the  same  year,  at  cost,  has  retained  the 
error  in  the  petitioner’s  basis  of  valuation  so  far  as  it  affects  t  e 
opening  inventory  and  eliminated  it  as  it  affects  the  closing  inven¬ 
tory.  The  result  necessarily  is  a  distorted  net  income. 

We  were  confronted  with  a  like  situation  in  the  Appeals  of  1  le 
Thomas  Shoe  Co .,  1  B.  T.  A.  124,  and  The  Buss  Co.,  2  B.  T.  A.  266, 
and  what  we  said  in  our  decisions  in  those  cases  is  equally  applicab  e 
to  the  facts  in  this.  In  the  first  mentioned  case,  we  held  that^  Bven 
if  the  entire  practice  of  the  taxpayer  had  been  erroneous, 
the  Commissioner  clearly  erred  in  insisting  upon  a  change  m  method 
at  the  close  of  the  year  without  making  and  allowing  a  compensatory 
change  at  the  beginning”;  and,  in  the  last  mentioned  case,  we  stated : 
“  However  faulty  the  taxpayer’s  inventory  method  was,  we  believe 
that  greater  weight  should  be  given  to  consistency  than  to  any 
particular  method  of  inventorying  or  basis  of  valuation  so  long  as 
the  method  or  basis  used  substantially  reflects  the  income.  And  in 
both  cases  we  held  that  “  What  the  inventory  practice  is,  is  of  some 
importance;  that  the  practice  should  be  uniform  is  of  the  highest 

importance.” 

The  value  of  the  general  merchandise  inventory  is  $67,013.85,  and 
the  value  of  the  bean  and  grain  inventory  is  $37,897.09.  The  total 
value  of  petitioner’s  inventories  at  the  close  of  the  year  1920  is 
$104,910.94,  and  the  net  income  for  1920  should  be  redetermined 

accordingly.  ,  , 

Judgment  will  le  entered  upon  10  days 

notice ,  under  Rule  50. 


Appeal  of  Owen-Ames-Kimball  Co. 

Docket  No.  1637.  Promulgated  December  23,  1926. 

1.  The  income  from  long-term  contracts  taken  on  the  bases 
of  lump  sums,  cost  plus  a  fixed  fee  or  plus  a  percentage,  and 
cost  plus  a  fixed  fee  with  a  guarantee  that  the  total  price  was 
not  to  excfeed  a  certain  sum,  is  properly  accruable  during  the 
period  of  construction  in  the  same  ratio  that  the  work  completed 
in  each  year  bears  to  the  whole. 
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2.  Where  such  income  is  accrued  at  intervals  having  no  regard 
for  a  uniform  method  or  an  apportioned  ratio  and  the  return  is 
made  in  accordance  with  such  accruals,  the  application  of  the 
accrual  system  is  faulty  and  the  return  does  not  correctly  re¬ 
flect  income. 

Harry  Friedinan,  Esq.,  and  J.  Robert  Sherrod ,  Esq.,  for  the 
petitioner. 

W ard  Loveless,  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  deficiencies  in  income 
and  profits  taxes  for  the  years  1917  and  1918,  in  the  amounts  of 
$474.84  and  $3,528.43  respectively,  a  total  of  $4,003.27.  Of  the  four 
issues  set  out  in  the  petition,  two  have  been  withdrawn  by  the  peti¬ 
tioner,  while  the  Commissioner  admits  error  in  respect  of  another, 
leaving  only  the  issue  as  to  the  proper  method  of  computing  peti¬ 
tioner’s  income  from  construction  operations  under  long-term  con¬ 
tracts. 

FINDINGS  OF  FACT. 

Petitioner,  a  Michigan  corporation,  with  its  principal  office  at 
Grand  Rapids,  was  organized  in  1909  under  the  name  of  Hauser- 
Owen-Ames  Co.,  its  name  having  been  changed  in  1918  to  Owen- 
Ames-Kimball  Co.  Its  business  is  that  of  a  contractor  engaged  in 
building  and  construction  work. 

During  the  years  1917  and  1918,  petitioner  was  engaged  in  build¬ 
ing  and  construction  work  under  approximately  83  contracts.  These 
contracts  were  of  four  kinds  which,  when  classified  according  to  the 
terms  of  compensation,  are  as  follows : 

(1)  Cost  plus  a  fee  representing  a  percentage  of  the  cost -of  labor, 
materials,  and  expense  entering  into  the  work; 

(2)  Cost  plus  a  fixed  fee; 

(3)  Cost  plus  a  fixed  fee,  with  a  guarantee  that  the  total  price 
shall  not  exceed  a  certain  amount  ;  and 

(4)  Lump-sum  contracts. 

Of  the  83  contracts  referred  to  above,  there  were  13  under  which 
the  petitioner  commenced  work  in  one  taxable  year  and  completed 
the  work  in  another  taxable  year.  These  13  contracts,  briefly 
described,  are  as  follows: 

(1)  Ashton  Building  Contract. — This  was  an  oral  agreement  un¬ 
der  which  the  petitioner  was  to  receive,  as  its  compensation,  10  per 
cent  of  the  cost  of  labor  and  material  entering  into  the  work.  There 
was  no  agreement  as  to  the  time  the  petitioner  was  to  receive  its 
compensation. 

(2)  Clipper  Belt  Lacer  Co. — This  contract  provided  for  the  wreck¬ 
ing  of  an  old  garage  and  the  erection  of  an  addition  to  the  owner’s 
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plant  for  actual  cost  of  labor  and  material,  plus  a  commission  equal 
to  10  per  cent  of  the  cost  of  all  labor  and  material  entering  into  the 
construction  of  the  building.  There  was  no  agreement  as  to  the 
time  the  petitioner  was  to  receive  its  compensation. 

(3)  Duplex  Truck  Co. — This  contract,  dated  June  1,  1917,  pro¬ 
vided  for  the  construction  of  a  factory  for  the  actual  cost  of  all 
labor  and  material,  plus  a  fee  of  $10,000.  Payments  were  to  be  made 
on  or  before  the  tenth  of  every  month  for  the  actual  cost  of  all 
material  purchased  and  labor  paid  for,  the  final  payment,  which 
was  to  include  the  fee  of  $10,000,  to  be  made  within  thirty  days  from 
completion  of  the  contract.  Work  was  completed  under  this  contract 
prior  to  the  close  of  the  year  1917.  After  the  contract  was  com¬ 
pleted,  additional  work  was  done  for  the  owner,  under  an  oral 
agreement,  for  which  the  petitioner  was  to  receive  an  additional 
fee  of  $1,000.  No  date  for  the  payment  of  this  additional  fee  was 
fixed.  The  additional  work  extended  into  the  year  1918. 

(4)  Grand  Rapids  Furniture  Co. — This  contract,  dated  September 
12,  1916,  provided  for  the  erection  of  an  addition  to  a  factory  for 
the  actual  cost  of  labor  and  material  plus  a  fee  of  $2,000,  the  total 
cost,  including  the  $2,000,  not  to  exceed  the  sum  of  $20,000.  No  dates 
of  payment  are  specified  in  the  contract. 

(5)  Grand  Rapids  Plaster  Co. — Work  was  done  for  this  company 
under  a  verbal  agreement,  on  the  basis  of  cost  of  labor  and  materials 
plus  12^  per  cent  of  such  cost. 

(6)  Globe  Knitting  Mills. — The  work  for  this  company  was  done 
under  two  contracts,  one  dated  May  25,  1916,  and  the  other  dated 
July  10,  1916.  The  contract  dated  May  25,  1916,  provided  for  the 
erection  of  foundations  for  a  factory  building  for  actual  cost  of 
labor  and  material,  plus  a  commission  equal  to  8  per  cent  of  the 
cost  of  all  labor  and  material  entering  into  the  construction  work. 
Payments  were  to  be  made  on  the  first  of  each  month,  or  oftener, 
equal  to  the  net  cost  of  labor  and  materials  incurred  since  the  next 
previous  payment.  Final  payment,  consisting  of  any  part  of  the 
net  cost  remaining  unpaid  and  the  commission  of  8  per  cent  on  the 
total  net  cost,  was  to  be  made  within  thirty  days  after  completion 
and  acceptance  of  the  work. 

The  contract  dated  July  10,  1916,  provided  for  the  erection  of  a 
factory  building  for  the  actual  cost  of  all  labor,  material  and  expense 
incurred  incident  to  the  fulfillment  of  the  contract,  plus  a  commis¬ 
sion  equal  to  8  per  cent  of  said  cost.  Payments  were  to  be  made  on 
the  first  of  each  month,  or  oftener,  equal  to  the  net  cost  of  labor  and 
materials  incurred  since  the  next  previous  payment.  Final  payment, 
consisting  of  any  part  of  the  cost  remaining  unpaid  and  the  commis¬ 
sion  of  8  per  cent  of  the  total  net  cost,  was  to  be  made  within  thirty 
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days  after  completion  and  acceptance  of  the  work.  Work  was  to  be 
completed  on  or  before  December  1,  1916,  and,  in  the  event  of  failure 
to  complete  the  work  within  the  time  specified,  contractor  to  pay 
liquidated  damages  of  $20  per  da}^. 

(7)  Gardella  Contract. — This  was  a  contract  for  the  erection  of  a 
building  for  the  lump  sum  of  $32,500.  The  contract  was  completed 
prior  to  the  close  of  the  year  1917.  The  contract  did  not  specify  how 
the  contract  price  was  to  be  paid. 

(8)  Nelson-Matter  Furniture  Co.- — Contract  for  the  construction 
of  a  factory  building,  boiler  house,  and  dry  kilns.  The  contract 
provided  that  the  petitioner  shall  receive  the  net  cost  of  all  labor 
performed  and  material  furnished  and  expense  incurred  incident 
to  the  fulfillment  of  the  contract  and,  in  addition  thereto,  the  sum  of 
$6,000.  Payments  were  to  be  made  on  the  first  of  each  month,  or 
oftener,  equal  to  the  net  cost  of  labor,  material  and  expense  incurred 
since  the  next  previous  payment.  Final  payment,  consisting  of  any 
part  of  the  net  cost  remaining  unpaid  and  the  commission  of  $6,000,. 
was  to  be  made  within  thirty  days  after  completion  and  acceptance 
of  the  work.  The  work  under  this  contract  was  completed  prior  to 
the  close  of  the  year  1916.  The  contract  did  not  provide  for  extras. 
Additional  work  wag  done  for  the  owners  on  the  basis  of  cost  of  all 
labor  and  material,  plus  a  commission  of  10  per  cent.  Owing  to 
financial  difficulties  of  the  owner,  the  petitioner  reduced  the  commis¬ 
sion  on  this  additional  work  to  $2,000.  There  was  no  agreement  as 
to  the  date  the  commission  on  the  additional  work  was  to  be  paid. 

(9)  Overland  Garage  Contract. — Contract  for  the  erection  of  a 
service  building.  The  petitioner  received  the  total  cost  of  all  labor 
and  material  entering  into  the  construction  of  the  building,  plus  a 
commission  equal  to  10  per  cent  of  such  cost.  The  contract  provided 
that  the  total  cost,  including  petitioner’s  commission,  should  not 
exceed  the  sum  of  $63,000.  The  contract  was  completed  in  December, 
1917. 

(10)  Pere  Marquette  Railroad  Co. — Contract  for  the  erection  of 
a  car  shed  on  the  basis  of  cost,  plus  a  commission  equal  to  10  per 
cent  of  cost.  The  contract  provided  that  payments  were  to  be  made 
on  the  fifteenth  day  of  each  month  while  the  work  was  in  progress 
for  all  labor  and  materials  furnished  during  the  next  preceding 
month;  final  settlement  to  be  made  within  thirty  days  after  com¬ 
pletion  and  acceptance  of  the  work.  . 

(11)  W.K.  Prudden  <£  Co. — Contract  for  the  erection  of  a  factory 
building  for  the  actual  cost  of  all  labor  and  material,  plus  a  com¬ 
mission  equal  to  2  per  cent  of  such  cost.  No  dates  of  payment  are 
specified  in  the  contract. 
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(12)  Paul  SteJcatee  Realty  Co. — Contract  provided  for  the  erec¬ 
tion  of  a  department  store  building,  at  a  cost  of  all  labor  and  ma¬ 
terial  entering  into  the  construction,  plus  a  commission  of  $10,000, 
the  total  cost,  including  commission,  not  to  exceed  the  sum  of  $109,- 
726.  Payments  to  be  made  at  intervals  sufficiently  frequent  to  permit 
the  petitioner  to  discount  all  discountable  bills.  Final  payment,  con¬ 
sisting  of  any  part  of  the  cost  remaining  unpaid,  plus  commission, 
to  be  made  within  thirty  days  after  completion  and  acceptance  of  the 
work. 

(13)  D.  E.  Waters  Garage. — Contract  for  the  construction  of  a 
garage  on  the  basis  of  cost  of  ail  labor  and  material  furnished,  plus 
a  commission  equal  to  10  per  cent  of  such  cost.  The  agreement  was 
verbal.  There  was  no  agreement  as  to  the  date  of  payment. 

The  petitioner’s  books  of  account  were  maintained  upon  the  accrual 
basis  but  were  faulty  in  their  inconsistent  application  of  the  accrual 
basis.  In  the  system  of  accounts  there  was  no  uniform  method  of 
accruing  income  from  long-term  contracts.  Without  regard  for  the 
terms  of  the  contracts,  as  to  the  time  and  manner  of  compensation, 
income  from  some  of  these  contracts  was  accrued  on  the  books  of 
account  at  the  time  of  commencement  of  work;  income  from  other 
contracts  was  accrued  on  the  books  at  irregular  intervals  without  any 
definite  basis;  and  income  from  still  other  contracts  was  accrued 
only  upon  completion  of  the  entire  work. 

The  original  returns  filed  by  the  petitioner  for  the  taxable  years 
1917  and  1918  were  prepared  in  accordance  with  its  books  of  account. 
Subsequently  the  petitioner  filed  amended  returns  of  net  income  for 
the  years  1917  and  1918,  in  which  gross  income  from  long-term  con¬ 
tracts  was  computed  as  follows :  The  gross  income  derived  from  con¬ 
tracts  in  which  the  compensation  was  fixed  at  the  actual  cost  of  all 
labor  and  material,  plus  a  commission  equal  to  a  fixed  percentage  of 
such  cost,  was  determined  by  applying  to  the  total  expenditures  for 
labor  and  material  made  within  each  year  the  rate  per  cent  of  the 
commission  provided  for  in  the  contracts;  and  the  gross  income 
from  all  other  contracts,  cost  plus  a  fixed  fee,  cost  plus  a  fixed  fee 
with  a  guarantee  as  to  the  maximum  amount,  and  lump-sum  con¬ 
tracts,  was  determined  by  applying  to  the  amount  of  the  fee,  in  the 
case  of  contracts  of  the  two  first  classes  mentioned,  or  to  the  amount 
of  the  actual  profit  in  the  case  of  lump-sum  contracts,  the  percentage 
which  the  total  expenditures  for  labor  and  material  made  in  each 
year  were  of  the  total  actual  expenditures  under  the  several  con¬ 
tracts.  In  this  manner  the  gross  income  under  each  contract  was 
computed  separately.  Only  in  the  case  of  the  13  contracts,  herein¬ 
before  described,  did  the  gross  income  as  computed  in  the  amended 
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returns  differ  from  that  shown  by  the  books  of  account  and  the 
original  returns. 

The  Commissioner  rejected  the  amended  returns  on  the  grounds 
that  the  petitioner’s  books  of  account  were  maintained  upon  the  com- 
pleted-contract  basis ;  and  that  the  petitioner,  having  elected  to  main¬ 
tain  its  books  and  render  its  returns  on  the  completed-contract  basis, 
could  not  thereafter,  without  his  permission,  change  its  basis  of 
accounting  for  income-tax  purposes  to  the  basis  upon  which  the 
amended  returns  were  prepared,  the  necessary  permission  having 
neither  been  requested  by  the  petitioner  nor  granted  by  the 
Commissioner. 

opinion. 

Milliken  :  The  petitioner  is  engaged  in  building  and  construction 
work,  principally  under  contracts.  During  the  years  involved  in 
this  appeal  it  was  carrying  on  such  work  under  approximately  83 
contracts.  The  work  under  at  least  13  of  its  contracts  was  begun  in 
one  taxable  year  and  completed  in  another  taxable  year;  and  the 
income  derived  from  these  contracts,  in  each  of  the  years  in  ques¬ 
tion,  is  the  issue  which  we  are  called  upon  to  decide. 

Under  the  provisions  of  section  13  (d)  of  the  Revenue  Act  of  1916, 
a  taxpayer  maintaining  its  books  of  account  upon  a  basis  other  than 
that  of  actual  receipts  and  disbursements,  was  permitted  to  make  its 
return  upon  the  basis  upon  which  its  accounts  were  kept,  provided 
such  basis  clearly  reflected  its  net  income.  Under  the  provisions  of 
section  212  (b)  of  the  Revenue  Act  of  1918,  it  was  mandatory  upon 
a  taxpayer  to  compute  its  net  income,  for  the  year  1918,  in  accordance 
with  the  method  of  accounting  regularly  employed  in  keeping  the 
books  of  account,  if  the  method  employed  clearly  reflected  the  net 
income.  The  petitioner  filed  returns  for  the  years  1917  and  1918,  in 
both  of  which  it  computed  its  net  income  in  accordance  with  the 
method  employed  in  keeping  the  books  of  account.  The  Commis¬ 
sioner  made  adjustments  in  the  net  income,  as  reported  in  the  returns, 
disallowing  certain  deductions  which  he  deemed  to  be  unallowable 
and  unreasonable  in  amount,  which  resulted  in  his  determination 
of  a  deficiency  in  respect  of  both  years.  The  petitioner  does  not  dis¬ 
pute  the  correctness  of  the  several  adjustments  made  by  the  Com¬ 
missioner.  It  contends,  however,  that  any  computation  of  net 
income,  for  the  two  years  under  consideration,  based  upon  the  method 
employed  in  keeping  its  books  of  account,  must  necessarily  be  erro¬ 
neous,  since  the  method  employed  did  not  clearly  reflect  its  net 
income,  and  that  the  Commissioner  erred  in  failing  to  determine  the 
net  income  upon  a  basis  which  would  clearly  reflect  what  the  net 
income  was.  The  important  question  is  then — Does  the  method  em¬ 
ployed  in  keeping  the  petitioner’s  books  of  account,  during  the  years 
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involved  in  this  appeal,  clearly  reflect  its  net  income?  If  not,  the 
petitioner  is  entitled  to  have  its  net  income  recomputed  upon  a  basis 
which  will  clearly  reflect  its  net  income  and  to  a  redetermination  of 
its  tax  liability  upon  the  net  income  so  computed. 

It  can  not  be  said  that  any  definite  method  was  employed  in 
keeping  the  petitioner’s  books  of  account.  Certain  it  is  that  the 
manner  in  which  the  books  were  kept  did  not  conform  either  with 
the  cash  receipts  and  disbursements  method  or  the  accrual  method 
of  accounting,  the  two  alternative  methods  provided  by  statute  for 
keeping  accounts  and  making  returns  of  income.  Appeal  of 
Chatham  <&  Phenix  National  Bank ,  1  B.  T.  A.  460;  Appeal  of  Henry 
Reubel ,  1  B.  T.  A.  676;  Appeal  of  B.  B.  Todd ,  Inc.,  1  B.  T.  A.  762. 
All  items  of  income  and  expense,  other  than  income  from  long-term 
contracts,  were  entered  upon  petitioner’s  books  and  accounted  for  in 
accordance  with  the  accrual  method  of  accounting.  Income  from 
long-term  contracts,  an  important  and  perhaps  the  chief  item  of 
income  in  the  petitioner’s  business,  was  accounted  for  on  petitioner’s 
books  in  an  entirely  inconsistent  manner.  There  existed  no  uniform 
practice  as  to  the  time  and  manner  of  accounting  for  income  from 
that  source.  This  income  was  accounted  for  at  the  caprice  of  the 
bookkeeper,  at  irregular  periods,  and  in  amounts  which  were  not 
determined  upon  any  definite  or  reasonable  basis.  At  times  the 
profit  to  be  derived  from  long-term  contracts  was  accounted  for  on 
the  books  when  work  was  commenced.  On  other  occasions  it  was 
taken  up  on  the  books  of  account  during  the  progress  of  the  work, 
but  at  times  and  in  amounts  that  bore  no  relation  thereto.  And  as 
a  further  variation,  there  were  instances  when  the  income  was  not 
accounted  for  until  the  completion  of  the  work  under  contract.  In 
the  latter  case,  the  accounting  for  that  income  was  on  the  basis  of 
actual  receipts,  notwithstanding  that  the  expenses  incident  thereto 
were  accounted  for  in  a  prior  year  and  not  deferred  to  be  offset 
against  the  income.  It  is  perhaps  superfluous  to  say  that  it  is  a 
fundamental  principle,  in  computing  net  income  under  the  several 
incomb  tax  acts,  that  all  items  of  income  and  expense  shall  be  con¬ 
sistently  accounted  for  on  the  same  basis;  and  any  method  of  ac¬ 
counting  which  fails  to  recognize  and  give  effect  to  this  principle 
will  not  clearly  reflect  net  income.  The  facts  as  to  the  manner  in 
which  petitioner’s  books  of  account  were  kept,  during  the  years  in¬ 
volved  in  this  appeal,  are  such  that  we  are  convinced  that  the  method 
employed  in  keeping  the  accounts  did  not  conform  with  either  of 
the  two  alternative  bases  provided  by  statute,  and  did  not  clearly 
reflect  petitioner’s  net  income.  It  follows  that  any  computation  of 
net  income  based  upon  the  method  employed  in  keeping  the  accounts 
will  not  result  in  a  correct  determination  of  net  income,  to  which 
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the  petitioner  is  entitled,  and  resort  must  be  made  to  some  other 
method. 

The  petitioner  asks  that  the  income  from  the  13  long-term  con¬ 
tracts  described  in  the  findings  of  fact,  for  each  of  the  years  under 
consideration,  be  redetermined  upon  the  accrual  basis,  that  is,  by 
treating  the  income  as  accruing  during  the  progress  of  the  work 
under  the  contracts  and  allocating  the  income  to  the  years  in  which 
it  was  actually  earned.  If  the  income  from  long-term  contracts  is 
computed  in  such  a  manner,  all  items  of  income  and  expense  will 
be  consistently  accounted  for  upon  the  accrual  basis,  which  will 
clearly  and  correctly  reflect  petitioner’s  net  income.  But  the  Com¬ 
missioner  takes  exception  to  this  method  of  accounting  for  income 
derived  from  long-term  contracts,  on  the  ground  that  under  most 
of  these  contracts  the  commissions  or  fees,  representing  the  peti¬ 
tioner’s  profits,  were  not  due  and  payable  until  completion  and  ac¬ 
ceptance  of  the  work  and  could  not  be  considered  as  income  prior 
to  the  time  they  became  due  and  payable.  We  think  the  manner 
of  accounting  for  income  from  long-term  contracts  on  the  basis  con¬ 
tended  for  by  the  petitioner  is  proper  under  the  accrual  method  of 
accounting.  The  accrual  method  of  accounting  requires  that  at  the 
end  of  every  accounting  period  all  income  which  has  been  earned 
during  the  period  must  be  accounted  for  as  income  accrued  in  that 
period,  though  perhaps  not  collected,  because  it  is  not  due  and  will 
not  be  collected  until  some  future  date.  It  contemplates  that  the 
income  shall  be  determined  on  the  basis  of  a  fair  distribution  be¬ 
tween  the  periods  during  which  the  income  accrues.  Under  such  a 
system  of  accounting  a  taxpayer  accrues  income,  it  does  not  receive 
it.  Appeal  of  Clarence  Schock ,  1  B.  T.  A.  528.  Accounting  for  the 
income  on  the  basis  contended  for  by  the  petitioner,  the  income 
from  long-term  contracts  is  apportioned  between  the  taxable  years 
in  the  same  ratio  that  the  work  completed  in  each  year  bears  to 
the  whole,  thus  accruing  the  income  in  the  years  in  which  it  was 
actually  earned.  It  conforms  entirely  with  the  accrual  method  of 
accounting  and,  as  we  have  said  before,  the  accrual  method  will 
clearly  reflect  the  petitioner’s  net  income. 

Whether  the  so-called  completed  contract  basis  of  accounting  for 
income  derived  from  long-term  contracts  is  a  proper  basis  for  com¬ 
puting  net  income  under  the  income  tax  acts  is  a  question  which 
it  is  not  necessary  for  us  to  decide  in  disposing  of  the  issue  before 
us,  and  we  express  no  opinion  in  respect  thereof.  Suffice  it  to  say, 
that  the  petitioner’s  books  of  account  were  not  maintained  upon 
the  completed  contract  basis,  as  the  Commissioner  contends. 

The  petitioner’s  net  income  for  the  years  1917  and  1918  should 
be  computed  in  accordance  with  the  accrual  method  of  accounting, 
the  income  from  long-term  contracts  being  determined  upon  the  basis 
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that  it  accrued  in  the  year  in  which  it  was  earned  according  to  the 
progress  of  the  work,  as  evidenced  by  the  expenditures  under  these 
contracts. 

During  the  year  1918  the  petitioner  had  a  Government  contract  on 
which  all  work  was  stopped  because  of  cancellation  thereof  on 
December  6,  1918.  Owing  to  the  inability  of  the  United  States 
Housing  Corporation  to  determine  certain  adjustments  in  connection 
with  the  work  which  had  been  done,  the  profit  could  not  be  ascer¬ 
tained  until  some  time  in  1919.  Pending  the  final  determination  of 
the  profit  from  this  contract,  a  lump  sum  of  $32,000  was  credited 
in  1918  to  profit  and  loss  for  that  year.  When  all  adjustments  and 
doubtful  items  had  been  settled  in  1919,  an  additional  amount  of 
$14,061.91  was  found  to  be  due  the  petitioner.  The  petitioner  con¬ 
tended  that  this  item  of  $14,061.91  constituted  income  for  the  year 
1918,  and  alleges  error  on  the  part  of  the  Commissioner  in  failing 
to  include  the  same  in  the  net  income  of  that  year.  The  allegation 
of  error  is  admitted  by  the  Commissioner  in  his  answer  to  the 
petition.  The  net  income  for  the  year  1918  should  be  increased  *by 
the  sum  of  $14,061.91. 

Judgment  will  be  entered  on  15  days ’  notice , 
under  Rule  50. 


J.  T.  Pittard,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  No.  1804.  Promulgated  December  23,  1926. 

1.  Value  of  farm  land  acquired  by  the  petitioner  prior  to  March 
1,  1918,  determined. 

2.  Date  of  sale  of  real  estate  determined,  and  petitioner  held 
entitled  to  return  income  therefrom  on  the  installment  basis. 

George  M.  Stanton ,  Esq.,  for  the  petitioner. 

Bruce  A.  Low ,  Esq.,  for  the  respondent. 

The  Commissioner  has  asserted  a  deficiency  in  income  tax  for  the 
year  1918  in  an  amount  not  disclosed  by  the  record,  but  less  than 
$10,000.  The  controversy  arises  from  the  Commissioner’s  alleged 
error  in  the  computation  of  gain  realized  from  the  sale  of  certain 
parcels  of  real  estate. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  individual  residing  at  Winterville,  Ga.  Dur¬ 
ing  the  year  1918  he  sold  227.54  acres  of  land,  which  he  had  acquired 
prior  to  March  1,  1913,  for  the  amount  of  $8,532.75.  In  1912  he  sold 
49.95  acres  of  land  adjacent  to  the  land  in  question  and  a  part  of 
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the  original  tract  which  had  included  the  acreage  sold  in  the  taxable 
year  for  $40  an  acre,  or  a  total  of  $2,000.  The  land  sold  in  the  tax¬ 
able  year  had  a  fair  market  price  or  value  of  $37.50  an  acre  at 
March  1,  1913. 

In  1917  the  petitioner  and  an  associate  purchased  certain  tracts  of 
contiguous  lands  aggregating  898.7  acres,  and  paid  therefor  the 
amount  of  $35,751.20.  On  November  12,  1917,  he  sold  128.1  acres, 
one  of  the  tracts  so  acquired  to  which  he  then  held  title  in  his  own 
name,  for  $8,326.50,  which  he  received  in  installments  as  follows: 
Date  of  sale,  10  per  cent  of  purchase  price,  or  $832.65;  February  14, 
1918,  $1,667.35;  May  22,  1919,  $1,826.50;  January  8,  1920,  $4,000. 
The  purchaser  of  this  land,  by  virtue  of  a  first  payment  and  a  con¬ 
tract  for  deed,  entered  into  possession  and  use  on  November  12,  1917, 
and  received  a  deed,  subject  to  deferred  payments,  on  February 
14,  1918. 

Upon  audit  of  the  petitioner’s  income-tax  returns  for  the  years 
1917  and  1918,  the  Commissioner  held  that  the  tract  of  227.54  acres 
acquired  prior  to  March  1,  1913,  and  sold  for  $8,532.75  in  1918,  had  a 
fair  market  value  or  price  of  $30  per  acre  at  March  1,  1913.  In 
respect  of  the  second  transaction,  he  held  that  the  sale  was  made  on 
February  14,  1918,  that  the  transaction  was  closed  on  that  date,  and 
resulted  in  taxable  gain  in  the  amount  of  the  difference  between  the 
purchase  and  sales  price  of  128.1  acres  included  in  the  tract  purchased 
for  $35,751.20  in  1917. 

OPINION. 

Lansdon  :  The  Commissioner  has  determined  that  the  tract  of 
227.54  acres  of  land  acquired  by  the  petitioner  prior  to  March  1, 
1913,  had  a  value  of  $30  per  acre  at  that  date.  The  evidence  dis¬ 
closes  that  an  adjacent  tract  of  49.95  acres  of  similar  land  was  sold  in 
1912,  or  early  in  1913,  for  $40  per  acre.  The  petitioner  testified  that 
on  account  of  nut  grass  infestation  there  was  no  increase  in  the  mar¬ 
ket  value  of  the  land  in  question  between  March  1,  1913,  and  the  date 
of  sale.  We  have  found  that  the  value  of  this  land  was  $37.50  per 
acre  at  March  1,  1913.  No  profit  resulted  from  its  sale  in  1918  at 
the  same  price. 

To  redetermine  the  deficiency  based  on  the  profit  realized  from  the 
second  transaction,  we  must  decide  (1)  whether  this  sale  was  made 
in  1917  or  1918,  and  (2)  whether  taxes  on  the  income  from  such  sale 
shall  be  computed  by  the  installment  method.  The  evidence  shows 
that  agreement  between  vendor  and  vendee  was  made  on  November 
12,  1917.  On  that  date  a  contract  to  sell  real  estate  was  entered  into, 
10  per  cent  of  the  purchase  price  was  paid  to  the  vendor,  and  the 
vendee  at  once  entered  into  possession.  Deferred  payments  were 
provided  for  and  made  in  terms  set  forth  in  our  findings  of  fact 
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above.  We  are  of  the  opinion  that  this  sale  was  effected  on  Novem¬ 
ber  12,  1917,  that  the  transaction  provided  for  payment  of  the  de¬ 
ferred  amount  of  the  purchase  price  in  installments,  and  that  the 
petitioner’s  tax  liability  as  to  income  resulting  therefrom  should  be 
determined  and  computed  on  the  installment  basis,  as  provided  for 
by  law  and  the  regulations  of  the  Commissioner. 

Judgment  will  be  entered  on  10  days ’  notice, 
under  Rule  50. 


.  National  Sash  &  Door  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 


Docket  yo.  5788.  Promulgated  December  23,  1926. 

1.  Auditors  working  on  the  petitioner’s  books  of  account  for 
the  year  1918  discovered  in  May,  1919,  that  although  there  was  no 
shortage  in  the  cash  account  of  petitioner  as  of  December  31,  1918, 
Liberty  bonds  of  the  par  value  of  $6,600  were  missing  in  May,  1919, 
and  in  an  audit  of  the  petitioner’s  books  of  account  in  October  or 
November  of  1919,  discovered  a  shortage  in  cash  as  of  October  22, 

1919,  of  $13,441.80.  After  the  correction  of  two  minor  adjustments 
the  petitioner  determined  that  it  had  sustained  a  loss  through  em¬ 
bezzlement  of  $19,464.01,  which  amount  it  deducted  from  gross 
income  in  its  income-tax  return  for  the  year  1919  as  a  loss  sus¬ 
tained  in  the  year  1919.  In  the  audit  of  the  petitioner’s  return 
this  loss  was  allowed  as  a  deduction  from  the  gross  income  of  1918 
and  disallowed  as  a  deduction  from  gross  income  in  the  return  for 
1919.  Held,  upon  the  evidence,  that  the  loss  was  sustained  within 
the  year  1919. 

2.  Depreciation  upon  machinery  was  sustained  at  the  rate  of  10 
per  cent  per  annum  for  the  years  1920  and  1921,  instead  of  at 
the  rate  of  5  per  cent  per  annum,  as  determined  by  the  Commis¬ 
sioner.  • 

Morris  B.  Redmann,  Esq.,  and  C.  G.  Robinson,  C .  P.  A.,  for  the 
petitioner. 

M.  N.  Fisher,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  deficiencies  in  in¬ 
come  and  profits  tax  for  the  years  1919,  1920,  and  1921,  as  follows : 

1919  _ _ _ $11,826.28 

1920  _  6,  209.  94 

1921  _ - _  2,  081.  98 

20, 118.  20 

The  petitioner  alleges  error  in  the  determination  of  the  deficiencies 
as  follows: 

(1)  The  disallowance,  as  a  deduction  from  income  in  the  calendar 
year  1919,  of  an  item  of  $19,464.01,  representing  an  embezzlement 
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by  an  employee,  based  on  the  assumption  that  said  embezzlement 
occurred  in  the  year  1918. 

(2)  The  allowance  of  $4,490.38,  $4,640.58  and  $4,701.32  for  de¬ 
preciation  on  machinery  for  the  years  1919,  1920,  and  1921,  respec¬ 
tively,  instead  of  $8,980.76,  $9,281.16  and  $9,402.64  for  the  three 
years,  respectively. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Louisiana  corporation  engaged  in  the  business 
of  manufacturing  window  sash,  doors,  etc.  It  had  in  its  employ 
a  man  by  the  name  of  Loog,  in  whom  the  officers  of  the  corporation  w 
reposed,  great  confidence.  Its  books  of1  account  were  regularly 
audited  by  a  firm  of  certified  public  accountants  for  the  years  1916 
to  1921,  inclusive.  The  audit  of  its  books  of  account  for  the  calendar 
year  ended  December  31,  1918,  was  made  in  Ma}^,  1919.  This  audit 
showed  cash  on  hand  at  December  31,  1918,  of  $1,502.72.  Cash  in 
banks  was  verified  by  certificates  from  several  depositaries  and  petty 
cash  was  verified  by  actual  count  as  nearly  as  could  be  determined. 
The  cash  in  the  banks  was  found  to  be  $945.14.  The  books  of  account 
at  December  31,  1918,  showed  Liberty  bonds,  war  savings  stamps, 
etc.,  $34,468.  The  auditors,  when  they  made  their  examination  in 
May,  1919,  could  not  then  locate  $6,600  of  Liberty  bonds.  When 
Loog  was  questioned  about  them  he  stated  he  had  turned  them  over 
to  one  Walker,  an  officer  of  a  local  trust  company,  for  safe  keeping. 
Walker  told  the  auditors  that  he  did  not  have  them  and  that  if  he 
had  received  them  for  deposit  he  would  have  given  a  receipt  for 
them.  The  auditors  in  their  audit,  dated  June  3,  1919,  stated  to  the 
petitioner : 

We  duly  examined  all  of  these  securities  with  the  exception  of  the  item 
of  $6,600,  which  represents  for  the  most  part  various  issues  of  bonds  bought 
in  during  the  year  from  employees.  We  did  not  examine  these  bonds  for  the 
reason  that  your  Mr.  Loog  was  unable  to  locate  same,  although  he  has  made 
several  attempts  to  do  so,  and  at  this  date  they  are  still  unaccounted  for. 
We  will  strongly  recommend  that  immediate  steps  be  taken  to  settle  the  matter 
definitely  as  to  whether  these  bonds  are  lost  or  not. 

Officers  of  the  petitioner  became  suspicious  of  Loog  when  they 
learned  in  the  fall  of  the  year  that  he  was  betting  on  horse  races. 
The  firm  of  accountants  which  regularly  did  the  auditing  for  the 
petitioner  was  immediately  requested  to  make  an  audit  of  the  peti¬ 
tioner’s  books  of  account,  and  such  audit  was  made  as  of  October 
22,  1919.  This  audit  disclosed  a  shortage  in  the  cash  account  of 
$13,441.80,  which,  after  the  adjustment  occasioned  by  a  deduction 
of  $577.79,  showed  an  actual  shortage  in  cash  of  $12,864.01  and  in 
Liberty  bonds,  $6,600 — a  total  shortage  in  the  amount  of  $19,464.01. 
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Loog  was  immediately  discharged  by  the  petitioner,  but  owing  to 
the  fact  that  he  was  a  man  with  a  large  family  and  had  no  property 
he  was  neither  prosecuted  nor  sued. 

In  its  income-tax  return  for  1919  the  petitioner  claimed  the  deduc¬ 
tion  from  gross  income  of  $19,464.01  as  a  loss  due  to  embezzlement. 
The  Commissioner  disallowed  this  deduction  from  the  gross  income 
of  1919,  but  amended  the  petitioner’s  income-tax  return  for  1918 
by  allowing  the  amount  as  a  deduction  from  the  gross  income  of 
1918. 

The  petitioner  operates  a  number  of  planing  and  mortising  ma¬ 
chines.  The  knives  and  “  heads  ”  of  these  machines,  as  well  as  the 
bearings,  soon  wear  out.  These  may  be  replaced.  There  is  con¬ 
siderable  obsolescence  in  these  machines.  More  efficient  machines 
are  developed  from  time  to  time  and  the  experience  of  manufac¬ 
turers  in  this  line  is  that,  on  the  average,  it  is  unprofitable  to  oper¬ 
ate  machines  which  have  been  in  use  from  7  to  10  years.  In  most 
cases  the  machines  are  turned  in  for  new  machines  within  a  period 
of  from  7  to  10  years.  In  the  determination  of  deficiencies  for  the 
years  1919,  1920,  and  1921,  the  Commissioner  allowed  a  deduction 
for  depreciation  and  obsolescence  in  respect  of  the  machines  owned 
by  the  petitioner  at  the  rate  of  5  per  centum  per  annum  and  disal¬ 
lowed  the  claim  of  the  petitioner  to  a  deduction  for  depreciation  at 
the  rate  of  10  per  centum  per  annum. 

OPINION. 

Smith:  With  respect  to  the  embezzlement  question  involved  in 
this  proceeding,  the  only  question  is  whether  the  loss  was  sustained 
within  the  year  1918  or  1919.  The  petitioner  claimed  the  deduction 
from  gross  income  of  the  year  1919.  It  had  no  knowledge  that  it 
had  sustained  any  loss  through  embezzlement  in  the  year  1918.  It 
learned  in  May,  1919,  that  $6,600  of  Liberty  bonds  were  missing,  and 
it  further  learned  of  a  shortage  in  the  cash  account  as  of  October 
22,  1919.  Certified  public  accountants  who  audited  its  books  of 
account  for  the  year  1918  did  not  discover  any  shortage  in  cash  at 
December  31,  1918. 

The  evidence  before  us  indicates  that  the  embezzlement  occurred 
in  the  year  1919.  Upon  the  record  it  must  be  decided  that  the  loss 
was  sustained  in  the  year  1919  and  that  the  amount  thereof  is  a 
legal  deduction  from  gross  income  in  that  year. 

The  second  question  relates  to  the  rate  of  depreciation  sustained 
upon  the  woodworking  machinery  operated  by  the  petitioner.  An 
Officer  of  the  petitioner,  who  had  had  considerable  experience  with 
woodworking  machinery  of  the  character  of  that  owned  by  the  peti¬ 
tioner,  testified  that  such  machinery  had  a  life  of  not  to  exceed  10 
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years  and  that  it  was  the  practice  of  such  manufacturers  usually  to 
replace  worn  machines  by  new  machinery  within  a  10-year  period. 
Upon  the  evidence  it  must  be  held  that  depreciation  was  sustained 
at  the  rate  of  10  per  cent,  rather  than  at  the  rate  of  5  per  cent,  as 
determined  by  the  Commissioner. 

Judgment  will  ~be  entered  on  15  days'  notice, 
under  Rule  50. 


Holmes  Ives,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  No.  5646.  Promulgated  December  23,  1926. 

1.  Under  the  facts,  held,  that  petitioner  is  entitled  to  charge  off  as 
bad  debts  ascertained  to  be  worthless  certain  advances  made  in 
behalf  of  a  corporation. 

2.  Amount  paid  by  petitioner  to  sales  manager  of  a  corporation 
of  which  petitioner  was  president  held  not  deductible  as  a  business 
expense. 

3.  Amount  spent  by  petitioner  for  extra  copies  of  a  magazine  for 
distribution  to  employees  of  a  corporation  of  which  he  was  presi¬ 
dent  held  not  deductible  as  a  business  expense. 

A.  D.  Duncan ,  Esq.,  for  the  petitioner. 

D.  D.  Shepard ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  tax  for  the  calendar  years  1921  and  1922  in  the  amount  of 
$505.40.  Only  a  part  of  the  deficiency  is  in  controversy,  as  the 
petitioner  admits  that  deductions  claimed  in  his  returns  for  miscel¬ 
laneous  expenses  in  1921  and  club  dues  in  1921  and  1922  were  im¬ 
proper  deductions.  The  questions  for  decision  are:  (1)  Whether 
the  petitioner  is  entitled  to  deduct  funds  advanced  in  behalf  of  a 
corporation  in  1921  and  1922;  (2)  the  amount  of  salary  received  by 
the  petitioner  in  1922;  (3)  whether  petitioner  is  entitled  to  a  de¬ 
duction  of  an  amount  spent  for  magazines  for  the  use  of  emplo37ees 
of  a  corporation  in  1921. 


FINDINGS  OF  FACT. 

The  petitioner  is  an  individual  residing  at  Oakland,  Calif.  In 
1921  he  was  president  of  the  Silver  Star  Mining  Co.,  a  Nevada 
corporation  capitalized  at  $1,000,000,  with  stock  of  the  par  value  of 
$1  per  share,  of  which  the  petitioner  owned  1,000  shares,  which  was 
a  part  of  the  stock  he  received  in  exchange  for  mining  claims  located 
in  Nevada.  The  Nevada  property  of  the  company  was  managecT 
by  F.  A.  Evans. 
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During  the  year  1921  the  petitioner  paid  the  manager  Evans  and 
deposited  to  the  credit  of  the  Silver  Star  Mining  Co.,  subject  to 
check  by  Evans,  funds  aggregating  $1,959.47.  These  funds  were 
used  by  Evans  to  pay  expenses  of  developing  the  company’s  mining 
claims.  During  the  year  the  petitioner  purchased  for  the  company 
a  tent  at  a  cost,  with  shipping  charges,  of  $27.15,  and  a  truck  at  a 
cost,  including  accessories  and  freight  charges,  of  $615.  On  Novem¬ 
ber  18,  1921,  he  paid  a  mining  geologist  the  sum  of  $277  to  cover 
expenses  of  an  examination  and  report  on  the  mining  claims  of  the 
company.  These  advances  and  payments  in  behalf  of  the  company 
during  the  year,  aggregating  $2,878.62,  were  made  by  the  petitioner 
from  his  personal  funds. 

The  mining  geologist  who  examined  the  mining  property  of  the 
Silver  Star  Mining  Co.  submitted  to  the  petitioner  a  report  dated 
October  22,  1921,  wherein  he  concluded  that  the  ore  was  confined  to 
“  bunches  ”  too  small  to  be  profitably  mined  and  advised  against  any 
further  expenditures  in  the  development  of  the  claims. 

At  the  close  of  the  year  1921  the  Silver  Star  Mining  Co.  had  no 
assets  other  than  the  mining  claims,  which  were  unpatented. 

On  April  14, 1922,  the  petitioner  paid  Evans  the  amount  of  $134.90, 
representing  the  balance  due  for  services  rendered  and  supplies  fur¬ 
nished  the  mining  company  in  1921,  and  some  time  during  the  year 
he  paid  at  least  $700  for  assessment  work  done  on  the  mining 
property. 

The  petitioner  has  not  been  reimbursed  by  the  Silver  Star  Mining 
Co.  for  the  expenditures  he  made  in  its  behalf  in  1921  and  1922. 
On  August  20,  1924,  a  meeting  of  stockholders  of  the  company  was 
held  at  which  there  was  authorized  the  issuance  of  7  per  cent  notes 
to  the  petitioner  for  the  funds  he  had  advanced  for  the  company. 
On  the  same  date  a  directors’  meeting  was  held  at  which  the  action 
taken  at  the  stockholders’  meeting  was  ratified.  However,  the  notes 
were  not  issued,  the  petitioner  being  of  the  opinion  that  they  would 
be  of  no  value  if  they  were  issued.  On  July  20,  1925,  a  meeting  of 
the  directors  of  the  company  was  held  at  which  a  resolution  was 
passed  instructing  the  treasurer  to  check  the  amount  of  the  advances 
made  by  the  petitioner  and  to  issue  to  the  petitioner  the  company’s 
notes  for  each  year’s  advances,  including  interest,  attorneys’  fees, 
and  costs,  the  notes  to  run  for  sixty  days  and  to  bear  interest  at  7 
per  cent  until  paid. 

In  his  income-tax  returns  for  1921  and  1922  the  petitioner  de¬ 
ducted  as  advances  to  the  Silver  Star  Mining  Co.  the  sums  of 
$2,875.92  and  $887.70,  respectively.  The  deductions  were  disallowed 
by  the  Commissioner. 
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The  petitioner  was  one  of  the  organizers  of  the  Coast  Tire  &  Rub¬ 
ber  Co.,  a  California  corporation,  organized  in  August,  1919,  and 
engaged  in  the  manufacture  of  automobile  tires  and  tubes.  In  1921 
and  1922  the  petitioner  was  president  and  a  director  of  the  com¬ 
pany  and  J.  I.  Pankratz  was  vice  president  and  a  director.  Pank- 
ratz  went  to  California  at  the  suggestion  of  the  petitioner  and 
assisted  in  the  organization  of  the  corporation,  later  becoming  its 
sales  manager.  It  was  understood  between  the  petitioner  and  Pank¬ 
ratz  that  the  latter  would  share  equally  with  the  petitioner  in  any 
proceeds  from  the  company.  In  accordance  with  this  understand¬ 
ing,  the  petitioner  and  Pankratz  each  received  a  portion  of  the 
original  issue  of  stock  and  of  a  later  increase  in  the  stock.  The 
company  paid  the  petitioner  a  salary  of  $12,000  per  year.  Prior  to 
1921  Pankratz  received  no  salary  and  the  petitioner  during  that 
period  gave  Pankratz  one-half  of  his  salary,  or  $500  a  month.  For 
the  years  1921  and  1922  Pankratz  received  from  the  company  a 
salary  of  $10,000.  In  order  to  equalize  their  salaries  for  those  years, 
the  petitioner  paid  Pankratz  for  1921  the  sum  of  $1,066.68  by  checks 
bearing  various  dates  throughout  the  year,  and  for  1922  he  paid 
Pankratz  the  sum  of  $1,000.  In  his  income-tax  return  for  1922  the 
petitioner  reported  his  salary  as  $11,000.  The  books  of  the  Coast 
Tire  &  Rubber  Co.  show  the  petitioner’s  salary  for  that  year  as 
$12,000,  which  is  the  amount  of  salary  used  by  the  Commissioner  in 
his  computation  of  the  deficiency. 

In  1921  the  petitioner  purchased  48  copies  of  a  certain  issue  of  the 
magazine  “  System,”  in  addition  to  his  own  subscription,  at  a  cost 
of  $12.  That  issue  contained  an  article  dealing  with  the  administra¬ 
tion  of  the  Ford  plant  which  the  petitioner  felt  would  be  beneficial 
to  employees  of  the  Coast  Tire  &  Rubber  Co.  to  whom  he  distributed 
the  48  copies.  The  amount  of  $12  spent  for  magazines  was  claimed 
as  a  deduction  by  the  petitioner  as  a  business  expense  in  his  income- 
tax  return  for  the  year  1921,  and  was  disallowed  by  the  Commis¬ 
sioner. 

OPINION. 

Arundell:  We  are  satisfied  .that  the  amounts  advanced  by  peti¬ 
tioner  to  the  Silver  Star  Mining  Co.  were  loans  to  that  company  and 
not  further  investments  made  by  him  as  a  stockholder.  His  stock 
ownership  therein  constituted  less  than  one-tenth  of  one  per  cent  of 
the  outstanding  stock.  Being  so  convinced,  it  is  not  our  province 
to  inquire  into  the  wisdom  of  the  loan;  it  is  only  necessary  for  the 
petitioner  to  establish  the  fact  that  the  amounts  advanced  were 
ascertained  to  be  worthless  and  charged  off  within  the  taxable  year. 
At  the  close  of  1921  the  corporation  had  no  assets  other  than  its 
mining  claims,  which  were  unpatented  and  held  only  by  right  of 
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location.  In  October,  1921,  a  mining  geologist  rendered  a  report 
giving  it  as  his  opinion,  after  an  examination,  that  the  corporation’s 
mining  claims  could  not  be  developed  profitably.  The  petitioner 
testified  that  in  the  face  of  that  report  it  would  be  impossible  to 
raise  money  for  the  further  development  of  the  claims.  Money  spent 
to  secure  a  judgment  against  the  company  under  such  circumstances 
would  have  been  a  useless  expenditure.  We  feel  satisfied  that  the 
petitioner  has  established  the  worthlessness  of  the  debt  in  1921,  and 
it  follows  that  he  should  be  permitted  to  charge  it  off.  The  fact  that 
he  had  hopes  that  some  day  something  might  turn  up  whereby  he 
might  recover  the  money  is  not  sufficient  to  prevent  the  charging  off  of 
a  debt  which  in  fact  was  worthless  in  the  taxable  year.  The  amounts 
sought  to  be  charged  off  in  1922  represented  in  part  obligations  in¬ 
curred  in  the  previous  year,  and  the  balance  was  to  cover  the  assess¬ 
ment  work  necessary  to  hold  the  mining  claims.  As  stated  by 
petitioner,  perhaps  he  was  “  sending  good  money  after  bad,”  but  we 
do  not  believe  the  deduction  is  to  be  denied  because  the  taxpayer 
may  not  have  exercised  good  business  judgment.  The  amounts  ad¬ 
vanced  in  1922  are  proper  deductions  for  that  year.  See  Appeal  of 
. Midland  Coal  Co .,  1  B.  T.  A.  311. 

The  evidence  is  clear  that  the  petitioner  received  a  salary  of  $12,000 
from  the  Coast  Tire  &  Rubber  Co.  for  the  year  1922.  He  accord¬ 
ingly  erred  in  reporting  only  $11,000  of  that  amount.  The  question 
for  decision  is  whether  the  amount  of  $1,000  turned  over  to  Pankratz 
is  an  allowable  deduction  from  the  petitioner’s  income.  Testimony 
was  offered  to  the  effect  that  the  $1,000  was  paid  in  accordance  with 
an  understanding  between  the  two  that  Pankratz  was  to  share  equally 
with  the  petitioner  in  any  profits  that  might  be  realized  from  the 
venture  of  organizing  and  promoting  the  Coast  Tire  &  Rubber  Co. 
The  two  men  had  been  friends  for  a  number  of  years  and  associated 
in  business  together  before  coming  to  California,  and  we  believe 
these  facts  were  the  impelling  motive  that  prompted  the  agreement 
for  a  division  of  the  taxpayer’s  income  with  Pankratz.  Under  such 
circumstances,  we  can  not  regard  the  amount  claimed  as  an  ordinary 
and  necessary  business  expense. 

The  petitioner  claims  as  a  deduction  for  1921  the  amount  of  $12 
which  he  spent  for  extra  copies  of  a  magazine  containing  an  article 
on  the  administration  of  the  Ford  plant,  which  he  distributed  to 
employees  of  the  Coast  Tire  &  Rubber  Co.,  of  which  he  was  an 
officer.  We  regard  the  expenditure  as  purely  personal  and  not  as 
an  allowable  business  expense. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 
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Pine  Bluff  Compress  &  Warehouse  Co.,  Petitioner,  v.  Commis¬ 
sioner  of  Internal  Revenue,  Respondent. 

Docket  No.  7989.  Promulgated  December  23,  1926. 

1.  The  installation  of  equipment  that  reduced  competition  and 
resulted  in  large  profits  is  not  an  abnormal  condition  under  sec¬ 
tion  327  (d)  of  the  Revenue  Act  of  1918  requiring  special  assess¬ 
ment  under  section  328  of  that  Act. 

2.  The  evidence  does  not  establish  the  existence  of  alleged 
abnormalities  due  to  low  salaries  and  the  exclusion  of  earnings 
in  prewar  years  from  income  for  those  years  for  purposes  of 
computing  prewar  credit. 

Robert  Walston  Chubb ,  Esq.,  for  the  petitioner. 

Robert  A.  Littleton ,  Esq.,  for  the  respondent. 

This  proceeding  involves  a  deficiency  of  $6,373.73  in  income  and 
profits  tax  for  the  fiscal  year  ended  August  31,  1919.  Error  is 
alleged  for  the  reason  that  the  respondent  refused  to  compute  the 
tax  for  the  year  in  question  under  the  provisions  of  sections  327  and 
328  of  the  Revenue  Act  of  1918. 

FINDINGS  OF  FACT. 

The  petitioner  corporation  was  organized  in  March,  1912,  to 
engage  in  the  cotton  warehousing  and  compressing  business  at  Pine 
Bluff,  Ark.  The  cotton  buyers  of  that  locality  were  responsible  for 
its  organization  and  they  subscribed  for  and  held  practically  all  of 
its  stock.  At  the  time  of  its  incorporation,  there  were  two  cotton 
compresses  and  storage  plants  at  Pine  Bluff.  Both  of  these  were 
owned  by  a  Missouri  corporation  which  operated  a  chain  of  such 
plants.  The  petitioner  began  its  operation  in  a  small  way  in  1912 
in  the  face  of  strong  competition.  Its  equipment  at  the  beginning 
was  limited  to  one  shed,  partly  covered.  From  the  date  of  organi¬ 
zation  to  the  end  of  the  calendar  year  1912,  the  business  suffered  a 
loss  of  $4,261,  but  during  the  next  calendar  year  there  was  a  net 
income  of  $9,670.53.  Additions  were  made  to  the  plant  from  time 
to  time  and  the  business  growth  continued  from  year  to  year. 

Some  time  prior  to  the  fiscal  year  1918-1919  (during  1917  or  the 
first  half  of  1918),  a  sprinkler  system  was  installed  at  a  total  cost 
of  $100,144.26.  This  was  the  first  sprinkler  system  installed  in  the 
State  of  Arkansas  by  a  cotton  compressing  and  warehouse  company. 
The  installation  of  the  sprinkler  system  reduced  the  fire  risk  and 
benefited  the  petitioner  in  the  following  manner. 

The  cost  of  fire  insurance  on  its  plant  and  equipment  was  reduced 
from  $4,023.85  and  $3,884.59  in  the  fiscal  years  ending  in  1915  and 
1916,  respectively,  to  $3,204.17  and  $2,121.76  for  the  fiscal  years  end- 
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ing  in  1917  and  1918,  respectively.  There  was  a  corresponding  reduc¬ 
tion  in  the  cost  of  fire  insurance  of  persons  storing  their  cotton  in 
petitioner’s  warehouse.  By  reason  of  this  reduction  in  fire  insurance 
premiums,  the  inducement  to  do  business  with  the  petitioner  was 
increased  and  competition  reduced,  and  the  sprinkler  fee  charged 
persons  patronizing  the  petitioner  became  an  added  source  of  income. 
The  taxable  income  of  the  petitioner  increased  from  $27,112.08  for 
the  calendar  year  1917,  and  $18,034.05  for  the  first  eight  months  of 
1918,  to  $55,985.08  for  the  fiscal  year  in  question,  which  was  the  first 
full  year  of  operation  with  the  sprinkler  system.  A  portion  of  this 
increase  and  taxable  income  was  due  to  a  50  per  cent  increase  in 
compressing  fees  which  took  effect  in  the  summer  of  1918. 

The  original  paid-in  capital  of  the  petitioner  amounted  to  $38,900, 
and  by  April,  1919,  by  the  issuance  of  various  stock  dividends,  the 
total  issued  capital  stock  amounted  to  $195,000,  and  at  the  close  of  the 
fiscal  year  ended  August  31,  1919,  there  was  a  net  deficit  in  surplus 
of  $38,862.62. 

The  officers  of  the  petitioner  consisted  of  the  president,  vice' 
president  and  secretary-treasurer.  From  the  date  of  incorporation 
through  the  year  in  question,  the  president  and  secretary-treasurer 
devoted  a  part  of  their  time  to  the  affairs  of  the  petitioner,  being 
paid  nominal  salaries  in  the  early  years  of  the  corporation’s  lifer 
and  salaries  totaling  $1,200  for  the  fiscal  year  in  question.  Three 
hundred  dollars  was  paid  to  the  secretary-treasurer  as  a  salary 
during  the  year  in  question.  The  president  of  the  petitioner  was 
instrumental  in  organizing  the  corporation  and  during  the  fiscal 
year  in  question  his  stockholdings  amounted  to  approximately  750 
shares  out  of  a  total  of  8,000  shares  then  outstanding  of  the  par 
value  of  $25  per  share.  The  president  of  the  petitioner  was  instru¬ 
mental  in  seeing  that  the  business  of  the  petitioner  was  operated  in 
an  efficient  manner  and  that  all  necessary  economies  were  practiced 
in  the  conduct  of  the  business.  He  owned  other  businesses,  including 
a  wholesale  grocery  business  located  at  Pine  Bluff,  Ark.,  and  was 
engaged  in  the  business  of  buying  and  selling  cotton,  with  offices  in 
Pine  Bluff  and  Little  Bock,  Ark.  The  secretarv-treasurer’s  stock- 
holdings  during  the  year  in  question  amounted  to  approximately 
1,400  shares.  In  the  early  years  of  the  petitioner’s  life,  he  super¬ 
vised  the  maintaining  of  books  of  account  of  the  petitioner  without 
compensation,  and  as  the  accounting  and  bookkeeping  needs  of  the 
petitioner  increased  in  later  years,  and  during  the  fiscal  year  in 
question,  there  were  employed  assistants  to  perform  the  detail  work, 
leaving  only  the  broad  supervisory  work  to  the  secretary-treasurer. 
In  addition  to  the  services  rendered  petitioner,  he  was  also  engaged 
in  operating  a  plantation  in  the  State  of  Arkansas.  During  the 
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taxable  year  in  question  petitioner  paid  wages  and  salaries  to  others 
than  officers  totaling  $74,800. 

When  cotton  was  placed  in  storage  the  charges  made  for  handling, 
storage,  and  compressing  of  the  cotton  were  not  collected  until  the 
cotton  was  shipped  upon  order  of  the  owner.  The  petitioner  main¬ 
tained  its  books  of  account  during  the  years  1912  and  1913  upon  the 
cash  receipts  and  disbursements  basis,  and  storage  charges  on  cotton 
placed  in  storage  prior  to  the  end  of  each  year  and  remaining  in 
storage  until  after  that  date  were  not  reflected  on  petitioner’s  books 
or  in  its  earnings.  The  audit  of  the  revenue  agent,  upon  which  the 
deficiency  in  question  is  based,  and  which  audit  was  introduced  in 
evidence  by  the  respondent,  without  objection,  states  that  the  peti¬ 
tioner  was  organized  in  March,  1912,  and  in  computing  the  war- 
profits  and  excess-profits  taxes  for  the  fiscal  year  in  question,  de¬ 
termines  the  prewar  credit  allowable  under  section  310  of  the 
Revenue  Act  of  1918,  as  follows : 


1912. 

1913. 

Net  income  for  each  prewar  year — Loss _  _ 

$4, 261.  00 

$9,  670.  53 
9,  670.  53 
9,  670.  53 
4,  835.  27 

Total _ * _ _ _ _ _ _ _ _ 

Net  total  for  1913 _ _ _ _ _ _ _ 

Average  net  income  for  prewar  period _ 

OPINION. 

Milliken  :  The  petitioner  alleges  abnormalities  within  the  mean¬ 
ing  of  section  327  (d)  of  the  Revenue  Act  of  1918.  That  subdivision, 
so  far  as  pertinent  to  this  appeal,  provides : 

Where  upon  application  by  the  corporation  the  Commissioner  finds  and  so 
declares  of  record  that  the  tax  if  determined  without  benefit  of  this  section 
would,  owing  to  abnormal  conditions  affecting  the  capital  or  income  of  the 
corporation,  work  upon  the  corporation  an  exceptional  hardship  evidenced 
by  gross  disproportion  between  the  tax  computed  without  benefit  of  this 
section  and  the  tax  computed  by  reference  to  the  representative  corporations 
specified  in  section  328.  This  subdivision  shall  not  apply  to  any  case  (1)  in 
which  the  tax  (computed  without  benefit  of  this  section)  is  high  merely 
because  the  corporation  earned  within  the  taxable  year  a  high  rate  of  profit 
upon  a  normal  invested  capital,  *  *  *. 

The  conditions  which  the  petitioner  contends  bring  it  within  the 
purview  of  this  subdivision  are  as  follows : 

1.  Installation  of  sprinkler  system  in  its  plant  prior  to  the  taxable 
year,  which  resulted  in  unusual  profits  within  the  year. 

2.  Low  salaries  paid  to  its  officers  during  the  fiscal  year. 

3.  The  income  for  prewar  years  was  abnormal  as  1912  was  the 
year  of  organization  and,  as  the  cash  receipts  and  disbursements 
basis  was  used  in  reporting  income  for  the  year  1913,  income  actually 
earned  was  not  reflected. 
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The  grounds  upon  which  the  petitioner  requests  consideration 
under  sections  327  and  328  of  the  Revenue  Act  of  1918  will  be  dis¬ 
cussed  in  the  order  named. 

1.  In  the  findings  of  fact  we  have  set  forth  in  some  detail  the 
advantages  resulting  from  the  installation  of  the  sprinkler  system. 
There  is  no  doubt  that  such  installation  reduced  competition  in  the 

\  vicinity  in  which  petitioner  operated  and  that  the  same  was  largely 
responsible  for  profits  earned  during  the  fiscal  3/ear  in  question. 
It  is  manifest,  however,  that  it  was  not  the  intent  of  Congress  to 
give  relief,  by  means  of  special  assessment,  to  a  taxpayer  solely 
on  the  ground  that  it  earned  large  profits.  There  is  no  contention 
that  the  invested  capital  of  the  petitioner  can  not  be  satisfactorily 
determined,  and  it  is  admitted  that  petitioner  took  and  has  been 
allowed  adequate  depreciation  during  the  fiscal  year  in  question  on 
the  sprinkler  system  installed.  The  installation  of  the  sprinkler 
system  did  not  create  an  unusual  condition  affecting  either,  income 
or  capital  and  resulted  in  no  abnormality  justifying  consideration 
for  special  assessment. 

2.  The  second  alleged  abnormality  affecting  net  income  is  that 
the  income  of  the  petitioner  is  increased  for  the  period  in  question 
by  reason  of  low  salaries  paid  to  its  officers.  We  have  no  evidence 

I  before  11s  as  to  whether  the  salaries  paid  by  the  petitioner  were  lower 
than  those  paid  by  representative  concerns  engaged  in  the  same  line 
of  business,  and  the  Board  is  not  in  possession  of  information  which 
would  enable  it  to  determine  whether  the  salaries  paid  were  lower 
in  comparison  with  salaries  paid  by  similar  concerns.  This  is  not  a 
case  where  all  the  stock  was  owned  by  members  of  a  family,  as  in 
Appeal  of  Yale  Brevda  Paper  Box  Mfg.  Co.,  2  B.  T.  A.  900,  or 
where  all  the  stock  was  owned  by  the  officers  of  the  corporation, 
as  in  Appeal  of  Sol  Franhel,  Inc.,  3  B.  T.  A.  494.  In  the  case  at 
bar  the  officers  owned  approximately  25  per  cent  of  the  stock  of 
the  petitioner  and  the  salaries  may  have  represented  what  the  cor¬ 
poration  determined  to  be  adequate  for  services  rendered.  It  is  to 
be  noted  from  the  findings  of  fact  that  the  president  of  petitioner 
was  activety  engaged  in  conducting  the  affairs  of  two  other  con¬ 
cerns.  He  devoted  only  a  part  of  his  time  to  the  conduct  of  the 
affairs  of  the  petitioner.  In  addition  the  petitioner  paid  wages  and 
salaries  to  other  than  officers  totaling  $74,800  during  the  period  in 
controversy.  The  secretary-treasurer,  who  owned  1,400  shares  of 
stock,  devoted  only  a  part  of  his  time  to  the  affairs  of  the  petitioner, 
and  it  is  set  forth  in  the  findings  of  fact  that  his  duties  for  the 
years  in  question  were  only  supervisory  and  that  he  was  also  en¬ 
gaged  in  the  operation  and  management  of  a  plantation  during  the 
fiscal  year  in  question.  The  petitioner  also  had  a  vice  president, 
but  the  record  is  silent  as  to  his  duties  or  the  salary  paid  him  during 
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the  year  in  question.  For  the  several  reasons  given  we  must  con¬ 
clude  that  the  petitioner’s  claim  on  this  point  does  not  represent 
an  abnormality  justifying  consideration  under  sections  327  and  328 
of  the  Revenue  Act  of  1918. 

3.  The  petitioner  alleges  an  abnormality  in  the  determination  of 
prewar  income.  The  period  from  March,  1912,  to  the  close  of  that 
calendar  year  can  not  be  considered  in  connection  with  determination 
of  prewar  net  income,  as  it  is  clearly  eliminated  as  a  prewar  year 
by  the  express  terms  of  section  310  of  the  Revenue  Act  of  1918, 
which  provides  as  follows : 

That  as  used  in  this  title  the  term  “  prewar  period  ”  means  the  calendar 
years  1911,  1912,  and  1913,  or,  if  a  corporation  was  not  in  existence  during  the 
whole  of  such  period,  then  as  many  of  such  years  during  the  whole  of  which 
the  corporation  was  in  existence. 

See  also  article  771  of  Regulations  45. 

It  will  be  observed  that  the  plain  words  of  the  statute  permit  us 
too  treat  only  the  year  1913  as  a  prewar  year  in  the  instant  case. 
With  respect  to  the  calendar  year  1913,  the  petitioner  claims  that 
charges  actually  earned  within  that  year  were  not  included  for  the 
reason  that  the  charge  earned  on  certain  cotton  in  storage  during 
that  year  was  not  collected  until  after  the  close  of  the  year  and 
was  not  included  in  the  income  for  the  calendar  year  1913  because 
the  books  of  account  were  maintained  upon  a  cash  receipts  and  dis¬ 
bursements  basis.  No  basis  other  than  a  cash  receipts  and  disburse¬ 
ments  basis  was  permitted  for  the  computation  of  income  during  the 
year  1913,  and  the  prewar  years  are  calendar  years  by  express  statu¬ 
tory  enactment.  Nor,  in  the  instant  case,  are  we  informed  as  to 
what  charges  earned  during  the  calendar  year  1912  are  included 
in  the  income  for  the  calendar  year  1913,  so  that  perchance  the 
charges  for  1912  paid  in  1913  may  have  a  compensating  effect  for 
charges  earned  in  the  year  1913  and  paid  in  the  year  1914,  and  that 
such  compensating  effect  may  remove  any  abnormality  that  existed 
in  income  for  the  year  1913.  Under  such  a  state  of  facts  we  can  not 
assume  abnormality  existed  for  the  prewar  year  justifying  considera¬ 
tion  for  special  assessment. 

As  set  out  in  the  findings  of  fact,  the  audit,  upon  which  the  de¬ 
ficiency  in  question  is  based,  shows  the  corporation  was  organized  in 
March,  1912,  yet  it  takes  one-half  of  the  net  income  of  1913  to 
determine  the  allowable  prewar  credit.  In  view  of  the  provisions 
•of  section  310,  such  a  computation  is  erroneous  and  should  be  cor¬ 
rected  to  show  a  prewar  credit  in  the  amount  of  $9,670.53. 

Judgment  will  be  entered  on  15  days ’  notice , 
under  Rule  50. 
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Appeal  of  H.  J.  Schlesinger. 

Docket  No.  6339.  Promulgated  December  23,  1926. 

Deductions  allowed  under  section  214(a)  of  the  Revenue  Act  of 
1921,  but  not  connected  with  the  trade  or  business  regularly  carried 
on  by  the  taxpayer  and  not  specially  considered  in  the  method  of 
calculation  of  the  “net  loss,”  as  set  out  in  section  204(a)  of  the 
same  Act,  must  be  subtracted  from  the  total  deductions  allowed 
under  section  214(a)  before  the  calculation  is  made,  so  that  the 
result  of  the  calculation  will  be  the  “  net  loss  ”  defined  in  section 
204(a)  of  the  Act. 

Charles  F.  Fawsett ,  Esq .,  for  the  petitioner. 

Robert  A.  Littleton ,  Esq .,  for  the  Commissioner. 

A  deficiency  of  $344.09  individual  income  tax  for  the  year  1923 
resulted  from  the  Commissioner’s  reduction  of  the  petitioner’s  1922 
loss  in  applying  section  204  of  the  Revenue  Act  of  1921,  as  inter¬ 
preted  by  article  1601  of  Regulations  62. 

FINDINGS  OF  FACT. 

The  petitioner  in  the  year  1922  had  a  gross  income  of  $127,876.27. 
Of  this  amount  $49,107.30  was  income  derived  from  a  trade  or  busi¬ 
ness,  and  $78,768.97  was  derived  from  sources  not  connected  with  a 
trade  or  business.  His  deductions  under  section  214(a)  of  the  Reve¬ 
nue  Act  of  1921  amounted  to  $168,943.39.  Of  this  amount  $77,874.16 
was  deducted  for  expenses  of  the  business  (farming)  regularly  car¬ 
ried  on  by  the  taxpayer,  $82,312.82  was  deducted  for  taxes  (inheri¬ 
tance)  paid,  $6,998.60  was  deducted  for  interest  paid  (not  connected 
with  the  business  of  farming),  and  the  balance,  $1,757.81,  was  de¬ 
ducted  as  a  loss  (not  sustained  in  farming). 

In  computing  the  tax  upon  the  income  for  the  year  1923  the  Com¬ 
missioner  refused  to  allow  a  net  loss  for  the  year  1922  under  the 
provisions  of  section  204(a)  of  the  Revenue  Act  of  1921. 

OPINION. 

Murdock:  We  are  satisfied  that  article  1601  of  Regulations  62 
is  not  in  accordance  with  section  204(a)  of  the  Revenue  Act  of  1921, 
because  the  article  gives  a  double  effect  to  deductible  losses  not 
sustained  in  a  trade  or  business  regularly  carried  on  by  the  taxpayer. 
This  double  effect  is  not  authorized  or  intended  under  section  204(a). 
The  difficulty,  however,  is  to  make  a  calculation  which  is  in  ac¬ 
cordance  with  this  section  and  which  will  stand  the  test  in  every 
case.  If  there  is  a  possible  interpretation  of  the  Act  which  will 
give  effect  to  the  intent  of  Congress,  of  course  it  is  our  duty  to 
adopt  such  an  interpretation. 
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This  section  of  the  Act  reads  as  follows : 

Sec.  204.  (a)  That  as  used  in  this  section  the  term  “net  loss”  means  only 
net  losses  resulting  from  the  operation  of  any  trade  or  business  regularly 
carried  on  by  the  taxpayer  (including  losses  sustained  from  the  sale  or  other 
disposition  of  real  estate,  machinery,  and  other  capital  assets,  used  in  the 
conduct  of  such  trade  or  business)  ;  and  when  so  resulting  means  the  excess 
of  the  deductions  allowed  by  section  214  or  234.  as  the  case  may  be,  over  the 
sum  of  the  following:  (1)  the  gross  income  of  the  taxpayer  for  the  taxable 
year,  (2)  the  amount  by  which  the  interest  received  free  from  taxation  under 
this  title  exceeds  so  much  of  the  interest  paid  or  accrued  within  the  taxable 
year  on  indebtedness  as  is  not  permitted  to  be  deducted  by  paragraph  (2) 
of  subdivision  (a)  of  section  214  or  by  paragraph  (2)  of  subdivision  (a)  of 
section  234,  (3)  the  amount  by  which  the  deductible  losses  not  sustained  in 
such  trade  or  business  exceed  the  taxable  gains  or  profits  not  derived  from 
such  trade  or  business,  (4)  amounts  received  as  dividends  and  allowed  as  a 
deduction  under  paragraph  (6)  of  subdivision  (a)  of  section  234,  and  (5)  so 
much  of  the  depletion  deduction  allowed  with  respect  to  any  mine,  oil  or 
gas  well  as  is  based  upon  discovery  value  in  lieu  of  cost. 

In  the  first  part  of  the  section  Congress  said  that  “  net  loss  ”  means 
only  net  losses  resulting  from  the  operation  of  any  trade  or  business 
regularly  carried  on  by  the  taxpayer.  In  the  latter  part  of  the  same 
section  Congress  indicated  a  calculation  or  a  method  of  arriving  at 
such  net  loss,  “  when  so  resulting."  By  this  method  Congress  in¬ 
dicated,  among  other  things,  the  effect  which  it  intended  that  de¬ 
ductible  losses  not  sustained  in  such  trade  or  business,  and  taxable 
gains  or  profits  not  connected  with  such  trade  or  business,  should 
have  upon  the  net  loss  resulting  from  the  operation  of  the  trade  or 
business  regularly  carried  on  by  the  taxpayer.  Bear  in  mind  that 
in  this  case  we  are  concerned  with  an  individual,  and  as  deductible 
losses  not  sustained  in  such  trade  or  business  are  included  in  the 
deductions  allowed  by  section  214,  and,  as  taxable  gains  or  profits 
not  derived  from  such  trade  or  business  are  included  in  gross  in¬ 
come,  “  (3)  ”  of  the  method  indicated  in  the  section  of  the  Act  so 
functions  or  operates  that,  should  the  taxable  gains  or  profits  not 
derived  from  such  trade  or  business  exceed  the  amount  of  the  de¬ 
ductible  losses  not  sustained  in  such  trade  or  business,  the  “  net 
loss  ”  will  be  decreased  in  the  exact  amount  of  the  excess,  and,  where 
that  excess  is  greater  than  the  loss  from  the  operation  of  the  business, 
there  will  be  no  “  net  loss.*’ 

Thus  “  (3)  ”  carries  out  the  intent  of  Congress  in  regard  to  losses 
deductible  under  section  214(a)  but  not  connected  with  the  trade  or 
business  of  the  taxpayer.  As  a  result  of  it  a  net  loss  from  the 
operation  of  a  trade  or  business  regularly  carried  on  by  the  taxpayer 
may  never  be  increased  by  deductible  losses  outside  of  that  business, 
but  will  be  decreased  by  any  excess  of  outside  profits  or  gains  over  de- 
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ductible  losses  sustained  outside  of  such  business;  “  (2)  ”  functions 
in  much  the  same  way  in  regard  to  certain  interests;  “  (4)  ”  and 
“  (5)  ”  serve  a  similar  purpose  in  regard  to  other  deductions.  But 
what  is  the  situation  in  regard  to  that  portion  of  the  taxes  deductible 
under  section  214(a)(3),  of  the  debts  deductible  under  section  214 
(a)  (7),  of  the  contributions  or  gifts  deductible  under  section  214(a) 
(11),  and  of  any  other  deductions  under  section  214(a),  which  the 
section  204(a)  calculation  does  not  obviously  take  care  of — all  of 
which  deductions  are  in  no  way  connected  with  the  trade  or  business 
regularly  carried  on  by  the  taxpayer?  We  are  speaking  about  that 
portion  only  of  these  deductions  which  is  in  no  way  connected  with 
the  taxpayer’s  regular  trade  or  business. 

One  interpretation  of  section  204(a)  would  be  to  consider  “  deduc¬ 
tions  ”  and  “  deductible  losses  ”  as  equivalent.  If  we  can  do  this, 
the  method  prescribed  in  the  Act  is  all-inclusive,  and  in  every  case 
will  determine  whether  or  not  there  is  a  “  net  loss,”  if  the  indicated 
calculation  is  made.  The  difficulty  which  arises  when  there  are 
taxes,  debts,  contributions,  etc.,  not  connected  with  the  business  is 
thus  avoided  because  they  are  deductions  equivalent  to  deductible 
losses  and  under  “  (3)  ”  are  given  the  effect  which  Congress  intended 
they  should  have  upon  “net  loss.” 

Our  objection  to  this  solution  is  that  it  does  not  give  any  effect 
to  the  words  “  when  so  resulting,”  which  appear  in  this  section  of 
the  Act.  It  holds  that  the  “  net  loss,”  as  defined  in  the  first  clause 
of  section  204(a),  will  be  determined  in  every  case  if  the  calculation 
in  the  remainder  of  section  204(a)  is  carried  out.  It  assumes  that 
the  Act  would  have  been  just  the  same  if  the  words  “  when  so  re¬ 
sulting  ”  had  been  omitted.  If  deductible  losses  are  equivalent  to 
deductions,  why  did  Congress  deem  it  advisable,  when  framing  this 
section  of  the  Act  on  deductions,  to  mention,  in  addition  to  three 
kinds  of  losses ,  taxes,  debts,  and  contributions?  We  think  that  taxes, 
debts,  and  contributions,  which  may  be  deducted  under  section 
214(a),  are  essentially  different  from  any  losses  deductible  there¬ 
under  and  are  not  losses  in  any  sense  of  the  word.  Another  objec¬ 
tion  is  apparent  in  the  instant  case,  where  this  interpretation  would 
allow  the  taxpayer  a  net  loss  of  $28,766.86,  which  would  have  been 
decreased  and  wiped  out  by  an  excess  of  taxable  gains  outside  of  the 
regular  business  over  outside  losses  had  it  not  happened  that  in  this 
particular  year  this  taxpayer  paid  a  large  inheritance  tax  which,  as 
a  “  deductible  loss,”  stepped  in  and  prevented  the  cancellation.  Con¬ 
sidering  the  whole  section,  we  do  not  think  that  such  was  the  intent 
of  Congress. 

There  is  another  and  more  reasonable  interpretation  which  avoids 
these  absurdities  and  gives  meaning  to  the  words  “  when  so  result- 
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mg.”  In  it  we  hold  that  the  specific  provisions  of  the  calculation 
indicated  in  the  latter  part  of  the  section  are  only  applied  in  any 
given  case  in  connection  with  the  general  provisions  of  the  definition 
in  the  first  part  of  the  section,  and  it  is  only  after  consideration 
of  both  of  these  parts  of  the  section  that  we  get  the  true  “  net  loss  ” 
as  intended  by  Congress.  The  remainder  of  section  204  is  inappli¬ 
cable  if  the  “  net  loss  ”  results  from  something  other  than  the  opera¬ 
tion  of  such  trade  or  business.  We  do  not  assume  that  deductible 
losses  and  deductions  are  equivalent.  Deductible  taxes,  debts,  and 
contributions  not  connected  with  the  trade  or  business  regularly  car¬ 
ried  on  by  the  taxpayer  will  not  receive  consideration  under  “  (3),” 
and  it  is  apparent  that  they  will  not  be  given  any  effect  at  any  other 
place  in  the  prescribed  calculation.  However,  it  does  not  follow  that 
the  effect  upon  “  net  loss,”  which  Congress  intended  they  should  have, 
can  not  be  given  by  the  application  of  a  common  sense  rule. 

When  a  net  loss  is  claimed  and  when,  and  only  when,  there  are 
losses  shown  on  the  return  from  the  operation  of  a  trade  or  business 
regularly  carried  on  by  the  taxpayer,  we  first  subtract  from  the 
deductions  allowed  by  section  214(a)  those  portions  of  taxes,  debts, 
gifts,  and  contributions,  which  have  no  connection  with  the  business 
but  which  are  included  in  the  total  deduction,  and  then  proceed  with 
the  calculation  indicated  in  section  204(a)  to  arrive  at  the  “net 
loss.”  Effect  has  thus  been  given  to  all  parts  of  the  section.  If  the 
return  does  not  show  a  loss  from  the  operation  of  a  trade  or  busi¬ 
ness  regularly  carried  on,  then  there  can  be  no  net  loss,  and  it  makes 
no  difference  that  the  entire  return  may  show  a  loss,  since  we  are 
not  concerned  with  that  loss  which  may  have  resulted  from  the  de¬ 
duction  of  taxes,  debts,  and  contributions  not  connected  with  the 
regular  trade  or  business,  deductible  losses  not  sustained  in  such  trade 
or  business  in  excess  of  taxable  profit  not  derived  from  such  trade  or 
business,  interest,  or  from  some  other  deduction. 

Under  this  interpretation  it  will  be  noted  that  the  excess  of  tax¬ 
able  gains  or  profits  outside  the  business  over  deductible  losses  out¬ 
side  the  business  decreases  and,  if  large  enough,  wipes  out  the  loss 
from  the  business  regularly  carried  on,  and  it  is  not  prevented  from 
so  doing  by  the  fact  that  in  the  same  year  the  taxpayer  may  have 
paid  an  inheritance  tax,  charged  off  bad  debts,  or  made  gifts  or  con¬ 
tributions  all  of  which  were  deductible,  but  had  no  connection  with 
the  trade  or  business  regularly  carried  on.  This  is  the  only  case  in 
which  this  interpretation  gives  a  different  result  from  the  inter¬ 
pretation  which  we  first  discussed. 

When  there  are  losses  shown  on  the  return,  we  must  first  inquire 
whether  these  losses  are  the  net  losses  defined  in  the  first  part  of 
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section  204(a),  or  whether  they  are  due  to  the  deduction  of  taxes,, 
debts,  or  contributions  which  had  no  connection  with  the  business. 
If  it  appears  that  the  losses  are  due  entirely  to  the  deduction  of  such 
taxes,  debts,  or  contributions,  we  have  arrived  at  the  answer  to  our 
problem,  which  is  that  there  is  no  “  net  loss.”  In  some  close  cases 
it  may  be  necessary  to  eliminate  these  taxes,  debts,  gifts,  and  contri¬ 
butions  and  then  to  apply  the  calculation  indicated  in  the  Act  to 
see  if  there  is  a  u  net  loss.”  These  taxes,  debts,  gifts,  and  contribu¬ 
tions  can  be  subtracted  from  the  deductions  allowed  by  section  214(a) 
before  the  calculation  is  made  or  subtracted  afterwards  from  the 
answer.  In  either  case  the  result  is  the  same.  We  think  that  this 
interpretation  is  reasonable  and  that  it  carries  out  the  intent  of 
Congress.  If  there  is  a  net  loss 'resulting  from  the  operation  of  any 
trade  or  business  regularly  carried  on  by  the  taxpayer,  that  net  loss 
is  determined  by  this  method.  If  the  loss  as  shown  by  the  return  re¬ 
sults  from  something  other  than  such  trade  or  business,  by  this 
method  no  “  net  loss  ”  results. 

In  the  instant  appeal  the  petitioner’s  loss  was  partly  due  to  the 
payment  of  an  inheritance  tax  of  $82,312.82.  If  he  had  not  paid  this 
inheritance  tax  in  this  particular  year  he  would  not  have  had  a  “  net 
loss  ”  for  the  year  1922,  and  therefore  in  this  case  it  is  not  necessary 
to  make  the  calculation,  but  if  the  calculation  is  made  the  result  is 
the  same — there  is  no  “  net  loss.” 

The  reason  that  the  petitioner  does  not  have  a  “  net  loss  ”  is  that 
the  loss  which  resulted  from  his  farming  operations  was  overcome 
and  wiped  out  by  the  excess  of  his  taxable  gains  outside  of  that 
business  over  his  deductible  losses  outside  of  that  business.  It  is  a 
mere  incident  that  in  this  year  he  paid  inheritance  taxes,  and  Con¬ 
gress  never  intended,  by  section  204(a)  of  the  Revenue  Act  of  1921, 
that  a  loss  in  one  year  due  to  such  a  cause  should  be  carried  over  as 
a  net  loss  in  the  following  year. 

Judgment  will  be  entered  for  the  Cornmis- 
sioner. 

Trussell  dissents. 


Buffalo  Forge  Co.  and  Buffalo  Steam  Pump  Co.,  Petitioners, 
v.  Commissioner  of  Internal  Revenue,  Respondent. 

Docket  No.  3170.  Promulgated  December  23,  1926. 

1.  Expenditures  over  the  years  1909  to  1913  properly  applicable 
to  the  cost  of  perfecting  and  developing  a  patent  determined  and 
allowed  as  a  deduction  from  the  sales  price  of  the  patent  in  1917 
for  the  purpose  of  determining  the  gain  or  loss  upon  such  sale. 
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2.  Interest  paid  by  a  subsidiary  upon  its  indebtedness  to  tlie 
parent  should  be  excluded  as  a  deduction  by  tlie  subs.diary  and 
from  income  of  the  parent,  in  determining  consolidated  invested 
capital  for  the  purpose  of  the  1917  excess-profits  tax,  and  the 
amount  of  the  indebtedness  of  the  subsid  ary  to  the  parent  in 
excess  of  the  amount  of  the  indebtedness  on  which  it  was  entitled 
to  deduct  interest  paid  for  income-tax  purposes  under  Title  I  of 
the  Revenue  Act  of  1917  was  not  a  proper  item  to  be  included  in 
computing  consolidated  invested  capital. 

FI.  A.  M  thills,  C.  P.  A.,  for  the  petitioners. 

L.  L.  Flight,  Esq.,  for  the  respondent. 

The  Commissioner  determined  deficiencies  in  income  and  profits 
taxes  in  the  amounts  of  $30,876.06  and  $75,203.67  for  the  calendar 
years  1917  and  1918,  respectively,  and  $5,011.57  for  the  eleven-month 
period  ending  November  30,  1919. 

The  issue  relating  to  the  deduction  for  amortization  of  war  facili¬ 
ties  for  1918  and  1919  having  been  eliminated  by  stipulation,  the 
petitioners  claim,  first,  that  the  Commissioner  erred  in  his  determina¬ 
tion  of  a  profit  of  $95,000  on  the  sale  for  $115,000  in  1917  of  the 
English  rights  to  certain  patents  acquired  prior  to  March  1,  1913, 
and  certain  improvements  thereon;  secondly,  that  the  Commissioner 
erred  in  deducting  from  the  consolidated  net  income  for  excess- 
profits-tax  purposes  for  1917  the  amount  of  $3,218.88,  representing 
interest  paid  by  the  Buffalo  Steam  Pump  Co.,  a  subsidiary  of  the 
Buffalo  Forge  Co.,  in  excess  of  the  amount  of  the  interest  which  the 
Buffalo  Steam  Pump  Co.  was  entitled  to  deduct  in  determining  net 
income  under  section  12(a)  Third  of  the  Revenue  Act  of  1916,  as 
amended  by  section  1207  of  the  Revenue  Act  of  1917,  and  that  the 
Commissioner  should  have  included  in  consolidated  invested  capital 
the  amount  of  $70,802.04,  representing  the  amount  of  the  indebted-  • 
ness  of  the  Buffalo  Steam  Pump  Co.  to  the  Buffalo  Forge  Co.  on 
which  the  former  was  not  entitled  to  deduct  interest  paid. 

FINDINGS  OF  FACT. 

The  Buffalo  Forge  Co.,  hereinafter  referred  to  as  the  petitioner, 
and  its  subsidiary,  the  Buffalo  Steam  Pump  Co.,  are  New  Fork 
corporations  with  principal  office  at  Buffalo. 

In  1887,  William  S.  and  Henry  W.  Wendt,  brothers,  formed  a 
partnership  and  began  the  manufacture  of  heating  and  ventilating 
apparatus,  portable  forges,  drills,  punches,  shears,  and  blowers.  In 
1901  the  business  was  incorporated  and  in  1905  the  company 
acquired  the  Buffalo  Steam  Pump  Co.,  which  was  engaged  in  the 
manufacture  of  similar  articles. 
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The  petitioner’s  operations  were  originally  commenced  under  a 
patent,  and  a  number  of  inventions  were  subsequently  developed  and 
patented.  No  separate  cost  records  were  ever  maintained  with 
respect  to  experimental  and  development  work  in  connection  with 
these  various  patents.  Labor  and  material  costs,  as  well  as  all 
expenses,  were  absorbed  in  general  operating  costs,  no  portion  there¬ 
of  being  capitalized  upon  the  books  of  account. 

In  1907,  James  H.  Van  Deventer,  an  experienced  mechanical  engi¬ 
neer,  became  associated  with  the  petitioner  as  general  superintend¬ 
ent.  Soon  thereafter  he  conceived  the  idea  of  a  compact  spiro 
turbine  engine,  having  one  or  more  pairs  of  rotors,  each  having  a 
plurality  of  spirally  disposed  and  intermeshing  tooth  blades  and 
propelled  by  steam,  compressed  air,  or  fluid.  In  the  latter  part  of 
1908  the  petitioner  acquired  the  necessary  tools  and  materials  and 
began  the  development  of  this  device  through  the  manufacture  of  - 
models.  Applications  for  letters  patent  were  promptly  filed  and 
patents  were  granted  by  Great  Britain  on  May  25,  1911,  and  by  the 
United  States  on  June  27,  1911.  During  1909  two  men  in  addition 
to  Van  Deventer  and  Weidenbach,  superintendent  of  the  tools  shops, 
who  devoted  a  great  deal  of  their  time  to  this  work,  were  employed 
exclusively  in  the  work  of  developing  this  invention.  The  cost 
hereinafter  shown  for  materials  and  labor  in  the  perfection  and 
development  of  the  spire  turbine  engine  includes  only  compensation 
paid  to  workmen  engaged  exclusively  in  the  development  of  this 
patent  and  does  not  include  any  compensation  for  Van  Deventer  or 
Weidenbach,  nor  does  it  include  any  amount  paid  for  draftsmen, 
pattern  makers,  or  to  any  one  whose  time  was  not  devoted  exclusively 
to  the  development  of  this  invention. 

During  the  years  1909  to  1913  petitioner  expended  for  materials, 
labor  and  experimental  work  in  perfecting  and  developing  the  spiro 
turbine  engine  a  total  of  $61,850,  as  follows : 


Year. 

Amount. 

1909 

Material..  . .  .  . . . .  .  _  _  _ _ 

$300.  00 
1,  200.  00 
1,  200.  00 
8,  200.  00 
3,  000.  00 
23,  850.  00 
2,  500.  00 
21,350.00 
250.  00 

1910 

Labor — 2  men.  _  _  ..  _  _ _  .  _  _ _ 

Material _ _ _ _  _  _ _ _  _ 

1911 

Labor,  9  men _ _  _  .  _  _  _ 

Material . . .  .  _  _  . 

1912-1913  . 

Labor,  26  men _ _ _ _ _ _ 

Material..  . . . . .  .  .  _ 

1913. . 

Labor,  26  men _ _  .  .  .  . .  . . .  . . 

Experimental  tests . 

Total _ 

61,850.00 

The  manufacturing  or  overhead  expense,  not  including  administra¬ 
tive,  general  or  selling  expense,  represented  an  average  of  61.8  per 
cent  of  the  total  labor  for  the  years  1909  to  1913.  The  total  cost 
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of  labor  included  in  the  development  cost  of  the  patented  spiro 
turbine  was  $54,060,  to  which  should  be  added  $33,742.80,  representing 
overhead  expense  properly  allocable  to  the  development  of  this 
invention  computed  upon  the  basis  of  61.8  per  cent.  The  total  cost 
of  the  patent  was  therefore  $95,592.80. 

The  patent  granted  in  1911,  which  covered  the  principle  of  the 
spiro  turbine  engine,  was  assigned  by  Van  Deventer  to  the  petitioner. 
Thereafter,  between  1911  and  1913,  patents  on  improvements  were 
granted  on  applications  of  Van  Deventer,  as  assignor  to  the  Buffalo 
Forge  Co. 

In  1912  various  experiments  and  tests  as  to  the  use  of  the  spiro 
turbines  in  the  operation  of  coal-cutting  machinery  and  for  other 
purposes  were  made  and  the  invention  was  found  to  be  thoroughly 
practicable  and  efficient,  particularly  in  the  operation  of  coal-cutting 
machinery  in  use  in  the  coal  mining  industry.  In  that  year  the 
petitioner  acquired  information  as  to  the  probable  demand  existing 
in  the  English  market  for  an  engine  of  this  type  in  the  operation 
of  coal-cutting  machinery  in  the  gaseous  mines  of  that  country. 
The  first  engine  under  this  patent  was  sold  in  January,  1913,  for 
$400.  Subsequent  sales  were  made  at  $350  each.  The  cost  of  produc¬ 
ing  the  engine  was  approximately  $175,  so  that  upon  each  engine 
sold  a  profit  of  approximately  $175  was  realized.  The  sales  of  the 
spiro  turbine  engine  in  1913  amounted  to  $1,775,  and  the  sales 
gradually  increased  thereafter  with  the  result  that  in  1917,  when 
the  English  rights  under  the  patents  were  sold,  the  annual  sales 
amounted  to  $90,000.  Practically  all  sales  had  been  made  to  Ameri¬ 
can  concerns  who,  in  turn,  sold  the  engine  in  the  English  market. 
No  sales  of  the  spiro  turbine  engine  were  made  b}r  the  petitioner  from 
the  date  of  the  sale  of  the  English  rights  of  the  patents  to  and 
including  1920.  One  thousand  and  fifty  dollars  was  received  from 
the  sale  of  parts.  In  computing  the  gain  upon  the  sale  of  the 
English  rights  under  the  patents,  the  Commissioner  determined  that 
the  patent  had  no  fair  market  price  or  value  on  March  1, 1913.  How¬ 
ever,  the  Commissioner  deducted  from  the  sales  price  the  amount 
of  $20,000,  representing  an  expenditure  by  the  petitioner  in  1917  in 
clearing  the  title  to  the  British  patent,  thereby  determining  a  profit 
of  $95,000  upon  the  sale  of  the  patents  in  1917  for  $115,000. 

The  Commissioner  disallowed  a  deduction  from  1917  taxable  in¬ 
come  of  $3,218.88,  representing  interest  for  that  year  upon  $70,802.04, 
the  excess  of  the  indebtedness  of  the  Buffalo  Steam  Pump  Co.  to 
the  petitioner  upon  which  it  was  entitled  to  a  deduction  for  interest 
paid  under  section  12  (a)  Third  of  the  Revenue  Act  of  1916,  as 
amended  by  section  1207  of  the  Revenue  Act  of  1917.  In  determin¬ 
ing  the  consolidated  net  income  for  the  purpose  of  the  excess-profits 
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tax,  the  Commissioner  deducted  therefrom  the  above  mentioned 
amount  of  $3,218.88  and  declined  to  include  in  the  consolidated 
invested  capital  the  amount  of  $70,802.04. 

OPINION. 

Littleton:  Petitioner  claims  (1)  that  the  fair  market  price  or 
value  of  the  English  rights  of  the  patent  on  March  1,  1913,  was 
$150,000,  and  that  it  therefore  derived  no  taxable  gain  from  the  sale 
thereof  in  1917 ;  (2)  that  in  the  event  the  Board  does  not  agree 
with  it  as  to  the  March  1,  1913,  value,  the  cost  of  $95,592.80  properly 
applicable  to  the  development  and  perfection  of  the  patent  should 
be  considered  and  deducted  from  the  sales  price  in  determining  gain 
or  loss  in  1917. 

Considerable  testimony  was  given  as  to  the  probable  future  earn¬ 
ings  anticipated  on  March  1,  1913,  from  the  sale  of  the  patented 
spiro  turbine  engine  predicated  primarily  upon  information,  which 
has  not  been  shown  to  have  been  very  definite,  as  to  the  probable 
number  of  engines  that  petitioner  might  be  able  to  sell  for  shipment 
into  England.  The  Board  is  unable  to  make  a  finding  that  the 
patent  had  a  fair  market  price  or  value  on  March  1,  1913. 

The  evidence  as  to  the  amounts  expended  between  1909  and  1913 
in  perfecting  and  developing  the  patent  is  clear  and  convincing, 
and  we  are  satisfied  therefrom  that  the  petitioner  expended  for  ma¬ 
terials  and  labor  properly  applicable  to  the  work  of  perfecting  and 
developing  this  patent  the  amount  of  $95,592.80,  as  hereinbefore 
set  forth.  This  amount,  less  proper  exhaustion  from  the  date  of 
expenditure  at  the  rate  of  one-seventeenth  per  annum  from  1911, 
should  therefore  be  deducted  from  the  sales  price  in  1917  in  addition 
to  the  $20,000  allowed  by  the  Commissioner. 

In  determining  consolidated  net  income  for  1917  for  the  purpose 
of  the  income  tax,  the  Commissioner  disallowed  as  a  deduction 
$3,218.88,  representing  interest  on  $70,802.04,  the  amount  in  excess 
of  the  limitation  of  indebtedness  for  which  the  Buffalo  Steam  Pump 
Co.,  subsidiary,  could  deduct  interest  under  the  provisions  of  sec¬ 
tion  12  (a)  Third  of  the  Revenue  Act  of  1916,  as  amended  by  section 
1207  (1)  of  the  Revenue  Act  of  1917.  This  disallowed  interest  was 
paid  to  the  Buffalo  Forge  Co.,  parent.  In  determining  consolidated 
net  income  for  excess-profits-tax  purposes  under  section  206  of  Title 
II  of  the  Revenue  Act  of  1917,  the  Commissioner  deducted  there¬ 
from  the  amount  of  $3,218.88,  the  excess  of  the  interest  allowable  as 
a  deduction  under  Title  I  of  the  Revenue  Act  of  1916,  as  amended 
by  the  Revenue  Act  of  1917.  The  petitioner  claims  that  this  action 
of  the  Commissioner  was  incorrect  under  the  provisions  of  section 
206  (c),  Title  II,  of  the  Revenue  Act  of  1917,  and  that  the  excess 


952 


5  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(947) 


interest  of  $3,218.88  should  not  have  been  deducted  from  consolidated 
net  income  for  invested  capital  purposes,  but  that  the  amount  of 
$70,802.04,  the  indebtedness  of  the  Buffalo  Steam  Pump  Co.,  sub¬ 
sidiary,  on  which  it  was  not  entitled  to  deduct  interest  paid  to  the 
parent  company,  should  have  been  included  in  computing  the  con¬ 
solidated  invested  capital  for  the  taxable  year  1917  under  the 
provisions  of  article  44  (b)  of  Regulations  41. 

In  the  opinion  of  the  Board  the  determination  of  the  Commissioner 
in  respect  of  this  issue  was  correct.  All  interest  paid  by  the  sub¬ 
sidiary  to  the  parent  was  an  intercompany  transaction  which  had 
no  effect  upon  consolidated  net  income  for  excess-profits-tax  pur¬ 
poses.  Neither  was  the  excess  indebtedness  of  $70,802.04  of  the 
Buffalo  Steam  Pump  Co.,  subsidiary,  to  the  Buffalo  Forge  Co., 
parent,  a  proper  item  to  be  included  in  consolidated  invested  capital. 
Appeals  of  Gould  Coupler  Co .,  5  B.  T.  A.  499;  Farmers  Deposit 
National  Bank ,  5  B.  T.  A.  520;  Ruckman  Coal  Co .,  5  B.  T.  A.  534; 
H .  S.  Crocker  Co .,  5  B.  T.  A.  537. 

Judgment  will  be  entered  on  15  days ’  notice , 
under  Rule  50. 


Appeal  of  James  C.  Murphy  and  Mercantile  Trust  &  Deposit  Co. 
of  Baltimore,  Executors,  Estate  of  John  H.  Windfelder 

Docket  No.  4166.  Promulgated  December  30,  1926. 

Common-law  doctrine  of  estates  by  the  entirety  obtains  in  Mary¬ 
land,  and  upon  the  death  of  one  spouse  there  is  no  transfer  of  any 
part  of  such  estate  to  the  survivor ;  hence  there  is  nothing  upon 
which  to  impose  an  estate  tax  under  the  Revenue  Act  of  1921. 

John  F.  Greaney ,  Esq .,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  a  deficiency  in  estate 
tax  under  the  Revenue  Act  of  1921,  in  the  amount  of  $445.43,  of 
which  only  a  part  is  in  controversy.  The  question  presented  b}^  the 
case  is  whether  the  value  of  real  estate,  owned  by  the  decedent  and 
his  wife  as  tenants  by  the  entirety  at  the  time  of  decedent’s  death, 
should  be  included  in  the  gross  estate  of  decedent  for  estate-tax  pur¬ 
poses.  The  facts  were  stipulated. 

FINDINGS  OF  FACT. 

John  H.  Windfelder  died  on  April  5,  1923,  leaving  a  will  which 
was  duly  admitted  to  probate,  and  the  executors  who  bring  this 
appeal  were  appointed  by  the  Orphans’  Court  of  Baltimore  City,  Md. 
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In  May,  1912,  Amalia  H.  Windfelder,  wife  of  the  decedent,  took 
title  to  property  known  as  121  Hawthorne  Road,  Roland  Park,  Md., 
which  she  thereafter  held  until  about  J anuary  9,  1923,  when  title  was 
taken  in  her  name  and  the  name  of  the  decedent  as  tenants  by  the 
entirety,  the  title  being  so  held  at  the  time  of  the  death  of  the 
decedent. 

The  executors  of  decedent's  estate  duly  filed  an  estate-tax  return. 
The  Commissioner  added  to  the  gross  estate  reported  in  the  return 
the  value  of  the  property  hereinbefore  mentioned. 

OPINION. 

Arundell  :  The  Commissioner  admits  that  the  title  to  the  land  here 
involved  was  held  at  the  time  of  the  death  of  the  decedent  by  the  de¬ 
cedent  and  his  wife  as  tenants  b}^  the  entirety.  While  it  would  seem, 
therefore,  to  be  unnecessary  to  make  any  determination  as  to  the 
status  of  such  titles  in  the  State  of  Maryland,  we  will,  in  order  to 
make  ourselves  perfectly  clear  on  the  subject,  give  briefly  what  we 
have  found  with  respect  to  tenancies  by  the  entirety. 

Article  5  of  the  Constitution  of  Maryland  provides  that  the  com¬ 
mon  law  shall  obtain  in  that  State  subject  to  modification  or  repeal 
by  the  State  legislature.  From  the  decisions  of  the  Maryland  courts 
it  would  seem  that  the  common-law^  doctrine  of  estates  by  the  en¬ 
tirety  has  never  been  changed  by  the  statutes  of  the  State.  In  Mc- 
Cubbin  v.  Stanford  (1897),  85  Md.  378;  37  Atl.  214,  it  is  stated, 

The  common  law  on  this  point  [estates  by  the  entirety]  has  never  been 
changed  in  this  state.  Marburg  v.  Cole,  49  Md.  411. 

In  Brewei '  v.  Bowersox ,  92  Md.  567 ;  48  Atl.  1060,  after  stating  the 
common-law  reasons  underlying  an  estate  by  the  entirety,  the  court 
says : 

This  estate,  with  its  incidents,  continues  in  Maryland  as  it  existed  at  the 
common  law.  [Citing  McCubbin  v.  Stanford,  supra.]  It  differs  materially 
from  all  other  tenancies.  The  right  of  survivorship,  which  is  one  of  its  chief 
incidents,  cannot  be  destroyed,  except  by  the  joint  act  of  the  two,  and  upon  the 
death  of  either  the  other  succeeds  to  the  entire  property  or  fund. 

In  Ades  v.  Capl-an  (1918),  132  Md.  66;  103  Atl.  94,  95,  we  find  this 
statement : 

Tenants  by  the  entireties  are,  in  the  contemplation  of  the  common  lawT, 
which  is  the  law  of  this  state,  but  one  person,  and  hence  they  take,  not  by 
moieties,  but  the  entirety.  They  are  each  seized  of  the  entirety,  and  the  sur¬ 
vivor  takes  the  whole.  Marbury  v.  Cole,  49  Md.  411,  33  Am.  Rep.  266. 

In  the  case  of  Safe  Deposit  <&  Trust  Co.  v.  Tait  (U.  S.  Dist.  Ct., 
District  of  Maryland,  Dec.  19,  1923),  295  Fed.  429,  it  is  said: 

A  tenancy  by  the  entireties  is  created  by  a  conveyance  to  husband  and  wife, 
■whereupon  each  becomes  seized  and  possessed  of  the  entire  estate,  and  after 
the  death  of  one  the  survivor  continues  to  take  the  whole. 
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In  view  of  what  we  have  said  so  far  as  to  estates  by  the  entirety 
in  Maryland,  the  decision  in  this  case  is  governed  by  that  in  Appeal 
of  Susie  M.  Root ,  5  B.  T.  A.  696,  holding  that  in  the  State  of  Mis¬ 
souri,  where  the  common-law  doctrine  as  to  such  estates  obtains, 
there  is  no  transfer  of  interest  or  estate  to  the  survivor  on  the  death 
of  either  spouse,  hence  there  is  nothing  upon  which  to  impose  a  tax. 

At  the  hearing  counsel  for  the  Commissioner  pointed  out  that 
title  to  the  property  here  involved  was  taken  by  decedent  and  his 
wife  as  tenants  by  the  entirety  after  the  Revenue  Act  of  1921  was 
enacted,  and  contended  that  by  reason  of  that  fact  the  decision  in 
Blount  v.  United  States ,  59  Ct.  Cls.  328,  was  not  applicable  to  the 
present  case.  In  that  case  the  grant  of  the  estate  by  the  entireties 
took  place  prior  to  the  enactment  of  the  statute  under  which  the  addi¬ 
tional  tax  was  asserted.  We  considered  the  same  distinction  in 
Appeal  of  Root ,  supra ,  and  held  that — 

In  our  opinion  the  fact  that  the  conveyance  of  the  land  in  question  here 
was  made  to  H.  L.  Root  and  his  wife  subsequent  to  the  enactment  of  the 
Revenue  Act  of  1921  does  not  alter  the  case. 

The  Commissioner  contends  that  the  wife  acquired  the  property 
involved  in  1912  as  a  gift  from  her  husband  and  that  therefore  the 
property  does  not  come  within  the  exception  set  forth  in  section 
402(d)  of  the  Revenue  Act  of  1921.  We  do  not  believe  that  we 
need  consider  the  method  by  which  the  wife  acquired  title  to  the 
property.  Our  only  concern  here  is  as  to  the  manner  in  which  the 
property  was  held  at  the  time  of  death  of  the  decedent.  To  deter¬ 
mine  this,  in  the  absence  of  fraud  or  attempted  evasion  of  taxes,  we 
need  go  back  no  further  than  the  acts  or  instrument  of  January  9, 
1923,  which  placed  the  title  in  decedent  and  his  wife  as  tenants  by 
the  entirety. 

Judgment  will  be  entered  on  15  days ’  notice , 
under  Rule  50. 

American  Show  &  Entertainment  Co.,  Petitioner,  v.  Commis¬ 
sioner  of  Internal  Revenue,  Respondent. 

Docket  No.  7679.  Promulgated  December  30,  1926. 

Deductions  foe  alterations  and  repairs. — Evidence  respecting 
the  nature  and  purpose  of  various  items  of  building  alterations 
and  repairs  examined  and  certain  items  held  allowable  deductions 
for  losses  and  repairs. 

Frank  Carlton ,  Esq.,  for  the  petitioner. 

W.  H.  Lawder ,  Esq.,  for  the  respondent. 

The  petitioner  has  complained  of  a  deficiency  letter  dated  August 
8,  1925,  asserting  deficiencies  in  income  and  profits  taxes  for  the 
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year  1920  in  the  amount  of  $855.14,  and  for  the  year  1921  in  the 
amount  of  $2,141.64. 

The  only  issue  presented  for  our  consideration  is  whether  certain 
expenditures  in  and  about  the  petitioner’s  building  were  capital 
expenditures  or  repair  expenditures. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  Illinois  corporation  with  its  principal  place 
of  business  at  Chicago.  In  1910  it  leased  certain  premises  for  a 
period  of  34  years,  and,  under  the  terms  of  the  lease,  erected  thereon 
a  building  constructed  of  steel  and  tile.  The  side  walls  were  finished 
with  plaster  and  the  outside  with  stucco.  The  building  was  con¬ 
structed  for  a  dance  hall  and  is  approximately  200  feet  long  by  100 
feet  wide,  with  a  stage  at  one  end  and  an  arch  roof  48  feet  high. 

The  items  in  dispute  for  the  year  1920  are  as  follows : 


The  taxpayer  purchased  and  installed  over  its  stage 

a  curtain  and  valance  at  a  cost  of _ _ _ $1, 300.  00 

It  purchased  and  installed  three  electric  dryers  at 

a  cost  of _  100.  00 

And  it  expended  for  stage  scenery  and  decorations _  1,  080.  00 


These  items  were  charged  to  expense  in  the  year  1920.  The  cur¬ 
tain  and  valance  were  discarded  during  the  year  1921.  The  dryers 
proved  unsatisfactory  and  were  discarded  during  the  year  1920. 
The  stage  scenery  and  decorations  had  a  life  of  a  year  or  more. 
The  Commissioner  restored  all  of  these  items  as  capital  expenditures. 
During  the  year  1921  the  petitioner  made  a  general  reconditioning 
of  its  building  and  in  so  doing  expended  a  total  of  $45,968.38  for 
materials  and  labor.  It  charged  $23,160.10  of  this  amount  to  capital 
and  $22,808.28  to  repairs.  Of  the  items  charged  to  repairs  the 
Commissioner  disallowed  the  following: 


Frescoing  and  decorating _ $5,000.  00 

Changes  in  heating  system _  1,  963.  62 

Changes  in  plumbing  and  tile _  675.  00 

Plaster  work _  898.  96 

Lumber  used _  1,  616.  42 

Labor  of  carpenters _ _ _  1,  058.  23 

Changes  in  stage  settings _  2,  023.  80 

Miscellaneous  iron  work _  824.  00 

Miscellaneous  alterations _  2,  091.  52 


16, 151.  55 


OPINION. 

Trussell:  At  the  trial  of  this  proceeding  much  testimony  was 
produced  respecting  the  petitioner’s  property,  its  generally  run- 
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down  condition,  and  the  necessity  for  the  changes  and  alterations 
which  were  made. 

Officers  of  the  petitioner  corporation,  and  a  capable  architect 
employed  by  it  to  superintend  the  alterations  and  changes  made, 
testified  in  detail  in  respect  to  all  of  such  alterations  and  changes 
and  the  expenditures  for  such  purposes. 

Upon  all  the  evidence  contained  in  this  record  respecting  the 
several  items  claimed  by  the  petitioner  as  repair  expense  and  dis¬ 
allowed  by  the  Commissioner,  we  are  of  the  opinion  that  of  the 
three  items  disallowed  for  the  year  1920  the  item  of  cost  of  electric 
dryers,  $100,  which  were  installed  and  discarded  during  the  same 
year,  should  be  allowed  as  a  deduction  from  gross  income  for  that 
year.  Of  the  several  items  disallowed  by  the  Commissioner  foi 
the  year  1921  we  are  of  the  opinion  that  the  testimony  supported 
the  claim  of  the  petitioner  in  respect  to  the  following  items: 


Changes  in  heating  system _ $1,  963.  62 

Plaster  work _  898.  96 

Changes  in  stage  settings _  2,  023.  83 

Miscellaneous  alterations _  2,  091.  52 


Total _  6,  977.  93 


and  that  these  items  should  be  allowed  as  repair  expenses  for  the 
calendar  year  1921. 

The  deficiencies  will  he  recomputed  in  ac¬ 
cordance  ujith  the  foregoing  opinion  pursuant 
to  Rule  50 ,  and  judgment  will  he  entered 
thereon  accordingly. 


Redlands  Security  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  5703.  Promulgated  December  30,  1926. 

Rates  of  depreciation  to  be  used  or  to  be  considered  in  determin¬ 
ing  gain  resulting  from  sale  of  orange  orchards  determined. 

Halsey  W.  Allen ,  Esq.,  for  the  petitioner. 

D.  D.  Shepard ,  Esq.,  for  the  respondent. 

The  Commissioner  has  found  a  deficiency  in  income  and  profits 
tax  for  the  year  1920  in  the  amount  of  $308.57.  The  controversy 
arises  from  the  Commissioner’s  computation  of  profits  realized  by 
the  petitioner  in'  the  sale  of  certain  lands  with  orange  groves  thereon. 
The  questions  at  issue  are  (1)  the  correct  method  of  computing  gain 
or  loss  on  the  sale  of  depreciable  property  acquired  before  March 
1,  1913,  and  sold  subsequently  thereto,  and  (2)  the  reasonableness 


REDLANDS  SECURITY  CO. 


<956) 


957 


of  the  rate  of  annual  depreciation  on  orange  groves  used  by  the 
‘Commissioner  in  computing  the  petitioner’s  tax  liability. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  California  corporation,  with  its  principal  office 
at  Redlands.  In  1910,  at  a  cost  of  $75,000,  it  acquired  an  orange 
grove,  consisting  of  60  acres  fully  planted  with  trees,  which  at  that 
time  were  three  years  old.  The  maturity  of  these  trees  was  retarded 
two  years  by  a  freeze  that  occurred  in  January,  1913.  The  parties 
agree  that  the  value  of  such  orange  grove  at  March  1,  1913,  was 
$48,000,  which  the  Board  finds  was  its  value  at  January  1,  1914. 

In  the  year  1915  the  petitioner  acquired  400  acres  of  land  at  a 
cost  of  $70,000.  Included  in  this  land  was  an  orange  grove  of  10 
acres,  which  was  three  years  old  at  that  date.  The  grove  had  a 
value  at  date  of  acquisition  of  $800  per  acre. 

In  the  year  1920  the  petitioner  sold  both  tracts,  the  first  for  $72,000, 
and  the  second  for  $70,000.  In  its  income  and  profits-tax  return  for 
1920  the  petitioner  reported  no  gain  from  these  transactions.  Upon 
the  audit  of  such  return,  the  Commissioner  computed  accrued  de¬ 
preciation  on  the  60-acre  grove  from  March  1,  1913,  to  the  date  of 
sale  in  the  amount  of  $9,840,  which  he  added  to  the  sale  price  for  the 
purpose  of  computing  the  gain  on  the  transaction,  and  thereby 
determined  a  profit  from  the  sale  of  such  grove  in  the  amount  of 
$6,840.  In  the  same  audit  he  determined  that  the  value  of  the  10-acre 
grove  was  $8,000  at  the  date  of  its  acquisition  in  1915,  and  computed 
accrued  depreciation  thereon  to  the  date  of  sale  in  the  amount  of 
$1,080,  which  he  added  to  the  sale  price  of  the  entire  tract  of  400 
acres,  and  thereby  determined  a  profit  from  the  second  transaction 
in  the  amount  of  $1,080. 

The  parties  agree  that  the  average  producing  life  of  this  orange 
grove  is  30  years.  The  average  time  between  planting  and  produc¬ 
tion  is  6  years. 

OPINION. 

Lansdon  :  The  parties  agree  that  this  orange  grove  is  a  depreciable 
asset.  It  follows,  therefore,  that  the  owner  of  such  a  grove  is  entitled 
to  deduct  annually  from  gross  income  a  reasonable  allowance  on 
account  of  depreciation,  which  must  also  be  included  as  a  factor  in 
computing  the  gain  or  loss  resulting  from  the  sale  of  such  property. 
The  Commissioner  properly  considered  accrued  depreciation  of  the 
petitioner’s  orange  groves  at  the  date  of  sale  as  an  element  in  com¬ 
puting  gain  or  loss  resulting  from  such  sale.  Appeals  of  Even 
Realty  Co.,  1  B.  T.  A.  355;  J.  J.  Cray ,  Jr.,  2  B.  T.  A.  672;  Walter 
Frank,  2  B.  T.  A.  905. 
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In  the  instant  proceeding  the  Commissioner  holds  that  the  useful 
life  of  an  orange  grove  is  30  years,  and  computes  depreciation  on 
the  grove  of  60  acres  acquired  by  the  petitioner  in  1910  and  sold  in 
1920  by  applying  an  annual  depreciation  rate  of  3 ys  per  cent  to  the 
value  of  such  property  at  March  1,  1913,  which  was  $48,000,  and,  in 
the  same  manner,  determines  accrued  depreciation  at  date  of  sale  of 
the  10-acre  grove  acquired  in  1915  and  sold  in  1920.  Obviously, 
these  computations  are  based  on  the  theory  that  each  of  the  groves 
had  reached  the  point  where  it  was  producing  income  at  the  basic 
dates.  The  petitioner  agrees  that  the  useful  life  of  an  orange  grove 
is  30  years,  but  contends  that  such  useful  life  begins  at  the  date 
when  the  grove  becomes  an  income-producing  property.  The  parties 
appear  to  agree  that  after  planting  there  is  a  period  of  some  years 
during  which  there  is  no  depreciation.  The  Commissioner  contends 
that  this  period  is  not  more  than  3  or  4  years  from  the  date  of 
planting  the  trees  in  the  grove.  The  petitioner  introduced  evidence 
that  convinces  us  that  this  development  period  is  not  less  than 
6  years. 

The  grove  of  60  acres  acquired  in  1910  was  seven  years  old  at 
March  1,  1913,  but  the  evidence  discloses  that  its  maturity  had  been 
delayed  for  at  least  two  years  by  a  heavy  frost  or  freeze  that  occurred 
in  January  of  1913.  We  are  of  the  opinion  that  this  grove  was  not 
a  depreciable  asset  prior  to  the  crop  year  of  1915,  and  that  computa* 
tion  of  gain  or  loss  resulting  from  the  sale  thereof  at  February  lr 
1920,  should  include  depreciation  from  that  year.  The  grove  of 
three-year  old  trees  acquired  in  1915,  which,  we  have  found,  had  a 
value  at  that  date  of  $8,000,  could  not  have  become  a  depreciable 
asset  prior  to  1918.  The  rate  of  exhaustion  on  both  orchards  was 
3 y3  per  cent  per  annum. 

Judgment  will  be  entered  on  W  days'  notice , 
under  Rule  50. 


Frank  C.  Stearns,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  2297.  Promulgated  December  30,  1926. 

Where  neither  the  cost  nor  the  March  1,  1913,  value  of  real  estate 
acquired  prior  to  March  1,  1913,  and  sold  in  1918  is  established,  the 
loss  sustained  upon  the  sale  under  the  Revenue  Act  of  1918  can  not 
be  determined. 

F.  L.  Eaton ,  Esq.,  for  the  petitioner. 

J.  Arthur  Adams ,  Esq.,  for  the  respondent. 

This  proceeding  results  from  the  determination  by  respondent  of  a 
deficiency  in  income  tax  for  the  year  1918  in  the  amount  of  $1,443.69. 
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The  petitioner  avers  that  the  Commissioner  erred  in  not  allowing 
a  loss  of  $8,118-25  sustained  in  the  year  1918,  resulting  from  sale  of 
partnership  property  acquired  prior  to  March  1,  1913,  and  sold  in 
1918. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  individual  residing  at  Hot  Springs  National 
Park,  Ark.  About  the  year  1893,  the  petitioner,  with  one  Whitting¬ 
ton,  formed  a  partnership  under  the  firm  name  of  Whittington,. 
Stearns  &  Co.,  in  which  the  petitioner  held  a  two-thirds  interest- 
The  partnership  was  engaged  in  the  retail  hardware  business.  Whit¬ 
tington  died  in  1913  and  the  business  was  continued  with  his  heirs 
under  the  same  name.  The  partnership  had  acquired,  prior  to  1913,. 
various  real  estate  holdings  by  purchase  or  by  taking  them  in  set¬ 
tlement  of  accounts  due.  After  Whittington’s  death,  his  heirs  de¬ 
sired  to  know  how  they  stood  with  respect  to  their  interest  in  the 
partnership.  Accordingly,  in  November,  1913,  the  petitioner  and  a 
former  bookkeeper,  who  was  related  to  and  represented  the  heirs,, 
made  a  survey  of  the  condition  of  the  business  and  agreed  as  to  the 
value  of  real  estate  holdings  of  the  partnership.  These  properties 
were  designated  and  were  valued  by  them  as  follows : 


Grand  Avenue  property _  $250.  00 

Cain  Avenue  property _  3,  000.  00 

Crown  Street  or  Sloan  property _  2,  800.  00 

Railroad  or  Lott  lands _  7,  600.  00 

Jesse ville  property _  1,  500.  00 


Total _ 15,150.00 


These  assets  were  owned  by  the  partners  in  the  same  ratio  as  their 
interest  in  the  partnership.  The  Crown  Street  or  Sloan  property 
was  acquired  in  1891  for  $2,800,  of  which  $1,787.51  represented  an 
account  due  the  partnership,  the  remainder  being  paid  in  cash. 
Prior  to  the  date  of  the  valuation,  petitioner  had  granted  an  option 
to  purchase  the  land,  for  $3,500  or  $4,000,  to  parties  planning  to 
build  a  hotel  on  adjoining  Government  property.  The  option  was 
not  exercised  due  to  the  Government’s  refusal  to  allow  the  proposed 
building  project.  The  Cain  Avenue  property  was  also  acquired  in 
1891,  by  a  deed  which  recited  a  consideration  of  $3,000.  The  Lott 
lands  were  acquired  in  1902  at  a  foreclosure  sale. 

In  addition  to  the  above  listed  properties,  the  partners  each  held 
a  50  per  cent  interest  in  properties  which  were  termed  outside  in¬ 
vestments.  These  properties  were  also  included  in  the  above  men¬ 
tioned  survey  of  November,  1913,  made  by  petitioner  and  the  repre¬ 
sentative  of  the  heirs.  They  were  designated  and  valued  by  them 


as  follows : 

Belden  or  Plateau  Hotel  property _ $30,  000.  00 

Pleasant  Street  or  Murray  property _  4,  000. 00 
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The  building  on  the  hotel  property  had  been  erected  about  1909 
on  a  vacant  lot  theretofore  acquired  by  the  partners.  Some  time  in 
1913,  the  petitioner  was  approached  by  one  of  the  heirs,  who  stated 
that  a  certain  party  wished  to  purchase  the  property.  Petitioner 
stated  it  was  held  for  investment  and  that  he  wrnuld  not  consider  less 
than  $35,000  for  it.  The  Pleasant  Street  property  was  acquired  in 
1897  under  a  judicial  sale.  The  court  order  states  that  the  bid 
made  was  $3,000. 

The  petitioner  calculated  his  two-thirds  interest  in  the  five  prop¬ 
erties  first  mentioned  above  at  $15,150,  which  was  the  total  value 
the  parties  determined  between  themselves  as  the  1913  value,  or,  as 
the  petitioner  computes  it,  $10,066.67.  His  one-half  interest  in  the 
two  properties  having  a  value,  as  determined  by  him,  of  $34,000 
in  1913  was,  upon  the  basis  of  that  valuation,  $17,000.  The  total  of 
his  interest  in  all  the  properties  based  upon  the  agreed  valuation  was 
$27,066.67,  as  computed  by  him. 

Because  of  differences  having  arisen  between  the  petitioner  and 
the  heirs,  a  suit  for  dissolution  and  accounting  was  filed  by  the  lat¬ 
ter  in  1918.  While  this  action  was  pending  a  settlement  agreement 
was  entered  into  between  the  parties  by  the  terms  of  which  the 
petitioner  agreed  to  purchase  the  heirs’  one-third  interest  in  the 
retail  business  as  determined  by  the  inventory  ordered  by  the  court. 
The  petitioner’s  interest  in  the  above  mentioned  real  estate  was 
deeded  over  in  part  payment  for  the  one-third  interest  purchased. 
The  computation  by  which  the  claimed  loss  is  arrived  at  is  as  follows : 


Cost  of  merchandise,  fixtures,  accounts  and  notes  receiv¬ 
able,  as  per  court  inventory _ $224, 183.  93 

Of  which  one-tliird  interest  of  heirs  was _  74,  711.  31 

One-third  interest  of  heirs  in  store  building -  25,  000.  00 


99,  711.  31 

One-third  of  accounts  payable  assumed _ $7,  433.  31 

By  cash  and  credits _  73,  319.  58  80,  762.  89 


Leaving  amount  which  must  have  represented  the  credit 

for  real  estate  transferred  to  them _  18,  948.  42 

My  interest  as  set  forth  above -  27,  066.  67 


Loss  sustained  on  sale - -  8, 118.  25 


The  amount  of  $8,118.25  thus  determined  to  be  a  loss  was  claimed 
as  a  deduction,  and  the  disallowance  thereof  is  the  basis  for  the 
deficiency  in  question. 

OPINION. 

Milliken  :  Section  202  of  the  Revenue  Act  of  1918,  so  far  as 
pertinent,  provides  as  follows: 
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Sec.  202.  (a)  That  for  the  purpose  of  ascertaining  the  gain  derived  or  loss 
sustained  from  the  sale  or  other  disposition  of  property,  real,  personal,  or 
mixed,  the  basis  shall  be — 

(1)  In  the  case  of  property  acquired  before  March  1,  1913,  the  fair  market 
price  or  value  of  such  property  as  of  that  date  *  *  *. 

Under  this  section,  the  proper  basis  for  determining  loss  upon 
'  the  sale  of  property  acquired  before  March  1,  1913,  is  the  cost  or 
fair  market  price  or  value  on  March  1,  1913,  whichever  is  lower. 
According^,  before  we  can  determine  whether  a  loss  has  been  sus¬ 
tained  in  the  event  of  a  sale,  it  is  necessarv  for  us  to  know  both  the 
cost  and  the  March  1,  1913,  value  of  the  property  sold.  Appeal  of 
Anniston  City  Land  Co .,  2  B.  T.  A.  526.  The  petitioner  has  shown 
the  cost  of  only  a  portion  of  the  properties  involved.  The  only  evi¬ 
dence  submitted  as  to  March  1,  1913,  value  of  the  properties  was 
the  amount  at  which  they  were  valued  by  agreement  between  the 
parties  in  November  of  1913.  We  are  unadvised  as  to  the  elements 
or  basis  entering  into  that  valuation.  Apparently,  the  parties  merely 
got  together  at  that  time  and  agreed  that  the  partnership  assets  and 
the  various  real  estate  holdings  had  a  certain  value.  Value  to  the 
parties  in  interest  may  have  been  entirely  different  from  a  value 
determined  by  persons  dealing  at  arm’s  length,  and  there  is  no  evi¬ 
dence  that  the  value  determined  upon  by  them  in  November,  1913, 
was  the  fair  market  price  or  value  on  March  1,  1913.  As  we  have 
neither  cost  nor  March  1,  1913,  value,  we  are  unable  to  determine 
that  the  Commissioner  committed  the  error  alleged,  and  we  can 
only  affirm  his  action  in  disallowing  the  deduction. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner. 


W.  F.  Collier,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  8335.  Promulgated  December  30,  1926. 

In  1918  petitioner  orally  agreed  to  sell  his  partneship  interest 
at  a  price  to  be  later  determined.  In  1919  the  price  was  agreed 
upon  and  the  sale  made.  Held,  the  agreement  in  1918  did  not 
constitute  a  sale  to  permit  of  a  deduction  in  that  year  of  the 
loss  sustained. 

David  A.  Gates ,  Esq.,  for  the  petitioner. 

Thomas  P.  Dudley ,  Jr.,  Esq.,  for  the  respondent. 

This  proceeding  results  from  the  determination  by  respondent 
of  a  deficiency  in  income  tax  for  the  year  1918  in  the  amount  of 
$379.36,  predicated  upon  disallowances  of  loss  deductions  on  alleged 
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sales  of  a  stock  of  merchandise  and  of  certain  cotton  within  that 
year,  and  of  a  deficiency  of  $40.67  for  the  year  1919,  due  to  alleged 
errors  in  amounts  of  interest  and  donation  deductions  allowable. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  invidual  residing  at  Clarksville,  Ark.  About 
1905  he  and  one  Thompson  organized  a  partnership  to  engage  in 
the  mercantile  business  in  Clarksville,  under  the  firm  name  of 
Thompson  and  Collier,  in  which  each  owned  a  one-half  interest. 
Due  to  differences  existing  between  the  partners  during  1918,  Thomp¬ 
son  notified  petitioner  that  he  was  going  to  dissolve  the  partnership, 
and  they  orally  agreed  in  the  summer  of  that  year  that,  after  the 
invoice  as  of  the  close  of  the  year  was  taken,  one  of  the  parties 
would  make  an  offer  and  the  other  would  sell  his  one-half  interest 
nr  buy  the  offeror’s  one-half  interest  at  that  price.  Sometime  be¬ 
tween  Christmas  and  the  end  of  the  year  1918,  the  inventory  was 
completed  and  Thompson  made  an  offer  of  80  cents  on  the  dollar. 
On  or  after  January  1,  1919,  the  petitioner  accepted  this  offer,  agree¬ 
ing  to  sell  his  one-half  interest  at  80  per  cent  of  its  cost,  as  shown 
by  the  inventory.  In  February  of  1919,  Thompson  gave  the  peti¬ 
tioner  his  note  for  80  per  cent  of  the  cost  of  petitioner’s  interest. 
The  sale  was  made  in  1919  and  any  loss  resulting  therefrom  was 
sustained  in  the  year  1919. 

It  was  stipulated  at  the  hearing  that  a  loss  of  $3,748  was  allowable 
for  1919  on  the  sale  of  certain  cotton  by  the  petitioner,  and  that 
the  interest  allowable  as  a  deduction  for  1919  was  $578.99,  instead 
of  the  $339.13  allowed  by  the  Commissioner.  The  Commissioner  also 
conceded  error  in  computing  the  deduction  to  which  petitioner  was 
entitled  pursuant  to  the  provisions  of  section  214(a)  (11)  of  the 
Revenue  Act  of  1918. 

OPINION. 

Milliken  :  In  view  of  the  stipulations  entered  into  at  the  hearing, 
the  sole  question  remaining  is  whether  the  loss  upon  the  petitioner’s 
one-half  interest  in  the  stock  of  merchandise  is  deductible  for  1918. 
Under  the  Revenue  Act  of  1918  losses  are  deductible  only  in  the  year 
sustained.  The  petitioner  contends  that  the  oral  agreement  to  sell 
at  a  fixed  price,  which  was  entered  into  during  1918,  was  the  equiva¬ 
lent  of  a  written  contract  under  the  laws  of  Arkansas.  However,  as 
set  forth  in  our  findings  of  fact,  the  terms  of  the  proposed  sale  were 
not  agreed  upon  by  the  parties  within  the  year  1918.  Prior  to  the 
fixing  of  the  terms  of  sale,  there  existed  only  an  agreement  between 
the  parties  that  they  would  buy  or  sell  their  interest  at  a  future 
date  at  a  price  to  be  later  determined.  Such  was  the  status  of  the 
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agreement  throughout  1918  as  shown  by  the  record.  Obviously,  such 
an  agreement  does  not  constitute  a  sale.  There  being  no  sale  within 
the  year  1918,  petitioner  did  not  sustain  the  loss  claimed  within 
that  year.  The  sale,  however,  was  closed  in  1919,  and  a  loss  measured 
by  20  per  cent  of  the  inventory  as  claimed  was  sustained  in  that 
year.  The  deficiencies  for  the  years  in  question  will  be  recomputed 

in  accordance  with  this  decision. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 


Appeal  of  Fred  W.  Warner. 

Docket  No.  3713.  Promulgated  December  30,  1926. 

1.  Taxpayer  held  to  be  a  stockholder  in  a  corporation  which, 
for  services  rendered,  issued  stock  in  his  name,  but  placed  it  in 
the  hands  of  a  “  bonus  custodian  ”  to  insure  carrying  out  a  con¬ 
tract  that  taxpayer  would  not  sell,  transfer,  or  assign  his  stock. 

2.  Cash  dividends  declared  on  stock  owned  by  the  taxpayer 
and  standing  in  his  name  on  the  corporation’s  books  at  the  time 
of  declaration  were  income  to  him  before  being  diverted  to  his 
wife  through  an  assignment  which  purported  to  transfer  the  right 
to  receive  dividends. 

C.  J .  McGuire ,  Esq.,  W.  0.  Magatfum ,  Esq.,  and  Russel  I.  Rose , 
R.  P.  A .,  for  the  petitioner. 

John  D.  Foley ,  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  deficiencies  in  income 
tax  for  the  years  and  in  the  amounts  as  follows : 


Year.  Deficiency. 

1920  _ $30,634.62 

1921  _  7,  072.  57 

1922  _  1,  313.  98 


Total _  39,  021. 17 


The  questions  for  determination  are:  (1)  Whether  certain  pay¬ 
ments  made  to  the  taxpayer  were  dividends  or  additional  compen¬ 
sation;  and  (2)  whether,  under  an  assignment  and  two  trust  inden¬ 
tures  executed  by  the  taxpayer,  the  income  received  by  the  assignee 
and  the  beneficiaries  was  taxable  as  income  to  them  or  to  the  tax¬ 
payer. 

FINDINGS  OF  FACT. 

The  taxpayer  is  an  individual  residing  at  Pontiac,  Mich.  From 
1914  to  June  30,  1921,  he  was  president  of  the  Oakland  Motor  Car 
Co.,  a  subsidiary  and  a  division  of  the  General  Motors  Corporation. 
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In  1918  he  was  vice  president  and  a  director  of  the  General  Motors 
Corporation. 

On  August  15,  1917,  the  president  of  the  General  Motors  Corpora¬ 
tion  addressed  a  letter  to  the  taxpayer  confirming  an  agreement  they 
had  made,  whereby  the  taxpayer  was  to  receive,  as  compensation  for 
his  services  for  the  year  August  1,  1917,  to  July  31,  1918,  as  manager 
of  the  Oakland  Company,  5  per  cent  of  the  profits  of  the  company. 
Under  this  agreement  the  taxpayer  agreed  to  accept  60  per  cent 
of  his  compensation  in  common  stock  of  the  General  Motors  Corpora¬ 
tion  “  in  lieu  of  cash  in  the  discretion  of  the  Finance  Committee  of 
the  Corporation.”  The  agreement  was  fully  performed  and  the 
taxpayer  received  his  compensation  for  that  year  partly  in  cash  and 
partly  in  General  Motors  stock. 

By  letter  of  August  1,  1918,  the  president  of  the  General  Motors 
Corporation  outlined  an  agreement  entered  into  with  the  taxpayer, 
whereby  the  latter  was  to  receive  as  compensation  for  the  period 
August  1,  1918,  to  December  31,  1919,  the  sum  of  $150,000  per  annum 
and  a  percentage  of  the  profits  of  the  Oakland  Company,  if  the 
profits  exceeded  a  specified  amount.  Under  this  agreement  the  tax¬ 
payer  was  permitted  to  elect  what  portion  of  his  compensation,  which 
remained  unpaid  when  the  amount  was  finally  determined,  should 
be  paid  in  cash  and  what  portion  should  be  paid  in  General  Motors 
stock,  except  that  at  least  one-third  should  be  liquidated  by  a  bonus 
allotment  of  stock  in  accordance  with  a  plan  hereinafter  described. 
The  letter  of  August  1,  1918,  concludes  as  follows: 

As  the  aim  and  intent  of  this  form  of  compensation  agreement  is  to  effect 
a  large  and  continuing  investment  in  General  Motors  stock  by  the  General 
Managers,  the  forfeiture  clause  as  embodied  in  paragraph  7  of  the  Bonus 
Plan,  whereby  a  forfeiture  would  occur  in  case  you  are  removed  by  the 
corporation,  will  be  waived. 

In  other  words,  if  the  corporation  severs  your  connection  with  the  business, 
the  forfeiture  provision  in  your  particular  case  will  not  be  enforced.  If,  how¬ 
ever,  you  should  leave  the  service  of  the  corporation  of  your  own  volition  the 
provisions  of  the  Bonus  Plan  will  apply  as  in  other  cases. 

This  agreement  was  fully  carried  out,  part  payment  being  made  in 
cash  and  part  in  stock. 

Pursuant  to  the  1917  and  1918  agreements,  the  General  Motors 
Corporation  executed,  in  the  name  of  the  taxpayer,  certificates  of 
its  capital  stock  equal  in  value  to  the  compensation  which  he  had 
not  drawn,  as  follows : 


Date  Number 

of  issue.  of  shares. 

February  28,  1919 _  1,  250 

June  12,  1920 _ _ 1 _ 10.218 


The  certificates  of  stock  so  executed  were  not  to  be  delivered  to 
the  taxpayer  until  he  had  severed  his  connection  with  the  company. 
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He  received,  however,  a  certificate  from  the  bonus  custodian  that 
the  stock  had  been  allotted  to  him.  The  certificate  for  1,250  shares 
of  a  par  value  of  $100  was  later  exchanged  for  a  certificate  for  12,500 
shares  of  no  par  value. 

The  bonus  plan  above  referred  to  was  a  system  adopted  by  the 
General  Motors  Corporation  for  giving  its  employees  additional 
compensation  by  the  allotment  to  them  of  capital  stock.  The  bonus 
plan  for  1918  and  subsequent  years  is  described  in  a  pamphlet  issued 
by  the  corporation;  the  parts  thereof,  which \ are  material  to  the 
case  here,  are  as  follows: 

1.  Bonus  fund.  The  corporation  will  establish  a  bonus  fund  to  which  shall 
be  credited  yearly  an  amount  equal  to  10%  of  the  net  earnings  of  the  cor¬ 
poration  after  deducting  6%  on  the  capital  employed  in  the  business  of  the 
corporation  ;  it  being  intended  that  this  fund  shall  be  invested  in  stock  of  the 
corporation. 

*  *  *  *  *  *  ❖ 

5.  When  bonuses  are  awarded,  a  stock  certificate  for  the  number  of  shares 
allotted  to  each  beneficiary  shall  be  issued  in  his  name  and  delivered  to  the 
Bonus  Custodian,  who  shall  hold  the  same  for  the  beneficiary  for  a  period  of 
five  years  from  the  first  day  of  the  preceding  January  until  finally  delivered 
or  settled  for  as  hereinafter  provided.  The  Bonus  Custodian  shall  notify  each 
beneficiary,  through  the  Head  of  his  Division,  of  the  award  granted,  and  shall 
procure  from  him  irrevocable  powers  of  attorney  to  be  used  to  re-transfer  the 
stock  as  herein  provided  in  case  the  beneficiary  leaves  the  service  of  the  cor¬ 
poration  or  is  dismissed. 

6.  The  Bonus  Custodian  shall  open  an  account  with  each  beneficiary,  charg¬ 
ing  him  with  the  par  value  of  the  stock  awarded  and  crediting  him  as  of 
the  last  day  of  each  month,  beginning  with  January  of  the  year  in  which 
the  award  is  made,  with  1/60  of  its  par  value.  When  the  credits  so  made 
against  each  award  equal  the  debits,  the  Bonus  Custodian  shall  deliver  to  the 
beneficiary  the  said  stock  so  awarded,  free  from  all  restrictions. 

7.  If  a  beneficiary  leaves  the  service  of  the  corporation  of  his  own  volition, 
or  is  dismissed  because  of  unsatisfactory  service,  of  which  the  Executive  Com¬ 
mittee  shall  be  the  sole  judge,  that  portion  of  his  bonus  represented  at  the  time 
by  the  debit  balance  of  his  account  shall  revert  to  the  corporation,  and  a 
certificate  for  the  portion  of  his  bonus  represented  by  the  total  credits  in  his 
account  shall  be  delivered  to  the  beneficiary  free  from  all  restrictions,  pro¬ 
vided,  however,  that  no  fractional  share  shall  be  issued.  The  corporation  shall 
purchase  at  par  any  fractional  share  to  which  the  beneficiary  is  so  entitled. 

*  *  *  *  *  *  * 

9.  Upon  the  death  of  a  beneficiary  the  Bonus  Custodian  shall  deliver  the 
certificate  or  certificates  evidencing  the  total  bonuses  awarded  the  beneficiary 
to  his  executor  or  administrator,  free  from  all  restrictions. 

10.  Subject  to  the  rights  of  the  Bonus  Custodian  to  retain  possession  of 
the  stock  certificate  for  the  period  of  five  years  from  the  first  day  of  January 
in  the  year  in  which  the  award  is  made,  or  to  transfer  the  stock  as  herein 
provided,  an  award  shall  vest  the  beneficiary  with  all  the  rights  of  a  stock¬ 
holder  in  the  stock  awarded,  including  the  right  to  vote  and  to  receive  dividends 
thereon,  but  excepting,  however,  the  right  to  sell,  assign,  or  pledge  his  interest 
in  the  stock. 
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The  stock  issued  in  the  taxpayers’  name  was  held  by  the  bonus 
custodian,  as  provided  for  in  the  plan  above  described. 

On  July  2,  1920,  the  taxpayer  entered  into  the  following  agree¬ 
ment  with  his  wife,  Bertha  S.  Warner: 

Agreement,  made  this  2nd  day  of  July,  1920,  between  Fred  W.  Warner, 
of  the  City  of  Pontiac,  State  of  Michigan,  party  of  the  first  part,  and  Bertha. 
S.  Warner,  wife  of  the  said  first  party,  party  of  the  second  part. 

WITNESSETH : 

Whereas  there  have  been  allotted  to  the  first  party  by  General  Motors 
Corporation,  a  corporation  of  Delaware,  Twelve  thousand  five  hundred  (12,500) 
shares  of  the  common  capital  stock  of  said  General  Motors  Corporation,  with¬ 
out  nominal  or  par  value,  for  the  year  1918,  pursuant  to  the  Bonus  Plan  of 
said  corporation,  which  said  shares  are  deliverable  to  the  first  party  on  the 
31st  day  of  December,  1923,  or  sooner,  as  in  said  Bonus  Plan  provided ;  and 

Whereas  the  first  party  desires  to  assign  to  the  second  party  the  dividends, 
rights  and  income  payable  thereon,  or  in  respect  thereto  while  said  stock  is 
held  by  General  Motors  Corporation. 

Now  therefore,  in  consideration  of  the  premises,  the  sum  of  Ten  ($10) 
dollars  to  him  in  hand  paid,  receipt  whereof  is  hereby  acknowledged,  and 
other  valuable  considerations,  the  first  party  hereby  assigns,  transfers,  sets 
over  and  delivers  unto  the  second  party,  all  his  right,  title  and  interest  in 
and  to  any  and  all  dividends,  rights  or  income  payable  or  accruing  on  or  in  re¬ 
spect  to  the  said  Twelve  thousand  five  hundred  (12,500)  shares  of  the  common 
stock  of  General  Motors  Corporation  without  nominal  or  par  value,  held  by 
said  General  Motors  Corporation  for  the  first  party,  pursuant  to  said  Bonus 

Plan,  represented  by  certificate  numbered  C15063 _ ^nd 

hereby  authorizes  and  empowers  the  said  General  Motors  Corporation  to  pay 
and  deliver  any  and  all  dividends,  profits  or  rights  payable  thereon  or  in 
respect  thereto,  to  the  said  Bertha  S.  Warner. 

In  witness  whereof,  the  said  first  party  has  hereunto  set  his  hand  and 
affixed  his  seal  the  year  and  day  first  above  mentioned. 

(Signed)  Fred  W.  Warner. 

On  the  same  date,  July  2,  1920,  he  executed  two  instruments,  one 
of  which  is  as  follows: 

Know  all  men  by  these  presents,  that  I,  Fred  W.  Warner,  of  the  City 
of  Pontiac,  State  of  Michigan,  herein  referred  to  as  “  Trustee,”  being  the 
owner  of  six  thousand  two  hundred  eighteen  (6,218)  shares  of  the  common 
capital  stock  of  General  Motors  Corporation  without  par  value,  as  evidenced 

by  certificates  numbered  -  - ,  respectively,  have  dedicated  and  set 

apart,  and  do  hereby  dedicate,  set  apart  and  declare  that  from  and  after  as 
of  the  date  hereof  the  said  shares  of  stock  in  whosesoever  possession  the 
same  may  be  for  my  account  were  transferred  and  delivered,  and  I  hereby 
transfer  and  deliver  to  myself,  said  Fred  W.  Warner,  as  Trustee,  for  the 
use  and  benefit  of  my  son,  Fred  W.  Warner,  Jr.,  of  the  City  of  Pontiac,  State 
of  Michigan,  hereinafter  referred  to  as  “Beneficiary,”  for  the  following  pur¬ 
poses  and  upon  the  following  terms  and  conditions : 

To  receive  and  collect  the  income,  profits,  interest  and  dividends  therefrom,, 
and  after  first  deducting  all  taxes,  commissions  and  other  charges  against 
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the  same,  to  pay  said  income  to  the  said  beneficiary  during  the  period  of 
his  natural  life  up  to  December  31,  1924. 

On  December  31st,  1924,  or  upon  the  death  of  the  said  beneficiary  the  trust 
hereby  created  shall  cease  and  determine  and  the  principal  of  the  said  trust 
fund  shall  be  paid  over  to  the  said  Fred  W.  Warner,  the  party  of  the  first 
part,  absolutely,  and  free  from  any  claim  hereunder. 

In  the  event  of  the  death  of  the  trustee  prior  to  the  death  of  the  beneficiary, 
the  rights,  duties  and  obligations  of  said  trustee  shall  devolve  upon  the  wife 
of  said  trustee,  or  upon  such  other  person  as  the  trustee  herein  named  shall 
designate  by  his  last  will  and  testament,  failing  which  designation  said  trust 
shall  vest  in  the  Guaranty  Trust  Company  of  New  York,  and  on  failure  of 
either  of  these  to  act  a  substituted  trustee  shall  be  designated  by  the  executor 
or  personal  representative  of  the  trustee  first  above  named  herein. 

This  indenture  is  upon  the  further  provision  and  condition  that  the  trustee 
first  above  named  is  authorized  and  empowered  to  continue  to  retain  the 
investments  of  principal  of  this  trust  in  the  securities  hereinbefore  specifically 
described,  and  said  trustee  shall  not  be  responsible  for  any  loss  or  shrinkage 
in  the  value  of  said  securities  forming  the  principal  of  said  trust  by  so  doing ; 
and  further  that  the  trustee  is  authorized  to  sell  the  same  or  any  part  thereof 
and  to  invest  and  re-invest  the  proceeds  of  the  sale  thereof  in  bonds  or  stocks 
of  corporations,  in  bonds  or  notes  secured  by  mortgages  on  real  estate,  or  in 
any  other  manner ;  the  trustee  being  in  no  wise  restricted  as  to  such  invest¬ 
ments  except  to  the  obligation  of  good  faith  in  making  such  reinvestment  and 

except  also  that  on  the  death  of  the  trustee  first  above  named  there  shall  be 

■* 

no  change  from  the  securities  in  which  the  said  trust  fund  is  then  invested 
unless  such  reinvestment  shall  be  made  in  such  securities  as  may  be  then 
authorized  by  the  laws  of  the  State  of  New  York  for  the  investment  of  trust 
funds. 

In  the  event  that  any  stock  dividends  shall  be  declared  upon  any  stock  held 
under  this  indenture, .  the  stock  received  pursuant  thereto  shall  for  all  pur¬ 
poses  be*  treated  and  deemed  to  be  principal,  even  if  the  said  stock  dividends 
shall  represent  earnings. 

This  trust  is  with  the  express  provision  that  no  part  of  the  principal  of 
said  trust  estate  or  the  income  therefrom  shall  be  liable  for  any  debts  or 
obligations  of  the  said  beneficiary,  and  the  said  beneficiary  shall  have  no 
power  to  anticipate  or  assign  the  whole  or  any  portion  of  the  income  from 
said  trust  estate,  but  the  same  shall  be  paid  to  said  beneficiary  free  of  all 
claims  of  any  kind  or  nature  whatsoever. 

In  witness  whereof  the  said  trustee  has  hereunto  subscribed  his  hand  and 
affixed  his  seal  the  2nd  day  of  July,  1920. 

(Signed)  Fred  W.  Warner. 

The  other  instrument  is  the  same  as  the  above,  except  that  the 
number  of  shares  involved  is  4,000  and  the  beneficiary  is  Daniel  S. 
Warner,  another  son  of  taxpayer. 

Cash  dividends  on  the  stock  here  involved,  in  the  amount  of 
$15,000,  were  paid  to  the  taxpayer  in  1919,  and  $9,429.50  during  the 
period  January  1,  1920,  to  July  2,  1920.  These  payments  were  re¬ 
ported  by  the  taxpayer  in  his  income-tax  returns  for  the  years  in 
which  received,  as  dividends  subject  only  to  surtax.  During  the  pe¬ 
riod  July  2,  1920,  to  December  31,  1920,  and  in  the  years  1921  and 
1922,  the  taxpayer’s  assignee  and  beneficiaries  under  the  instruments 
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above  described  received  cash  dividends  amounting  to  $42,881.50, 
which  they  reported  in  their  income-tax  returns  as  dividends.  Dur¬ 
ing  the  year  1920  the  assignee  and  beneficiaries  also  received,  on  ac¬ 
count  of  stock  issued  in  the  name  of  the  taxpayer,  stock  dividends  of 
1,703-36/40  shares,  which  were  not  reported  in  their  income-tax 
returns. 

The  cash  dividends  were  paid  by  checks  bearing  the  notation, 
“  dividend  on  common  stock  quarter  ending  [appropriate  date].”  The 
stock  dividends  were  paid  as  such  by  the  General  Motors  Corpora¬ 
tion,  not  to  the  bonus  custodian,  but  to  the  persons  named  by  the 
taxpayer  as  assignee  and  beneficiaries  in  the  above-mentioned  instru¬ 
ments.  In  authorizing  dividends  on  the  stock,  the  board  of  directors 
of  the  General  Motors  Corporation  made  no  distinction  between 
the  so-called  bonus  stock  and  the  remainder  of  the  outstanding  capital 
stock. 

The  taxpayer  reported  his  income  on  the  basis  of  cash  receipts  and 
disbursements. 

OPINION. 

Trammell:  The  first  question  for  determination  is  whether  the 
taxpayer  was  a  stockholder  of  the  General  Motors  Corporation  with 
respect  to  the  stock  which  had  been  issued  in  his  name  and  was  held 
by  the  bonus  custodian.  Upon  the  solution  of  this  issue  depends  that 
of  whether  distributions  made  by  the  corporation  on  the  basis  of 
stock  held  by  the  bonus  custodian  were  dividends  in  the  hands  of  the 
taxpayer  or  whether  they  constituted  additional  compensation. 

The  stock  was  issued  in  the  name  of  the  taxpayer  as  a  part  of 
his  compensation  in  accordance  with  agreements  between  the  issuing 
corporation  and  the  taxpayer,  the  latter  having  performed  the  serv¬ 
ices  required.  The  corporation  laws  of  the  State  of  Delaware  under 
which  the  General  Motors  Corporation  is  organized  provide  that 
capital  stock  may  be  purchased  “  by  labor  done.”  (Section  14,  Gen¬ 
eral  Corporation  Laws.)  In  this  case  the  taxpayer  had  fully  per¬ 
formed  the  services  for  which  the  stock  was  to  be  issued,  but,  under 
the  bonus  plan  of  the  corporation  and  the  agreement  under  which 
he  performed  the  services,  he  waived  his  right  to  physical  possession 
of  the  stock  certificates.  Article  10  of  the  bonus  plan  specifically 
gives  the  persons  to  whom  an  award  of  stock  has  been  made  all  the 
rights  of  stockholders  except  the  right  to  sell,  assign,  or  pledge  their 
interest  in  the  stock.  The  waiving  by  the  taxpayer  of  his  right  to 
possession  of  the  stock  certificates  did  not  make  him  any  the  less 
the  owner  of  the  stock  under  the  definitions  of  that  term.  An  owner 
is  “  one  who  has  dominion  over  a  thing,  which  he  may  use  as  he 
pleases,  except  as  restricted  by  law  or  by  agreement;  *  *  *  one 

who  has  the  legal  or  rightful  title  whether  he  is  the  possessor  or 
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not;  *  *  *  the  person  in  whom  property  is  for  the  time  being 

beneficially  vested,  and  who  has  the  occupation  or  control  or  usufruct 
of  it.”  29  Cyc.  1549. 

It  is  well  established  that  a  person  need  not  have  in  his  possession 
stock  certificates  to  be  a  stockholder,  the  certificates  being  merely 
evidence  of  stock  ownership.  In  Pacific  National  Bank  v.  Eaton , 
141  U.  S.  227,  the  United  States  Supreme  Court  said : 

Millions  of  dollars  of  capital  stock  are  held  without  any  certificate;  or,  if 
certificates  are  made  out,  without  their  ever  being  delivered.  A  certificate  is 
authentic  evidence  of  title  to  stock;  but  it  is  not  the  stock  itself,  nor  is  it 
necessary  to  the  existence  of  the  stock.  It  certifies  to  a  fact  which  exists 
independently  of  itself. 

See  also  Beardsley  v.  Beardsley ,  138  U.  S.  262. 

The  certificates  in  question  were  made  out  and  appeared  in  the 
name  of  the  taxpayer,  except  that  the  corporation  gave  effect  to  the 
assignments  and  trust  agreements  in  paying  dividends  on  the  stock. 

In  Turnbull  v.  Pay  son,  95  U.  S.  418,  it  was  held  that  the  name  of  a 
person  appearing  on  the  stock  book  as  a  stockholder,  or  a  receipt 
given  for  a  dividend  upon  the  shares  standing  upon  the  books  in 
his  name,  creates  a  prima  facie  presumption  of  his  being  a  stock¬ 
holder.  See  also  Franklin  Bank  v.  C ommercial  Bank ,  36  Oh.  St. 
350;  State  v.  Ferris ,  42  Conn.  560;  Swobe  v.  Brictson  Mfg.  Co.,  279 
Fed.  560. 

While  the  taxpayer  might  have  forfeited  a  part  of  the  stock  by 
severing  his  connection  with  the  company  before  a  specified  date,  the 
fact  remains  that,  while  he  was  in  the  employ  of  the  company,  his 
relation  to  it  was  that  of  a  stockholder.  Furthermore,  the  evidence 
shows  that  the  cash  dividends  were  paid  periodically  as  dividends  by 
the  company  in  accordance  with  the  usual  declaration  resolutions, 
and  that  in  authorizing  dividends  on  its  stock  the  board  of  directors 
of  the  company  made  no  distinction  between  the  so-called  bonus 
stock  and  the  remainder  of  its  outstanding  capital  stock. 

From  what  has  been  said  above  it  clearly  follows,  in  our  opinion, 
that  the  amount  of  $67,311  paid  to  the  taxpayer  or  his  nominees  con¬ 
stituted  dividend  payments  and  not  additional  compensation.  Conse¬ 
quently,  that  amount  is  subject  only  to  the  surtax. 

It  was  stipulated  by  the  parties  to  this  appeal  that  the  so-called 
stock  dividends  “  were  paid  as  such  ”  by  the  company.  Holding, 
as  we  do  above,  that  the  taxpayer  was  actually  a  stockholder  of  the 
company  in  so  far  as  the  stock  here  involved  is  concerned,  it  is 
clear  that  the  1,703-36/40  shares  of  stock  issued  by  the  company 
in  1920  were  true  stock  dividends,  and  accordingly  are  not  subject 
to  tax  under  the  decision  in  Eisner  v.  Macomber ,  252  U.  S.  189. 

27414—27 - 7 
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The  dividends  which  were  paid  to  the  taxpayer’s  wife  were  paid 
to  her  by  virtue  of  a  contract  dated  July  2,  1920.  This  contract 
provided  that  the  taxpayer  “  assigns,  transfers,  sets  over  and  delivers 
unto  the  second  party  [Bertha  S.  Warner]  all  his  right,  title  and 
interest  in  and  to  any  and  all  dividends,  rights  or  income  payable 
or  accruing  on  or  in  respect  to  the  said  Twelve  thousand  five  hundred 
(12,500)  shares  of  the  common  stock  of  General  Motors  Corpora¬ 
tion  without  nominal  or  par  value,  held  by  said  General  Motors 
Corporation  for  the  first  party.”  This  right  was  assigned  to  the 
taxpayer’s  wife  only  for  the  period  during  which  the  stock  was 
held  by  the  General  Motors  Corporation  for  the  taxpayer.  The 
instrument  does  not  purport  to  convey  or  transfer  the  stock  itself. 

Ordinary  dividends  are  the  distributions  of  earnings  of  a  corpora¬ 
tion  to  its  stockholders.  A  corporation  is  not  authorized  to  distribute 
earnings  as  dividends  to  those  not  stockholders,  except  under  the 
authority  and  at  the  request  of  those  entitled  to  receive  them  as 
stockholders.  When  dividends  are  declared  the  corporation  then 
becomes  indebted  to  its  stockholders  for  the  amount.  United  States 
v.  Guinzburg ,  278  Fed.  363,  and  Plant  v.  Walsh ,  280  Fed.  722.  If 
the  stockholder  assigns  his  right  to  receive  the  dividend,  the  corpora¬ 
tion  by  paying  the  dividend  to  the  assignee  satisfies  an  obligation  to 
the  stockholder.  The  right  to  receive  it  from  the  corporation  accrues 
by  virtue  of  the  stock  ownership.  It  is  a  stockholder’s  right, 
although  they  are  paid  to  others  whose  rights  are  derived  from  the 
stockholder’s  right  to  receive  them.  The  situation  is  analogous 
to  a  case  where  A  owes  B  a  debt  and  authorizes  C  to  pay  money 
owing  to  him  to  satisfy  the  debt.  In  so  far  as  A  is  concerned,  he 
receives  income  when  his  debt  to  B  is  paid. 

In  the  case  of  Rensselaer  &  Saratoga  R.  R.  Co.  v.  Irwin ,  249  Fed. 
726  (certiorari  denied  by  the  United  States  Supreme  Court,  246 
U.  S.  671),  the  Circuit  Court  of  Appeals  had  before  it  what  seems 
to  us  a  similar  situation.  There  a  corporation  leased  its  railroad  and 
agreed  that  the  rental  should  be  paid  to  its  stockholders  and  bond¬ 
holders,  except  that  an  amount  not  in  excess  of  $1,000  per  year  should 
be  paid  to  the  corporation.  It  was  contended  that  the  corporation 
did  not  receive  the  rents  and  did  not  have  the  right  to  receive  them, 
and  therefore  the  amounts  should  not  be  included  in  its  taxable 
income.  This  contention  was  denied  by  the  court,  which  used  the 
following  language : 

It  is  true  that  the  rent  of  its  road  does  not  go  into  the  plaintiff’s  treasury 
and  that  it  has  no  means  of  withholding  the  tax  from  it.  It  is  also  true  that 
the  rent  reserved  by  the  lease  is  paid  by  the  lessee  in  fixed  sums  to  third 
parties.  All  the  same,  the  rent  is  the  property  of  the  plaintiff,  and  remains 
such,  though  by  the  terms  of  the  lease  paid  out  to  others,  whose  rights  are 
derived  through  it.  While  the  rent  is  a  debt  of  the  lessee  to  the  lessor,  it  is, 
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as  between  the  lessor  and  its  stockholders,  the  lessor’s  income,  out  of  which 
the  dividends,  if  any,  are  to  be  paid. 

The  application  of  the  rent  under  the  lease  is  a  mere  labor-saving  device, 
the  effect  being  exactly  the  same  as  if  it  be  paid  to  the  lessor  and  by  it  paid 
out  as  far  as  necessary  to  bondholders  for  interest,  and  the  surplus  in  dividends 
to  its  stockholders.  The  description  of  the  fixed  sum  to  be  paid  by  the  lessee 
of  8  per  cent,  to  the  lessor’s  stockholders  as  a  dividend  shows  that  the  pay¬ 
ment  is  made  as  agent  of  the  lessor.” 

To  the  same  effect,  see  also  Blalock  v.  Georgia  Ry.  &  Electric  Co. 
246  Fed.  387 ;  Anderson  v.  Morris  <&  Essex  R.  R.  Co .,  216  Fed.  83; 
West  End  Street  Ry.  Co.  v.  M alley,  246  Fed.  625;  Houston  Belt  dc 
Terminal  Ry.  Co.  v.  United  States  250  Fed.  1;  Boston  Terminal  Co. 
v.  Gill,  246  Fed.  664;  Hamilton  v.  Kentucky  cfi  Indiana  Terminal 
R.  R.  Co.,  289  Fed.  20. 

In  view  of  the  foregoing,  we  are  of  the’  opinion  that  the  dividend 
from  the  stock,  the  dividends  or  right  to  dividends  on  which  were 
assigned  to  the  taxpaj^er’s  wife,  was  income  to  the  taxpayer  before 
it  could  be  diverted  to  another,  and,  as  such,  the  amount  of  cash 
dividends  received  by  the  taxpayer’s  wife  is  subject  to  tax  as  the 
taxpayer’s  income.  Appeals  of  Ormsby  McKnight  Mitchel,  1  B. 
T.  A.  143;  American  Telegraph  &  Cable  Co.,  2  B.  T.  A.  991. 

With  respect  to  the  10,218  shares  of  which  the  petitioner  created 
trusts  for  his  two  sons,  a  different  situation  exists.  A  valid  trust 
having  been  created  with  respect  to  those  shares,  it  is  clear  that  the 
dividends  are  not  taxable  to  the  petitioner  in  his  individual  capacity. 

Judgment  will  be  entered  after  15  days' 
notice,  under  Rule  50. 


Appeal  of  William  A.  Slater  Mills,  Inc. 

Docket  No.  4241.  Promulgated  December  30,  1926. 

Jurisdiction.- — Under  the  provisions  of  section  283(f)  of  the 
Revenue  Act  of  1926,  the  Board  has  jurisdiction  in  a  case  in  which 
a  jeopardy  assessment  was  made  in  February,  1924,  a  claim  for 
abatement  made,  considered,  and  finally  rejected  on  March  31,  1925. 

James  W.  Mudge,  Esq.,  for  the  petitioner. 

B.  G.  Simpich,  Esq.,  for  the  Commissioner. 

Trussell:  The  petitioner’s  complaint  is  based  upon  the  Commis¬ 
sion’s  letter  dated  March  21,  1925,  reciting  the  result  of  an  audit 
of  petitioner’s  income  and  profits-tax  returns  for  the  years  1918  and 
1919,  and  asserting  deficiencies  for  both  of  said  years  and  rejecting 
a  claim  for  abatement  of  a  jeopardy  assessment  for  additional  income 
and  profits  taxes  for  the  year  1917. 
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The  issue  presented  involves  only  the  additional  taxes  for  the  year 
1917.  The  Commissioner  interposed  a  plea  to  the  effect  that  the 
Board  had  no  jurisdiction  as  to  the  year  1917  and  moved  that  the 
action  be  dismissed. 

At  the  hearing  upon  this  motion  it  appeared  that  the  petitioner 
is  a  Massachusetts  corporation,  organized  in  the  year  1920  as  the 
successor  to  a  corporation  of  the  same  name  organized  in  the  year 
1916;  that  on  March  28,  1918,  the  predecessor  corporation  filed  its 
income  and  profits-tax  return  for  the  year  1917 ;  that  on  December 
28,  1920,  it  executed  and  filed  a  waiver  of  the  three-year  statute  of 
limitations  respecting  the  assessment  of  taxes  under  the  Act  of 
1916,  as  amended  by  the  Act  of  1917;  that  on  January  21,  1924,  the 
Commissioner  issued  and  forwarded  to  the  petitioner  a  preliminary 
notice  commonly  known  as  a  30-day  letter,  indicating  the  finding  of 
additional  tax  liability  for  the  years  1917  and  1918,  and  requested 
petitioner  to  furnish  waivers  for  each  of  said  years.  On  January 
30,  1924,  the  petitioner  forwarded  a  protest  against  such  additional 
taxes;  applied  for  a  hearing,  and  set  up  the  claim  that  it  should 
have  the  benefit  of  sections  210  and  328  of  the  Revenue  Acts  of 
1917  and  1918,  and  further  pleaded  that  the  five-year  limitation  con¬ 
tained  in  the  Revenue  Act  of  1921  had  already  run  against  the  assess¬ 
ment  of  additional  taxes  for  the  year  1917  and  at  the  same  time 
forwarded  a  waiver  as  to  the  year  1918.  On  February  12,  1924, 
the  Commissioner  acknowledged  the  receipt  of  these  documents  and 
denied  the  request  for  a  hearing  as  to  1917  unless  a  waiver  was 
furnished.  On  February  28  or  29,  1924,  the  petitioner  received  from 
the  collector  of  its  district  a  demand  for  the  payment  of  additional 
taxes  for  the  year  1917  in  the  amount  of  $28,310.77.  On  March  10, 
1924,  the  petitioner  filed  a  claim  for  abatement  of  said  1917  addi¬ 
tional  taxes.  Further  correspondence  between  the  petitioner  and  the 
Commissioner  followed  from  the  petitioner  on  April  18,  November 
8,  December  1,  1924,  and  February  25,  1925,  and  from  the  Com¬ 
missioner  on  December  10,  1924,  and  February  17,  1925,  and  finally 
the  Commissioner’s  deficiency  letter  dated  March  21,  1925,  which 
is  in  full  as  follows : 

March  21,  1925. 

IT :  E  :  SM-60-D 
SEW-21833 
A-21834 
B-21835 

William  A.  Slater  Mills,  Inc., 

%  Ropes,  Gray,  Boy  den  and  Perkins,  60  State  Street,  Boston,  Mass. 

Sirs  : 

An  audit  of  your  income  and  profits  tax  returns  for  the  taxable  years  1918 
and  1919,  indicates  a  deficiency  in  tax  amounting  to  $107,007.36,  the  details 
of  which  are  set  forth  in  the  attached  statement. 
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In  accordance  with  the  provisions  of  Section  274  of  the  Revenue  Act  of 
1924,  you  are  allowed  60  days  from  the  date  of  mailing  of  this  letter  within 
which  to  file  an  appeal  to  the  United  States  Board  of  Tax  Appeals  contesting 
in  whole  or  in  part  the  correctness  of  this  determination. 

Where  a  taxpayer  has  been  given  an  opportunity  to  appeal  to  the  United 
States  Board  of  Tax  Appeals  and  has  not  done  so  within  the  60  days  prescribed 
and  an  assessment  has  been  made,  or  where  a  taxpayer  has  appealed  and 
an  assessment  in  accordance  with  the  final  decision  on  such  appeal  has  been 
made,  no  claim  in  abatement  in  respect  of  any  part  of  the  deficiency  will  be 
entertained. 

If  you  acquiesce  in  this  determination  and  do  not  desire  to  file  an  appeal, 
you  are  requested  to  sign  the  inclosed  agreement  consenting  to  the  assessment 
of  the  deficiency  and  forward  it  to  the  Commissioner  of  Internal  Revenue, 
Washington,  D.  C.,  for  the  attention  of  IT :  E :  SM-SEW.  In  the  event  that 
you  acquiesce  in  a  part  of  the  determination,  the  agreement  should  be  executed 
with  respect  to  the  items  agreed  to. 

Respectfully, 


D.  H.  Blair, 
Commissioner. 
J.  G.  Bright, 
Deputy  Commissioner . 


B 


Inclosures : 

Statements. 
Agreements — Form  A. 


IT :  E  :  SM-60-D 
SEW-21833 
A-21834 
B-21835 


STATEMENT. 


In  re:  William  A.  Slater  Mills,  Inc., 

60  State  Street ,  Boston,  Massachusetts. 


Year. 

1918. 

1919. 


Total _  107,007.86 


Deficiency  in  tax. 

_ $65,608.82 

_  41,  399. 04 


After  careful  consideration  and  review  and  an  examination  of  all  the  facts 
submitted,  your  application  under  the  provisions  of  Section  210  and  327  for 
assessment  of  your  profits  taxes  for  the  years  1917,  1918,  and  1919,  under 
Sections  210  and  328  of  the  Revenue  Acts  of  1917  and  1918,  respectively,  has 
been  denied,  for  the  reason  that  no  abnormality  affecting  either  your  capital 
or  income  has  been  disclosed  which  would  bring  your  case  within  the  scope 
of  Section  210  or  Paragraph  (d)  of  Section  327.  Further,  the  audit  of  your 
case  discloses  no  exceptional  hardship  evidenced  by  gross  disproportion  between 
the  tax  computed  without  the  benefit  of  Sections  210  and  328  and  the  tax  com¬ 
puted  by  reference  to  the  representative  corporations  specified  in  those  sections. 

The  deficiency  in  tax  of  $65,608.82  and  $41,399.04  for  the  years  1918  and 
1919,  respectively,  of  which  you  were  advised  in  Bureau  letter  dated  February 
17,  1925,  is,  therefore,  sustained. 
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In  accordance  with  the  above  conclusions,  your  claim  for  the  abatement  of 
$28,810. 77  for  1917,  will  be  rejected  in  full.  (Italics  ours.) 

The  Collector  of  Internal  Revenue  for  your  district  will  be  notified  of  the 
rejection  at  the  expiration  of  thirty  days  from  the  date  of  this  letter. 

Upon  receipt  of  notice  and  demand  from  that  official  payment  should  be  made 
to  his  office  in  accordance  with  the  conditions  of  his  notice. 

Bureau  letter  dated  March  17,  1925,  stating  that  the  deficiency  in  tax  had 
been  assessed  against  you  is  in  error,  and  is  hereby  revoked. 

The  petition  was  filed  with  the  Board  on  May  15,  1925. 

While  all  the  foregoing  proceedings  leading  up  to  this  case  were 
had  prior  to  the  enactment  of  the  Revenue  Act  of  1926,  this  cause, 
and  any  and  all  proceedings  had  before  the  Board,  are  now  governed 
and  controlled  by  the  provisions  of  the  Revenue  Act  of  1926,  and 
especially  by  section  283  (f)  of  said  Act,  a  part  of  which  reads  as 
follows : 

(f)  If  any  deficiency  in  any  income,  war-profits,  or  excess-profits  tax  im¬ 
posed  by  the  Revenue  Act  of  1916,  the  Revenue  Act  of  1917,  the  Revenue  Act  of 
1918,  or  the  Revenue  Act  of  1921,  or  by  any  such  Act  as  amended,  was 
assessed  before  June  3,  1924,  but  was  not  paid  in  full  before  that  date,  and  if 
the  Commissioner  after  June  2,  1924,  but  before  the  enactment  of  this  Act 
finally  determined  the  amount  of  the  deficiency,  and  if  the  person  liable  for 
such  tax  appealed  before  the  enactment  of  this  Act  to  the  Board  and  the 
appeal  is  pending  before  the  Board  at  the  time  of  the  enactment  of  this  Act, 
the  Board  shall  have  jurisdiction  of  the  appeal.  *  *  * 

The  Board  has  heretofore  had  occasion  to  interpret  and  apply  the 
above-quoted  provisions  of  the  Revenue  Act  of  1926  in  Appeals  of 
Covert  Gear  Co .,  4  B.  T.  A.  1025;  Elizabeth  W.  Stranahan ,  4  B.  T.  A. 
1141;  and  Nice  Ball  Bearing  Co .,  5  B.  T.  A.  484. 

We  are  convinced  that  the  facts  and  the  history  leading  up  to 
this  cause  of  action  bring  it  clearly  within  the  provisions  of  the  above 
section  283  (f)  and  the  rules  laid  down  in  the  appeals  cited  above. 

The  Commissioner’s  motion  is,  therefore,  denied,  and  the  cause  is 
restored  to  the  general  calendar  to  await  such  further  appropriate 
action  as  may  be  deemed  necessary. 


Warren  M.  Horner,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  12256.  Promulgated  December  30,  1926. 

A.  H.  Murray ,  Esq.,  for  the  respondent. 

The  petitioner  seeks  a  redetermination  of  his  tax  liability  for  the 
years  1920  and  1921,  for  which  the  Commissioner  determined 
deficiencies  in  the  sums  of  $1,217.42  and  $1,614.40,  respectively,  alleg¬ 
ing  that  certain  amounts,  the  whole  of  which  the  Commissioner 
included  in  gross  income,  were  in  part  a  return  of  capital. 
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FINDINGS  OF  FACT. 

In  1904  the  petitioner,  then  a  resident  of  Minneapolis,  Minn., 
became  a  representative  of  the  Provident  Life  &  Trust  Co.  of 
Philadelphia,  Pa.  In  1906  he  became  the  general  agent  of  that 
company  for  the  State  of  Minnesota.  He  carried  on  his  business 
under  the  name  of  Warren  M.  Horner  Insurance  Agency.  At  the 
time  the  petitioner  became  the  general  agent  he  entered  into  a  con¬ 
tract  with  the  company.  On  November  1,  1918,  a  further  contract 
was  entered  into  with  the  company. 

The  Commissioner  has  increased  the  taxpayer’s  income  for  1920 
in  the  amount  of  $15,279.46  and  for  1921  in  the  amount  of  $15,330.74, 
on  the  ground  that  these  amounts  represented  a  portion  of  the  com¬ 
missions  received  in  those  years  on  renewal  insurance  premiums. 

OPINION. 

Green:  It  is  alleged  in  the  petition  that  the  general  agency  con¬ 
tract  had  a  fair  market  value  on  March  1,  1913,  in  the  amount  of 
$100,000,  which  contract  was  sold  by  the  petitioner  on  November  1, 
1918,  under  the  contract  with  the  Provident  Life  &  Trust  Co.,  and 
that  the  amounts  designated  by  the  Commissioner  as  commissions 
on  renewal  insurance  premiums  and  by  which  he  has  increased  the 
petitioner’s  income  for  the  year  involved  constitute  a  return  of 
capital  from  the  sale  of  the  general  agency  contract. 

There  was  no  appearance  for  the  taxpayer  at  the  hearing  and  no 
proof  was  submitted  to  substantiate  the  allegations  of  fact  mentioned 
above.  Inasmuch  as  the  petitioner,  through  his  failure  to  submit 
proof  to  substantiate  these  allegations  of  fact,  has  failed  to  show 
error  on  the  part  of  the  Commissioner,  the  Commissioner’s  determina¬ 
tion  must  be  approved. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner . 


James  Pantazas,  Spiro  Pomonis,  Charles  Pantazas,  and  Dennis 
•  Pomonis,  Petitioners,  v .  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  No.  3382.  Promulgated  December  30,  1926. 

Sam  Bounds ,  C.  P.  A .,  for  the  petitioners. 

Robert  A.  Littleton ,  Esq .,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  deficiencies  in  in¬ 
come  and  profits  taxes  for  1920  of  $4,439.79  against  James  Pan¬ 
tazas,  $1,140.42  against  Spiro  Pomonis,  $187.30  against  Dennis  Po¬ 
monis,  and  $251.12  against  Charles  Pantazas.  The  deficiencies  re- 
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suit  from  an  increase  in  the  income  of  a  partnership  of  which  the 
petitioners  are  members. 

FINDINGS  OF  FACT. 

The  petitioners  are  members  of  a  partnership  which  operates  the 
Lafayette  Cafe  in  Tulsa,  Okla. 

During  the  year  1920  the  partnership  records  consisted  of  two 
books,  one  of  which  contained  a  record  of  cash  receipts  and  pay¬ 
ments,  made  each  day  from  the  cash  register,  while  the  other  re¬ 
corded  payments  by  check,  these  payments  being  segregated  under 
such  general  headings  as  “  Salaries,”  u  Merchandise,”  “  General 
Expenses,”  and  “  Supplies.” 

In  determining  the  gross  income  of  the  partnership  for  1920  the 
Commissioner  collected  data  from  the  partnership  books,  bank  de¬ 
posits  and  other  sources.  Of  the  amount  disclosed  by  the  bank 
deposits  and  included  in  gross  income,  $14,000  represents  capital 
paid  in  to  the  partnership  during  the  taxable  year  by  James  Pan- 
tazas  and  George  Petropol,  another  of  the  partners,  in  equal  amounts. 

In  the  Commissioner’s  determination,  depreciation  at  the  rate  of 
10  per  cent  was  allowed  on  all  machinery,  furniture  and  fixtures 
to  the  extent  of  the  full  costs  as  shown  by  the  taxpayers’  books. 

OPINION. 

Green  :  The  petitioners  contend :  (1)  That  the  books  of  the  Lafay¬ 
ette  Cafe  properly  reflect  gross  income  and  that  the  increase  based 
on  bank  deposits  and  other  data  is  erroneous;  (2)  that  inventory 
for  the  beginning  of  the  year  as  shown  by  the  books  should  be  used 
in  determining  income;  and  (3)  that  the  various  items  on  which 
depreciation  is  determined  should  be  segregated  and  depreciation 
computed  on  the  basis  of  the  life  of  each  particular  item. 

From  the  record  it  appears  that  the  only  evidence  supporting 
these  contentions  is  that  $14,000  of  the  amount  included  in  gross 
income  on  the  basis  of  bank  deposits  represented  capital  paid  in 
to  the  business  during  the  taxable  year.  Income  should  be  accord¬ 
ingly  reduced  in  that  amount.  There  was  some  testimony  to  the 
effect  that  certain  checks  cashed  for  accommodation  had  been  re¬ 
turned  for  lack  of  funds,  but  there  is  no  evidence  in  the  record 
from  which  we  are  able  to  determine  the  amount  of  such  checks, 
and  for  that  reason,  no  allowance  can  be  made. 

The  record  also  fails  to  disclose  sufficient  facts  to  justify  any 
change  in  the  Commissioner’s  computation  of  depreciation  on  furni¬ 
ture  and  equipment,  and  with  reference  to  inventory  no  attempt 
was  made  to  justify  the  allegation  of  error. 

Judgment  will  be  entered  after  15  days' 
notice ,  under  Rule  50. 


MAX  SARFERT. 
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Appeal  of  Max  Sarfert. 

Docket  No.  3436.  Promulgated  December  30,  1926. 

Held  that  a  loss  was  sustained  as  the  result  of  the  purchase  and 
sale  of  German  marks. 

William  E.  Howe ,  C.  P.  A.,  for  the  petitioner. 

M.  N.  Fisher ,  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  a  deficiency  in  income 
and  profits  taxes  for  1919  in  the  amount  of  $31,689.16.  The  Com¬ 
missioner  has  disallowed  as  a  deduction  an  amount  claimed  as  a 
loss  resulting  from  the  purchase  and  sale  of  German  marks  in  con¬ 
nection  with  the  purchase  of  machinery  in  Germany,  on  the  ground 
that  the  purchase  and  sale  of  the  marks  was  a  part  of  the  transaction 
wherein  the  machinery  was  purchased,  and  the  loss  should  be  treated 
as  a  part  of  the  purchase  price  of  such  machinery. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  individual  residing  at  4902  North  13th  Street, 
Philadelphia,  Pa. 

In  1919  he  was  engaged  in  the  business  of  manufacturing  hosiery 
under  the  name  of  Rockland  Hosiery  Mills.  During  that  year  the 
demands  of  his  business  required  the  purchase  of  certain  machinery, 
which  could  be  obtained  only  from  one  Carl  Lieberknecht,  in  Chem¬ 
nitz,  Germany.  Lieberknecht  cabled  quotations  on  the  machinery  in 
terms  of  marks  and  an  order  at  the  prices  quoted  was  placed  for 
three  of  the  machines.  On  August  28,  1919,  the  petitioner  pur¬ 
chased  from  Hans  Weniger  &  Co.  1,500,000  marks,  the  total  cost 
being  $77,250.  These  marks  were  deposited  to  the  credit  of  the 
petitioner  in  the  Stahl  Bank,  in  Stuttgart,  Germany,  to  be  used  as 
the  initial  payment  on  the  machinery. 

In  November  the  petitioner  proceeded  to  Germany,  and  upon 
reaching  Chemnitz  was  advised  by  Lieberknecht  that  marks  would 
not  be  received  in  payment  for  the  machines  and  that  the  machines 
>vould  be  delivered  only  if  the  purchase  price  was  paid  in  American 
dollars.  After  investigating  the  financial  conditions  in  Germany 
th£  petitioner  agreed  to  make  paj^ment  as  demanded.  The  petitioner 
then  sold  1,450,000  of  the  marks  previously  purchased,  receiving 
therefor  $39,219,  which  was  applied  on  the  purchase  price  of  the 
machines. 

The  account  with  Hans  Weniger  &  Co.  arising  from  the  purchase 
of  the  marks  above  mentioned  was  settled  by  payments  amounting  to 
$50,747.46  in  1919  and  $26,502.54  on  January  28,  1920. 
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The  petitioner  kept  his  books  of  account  and  reported  his  income- 
on  a  cash  receipts  and  disbursements  basis. 

OPINION. 

Green  :  It  is  the  contention  of  the  Commissioner  that  the  purchase 
and  sale  of  the  marks  was  a  part  of  the  transaction  of  purchasing 
the  machinery  and  the  loss  therefrom  constitutes  a  part  of  the  cost  of 
such  machinery,  but  that,  if  the  Board  should  find  that  the  purchase 
of  the  marks  and  the  purchase  of  the  machines  were  separate  and 
distinct  transactions,  the  purchase  price  of  the  marks  having  been 
paid,  part  in  1919  and  the  remainder  in  1920,  and  the  petitioner’s 
returns  having  been  made  on  a  cash  basis,  the  loss  should  be  deducted 
partly  in  1919  and  partly  in  1920,  the  amounts  of  the  deductions  to 
be  determined  on  the  basis  of  the  payments  made  in  the  respective 
years. 

On  the  facts  before  us,  there  can  be  little  room  for  doubt  that 
the  purchase  and  sale  of  the  marks  and  the  purchase  of  the  machin¬ 
ery  were  separate  and  distinct  transactions.  Treating  the  purchase 
of  the  machinery  in  the  manner  most  favorable  to  the  Commis¬ 
sioner,  that  is,  that  there  was  a  contract  for  the  purchase  of  the 
machinery  which  required  payment  in  marks,  we  are  nevertheless 
confronted  with  the  fact  that  such  a  contract  was  never  carried  outr 
but  that  the  machinery  was  actually  purchased  under  a  new  contract, 
separate  and  distinct,  requiring  payment  in  American  dollars,  and 
the  mere  fact  that  part  of  the  price  paid  was  procured  from  the  sale 
of  marks  which  the  petitioner  then  had,  even  though  such  marks 
were  purchased  for  carrying  out  the  provisions  of  the  original  con¬ 
tract,  is  too  remote  and  far  removed  to  be  considered  a  part  of  the 
final  transaction.  It  does  not  appear,  however,  that  the  purchase  of 
the  marks  wTas  any  part  of  the  original  contract,  but  rather  that  the 
marks  were  purchased  purely  for  the  convenience  of  the  petitioner 
in  making  payment  under  such  contract. 

The  petitioner  has  suffered  a  loss  from  the  purchase  and  sale  of 
1,450,000  marks  and  is  entitled  to  deduct  this  loss  under  section  214 
of  the  Revenue  Act  of  1918  which  provides : 

Sec.  214.  (a)  That  in  computing  net  income  there  shall  be  allowed  as  de¬ 
ductions  : 

******* 

(4)  Losses  sustained  during  the  taxable  year  and  not  compensated  for  by 
insurance  or  otherwise,  if  incurred  in  trade  or  business. 

The  Commissioner  takes  the  position  that  a  deduction  should  be 
allowed  in  1919  only  to  the  extent  that  the  payment  on  the  purchase 
price  of  the  marks  made  in  that  year  exceeds  the  sale  price.  In  this 
regard  we  need  only  to  call  attention  to  the  fact  that  the  loss  was 
sustained  on  the  sale  of  the  marks  in  1919,  and  that  on  consum- 
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mation  of  the  sale  the  loss  was  definitely  fixed  and  determined, 
and  the  fact  that  the  account  with  Hans  Weniger  &  Co.  was  not 
fully  paid  until  1920  can  not  make  a  loss  sustained  in  1919  deductible 
in  1920. 

Judgment  will  be  entered  after  15  dags' 
notice ,  under  Rule  50. 


George  E.  Mickel,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Tom  E.  Mickel,  Petitioner,  v.  Commissioner  of  Internal  Reve¬ 
nue,  Respondent. 

Docket  Nos.  439,  440.  Promulgated  December  30,  1926. 

Held,  that  the  dividend  declared  by  a  corporation  was  a  stock 
dividend  and  that  the  petitioners  received  no  taxable  income 
,  thereby. 

Henry  C.  Moeller ,  Esq.,  and  Harry  E.  Judd,  Esq.,  for  the  peti¬ 
tioners. 

L.  C.  Mitchell,  Esq.,  for  the  respondent. 

The  above-entitled  proceedings  came  on  for  hearing  at  the  same 
time,  and  inasmuch  as  the  questions  of  fact  and  the  issue  of  law 
involved  in  both  proceedings  are  identical,  it  was  stipulated  that  they 
might  be  consolidated  for  hearing  and  decision. 

The  deficiency  found  in  the  case  of  George  E.  Mickel  was  in  the 
sum  of  $394.88,  and  in  the  case  of  Tom  E.  Mickel,  $265.97.  The 
question  in  the  case  is  whether  a  dividend  declared  in  1920  was  a  cash 
or  a  stock  dividend. 

FINDINGS  OF  FACT. 

The  taxpayers  are  residents  of  Omaha,  Nebr.,  and  stockholders  of 
the  Mickel  Investment  Co.,  a  corporation.  The  company  had  an 
authorized  capital  stock  of  $150,000,  consisting  of  $100,000  common 
stock,  all  of  which  had  been  issued  prior  to  the  year  in  question,  and 
$50,000  of  preferred  stock,  a  portion  of  which  is  involved  herein. 

The  petitioners,  together  with  Will  E.  Mickel,  owned  all  of  the 
outstanding  capital  stock.  On  April  3,  1920,  the  directors  of  that 
corporation  held  a  meeting,  the  minutes  of  which  were  as  follows : 

April  3rd.  At  the  annual  meeting  of  the  Board  of  Directors  of  Mickel  Invest¬ 
ment  Co.  the  following  being  present: 

Thos.  E.  Mickel,  Pres. 

Will  E.  Mickel,  Secy. 

Geo.  E.  Mickel,  Treas. 

representing  all  the  stock  issued — Report  of  the  Treasurer  read  and  accepted  by 
unanimous  vote.  Capital  Stock  Dividend  of  6%  was  moved,  seconded  and 
accepted  unanimously.  Same  officers  for  ensuing  year  elected  by  unanimous 
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vote.  There  being  no  further  business  to  come  before  the  meeting  adjournment 
was  ordered. 

By  (Signed)  Will  E.  Mickel, 

Secretary. 

Subsequent  to  this  meeting,  the  bookkeeper  was  instructed  by 
George  E.  Mickel,  treasurer,  to  make  the  proper  entries  on  the  books 
of  the  company  to  show  a  stock  dividend  of  6  per  cent,  and  on  May 
14  the  following  entry  was  made  in  the  journal : 


1920 

Cr. 

Dr. 

May  14 

Dividends  _ _ 

6,  000 

Geo.  E.  Mickel _  _ 

2,  760 
2,  760 
480 

T.  E.  Mickel _ 

Will  E.  Mickel _ 

On  July  10,  1920,  the  directors  met  again  and,  when  the  minutes 
of  the  meeting  of  April  3  were  submitted  for  approval,  question  arose 
as  to  whether  or  not  they  clearly  reflected  the  action  taken  with  ref¬ 
erence  to  the  declaration  of  the  dividend.  They  were  corrected  to 
show  that  a  stock  dividend  had  been  declared.  The  correction  wTas 
made  by  the  insertion  of  the  words  “  and  ordered  issued  ”  after  the 
words  “  accepted  unanimously.”  The  minutes  of  the  meeting  of 
J uly  10  read  as  follows : 

July  10th.  At  a  special  meeting  of  the  Board  of  Directors  of  Mickel  Invest¬ 
ment  Co.  the  following  being  present : 

Thos.  E.  Mickel,  Pres. 

WiU  E.  Mickel,  Secy. 

Geo.  E.  Mickel,  Treas. 

representing  all  stock  issued — Minutes  of  last  meeting  read  and  correction 
made  making  payment  of  dividend  perfectly  clear.  This  being  a  stock  dividend 
of  $6,000  was  ordered  paid  by  issue  of  preferred  stock  as  follows :  $2,800  to 
Thos.  E.  Mickel,  $2,800  to  Geo.  E.  Mickel,  $500  to  Will  E.  Mickel,  making  total 
of  $6,100,  the  difference  of  $100  being  paid  in  cash. 

Report  on  repairs  on  building  at  15  and  Harney  read  by  Thos.  E.  Mickel 
and  approved.  Orders  given  to  continue  work  on  building,  completing  repairs 
to  basement  floor. 

By  (Signed)  Will  E.  Mickel, 

Secretary. 

Under  date  of  July  15  a  second  entry  was  made  in  the  journal  as 
follows : 


1920 

Cr. 

July  15 

Geo.  E.  Mickel _ 

Tom  E.  Mickel _ _ 

Will  E.  Mickel _ 

Treasury  Stock _ 

1 

2,  800 

2,  800 
500 
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At  the  time  of  the  meeting  on  July  10  none  of  the  directors  knew 
of  the  manner  in  which  the  entry  of  May  14  had  been  made.  Pur¬ 
suant  to  the  last  resolution,  preferred  stock  was  issued  to  the  stock¬ 
holders  in  proportion  to  their  previous  holdings. 

OPINION. 

Green:  Counsel  for  the  Commissioner  contends  that  the  journal 
entry  of  May  14,  followed  by  the  action  of  the  board  of  directors  on 
July  10  in  correcting  the  minutes  of  the  meeting  of  April  3,  and 
the  entry  in  the  journal  under  date  of  July  15,  conclusively  show 
that  a  cash  dividend  was  originally  declared  and  that  the  action 
taken  by  the  directors  on  July  10  was  only  an  attempt  to  change 
the  cash  dividend  into  a  stock  dividend.  Careful  examination  of  all 
of  the  facts,  however,  leads  to  a  different  conclusion.  It  is  true  that 
the  journal  entry  of  May  14,  standing  alone,  might  justify  a  finding 
that  the  dividend  was  a  cash  dividend,  but  it  is  also  true  that  the 
bookkeeper  was  instructed  to  make  an  entry  to  reflect  a  stock  divi¬ 
dend,  and,  even  though  the  bookkeeper  had  made  an  entry  specifi¬ 
cally  designating  the  dividend  as  a  cash  dividend,  it  would  neverthe¬ 
less  be  a  stock  dividend,  if  such  was  the  dividend  declared  by  the 
directors.  At  the  most,  book  entries  are  only  evidential  and  are 
not  always  conclusive  of  the  facts  they  are  supposed  to  reflect. 
Doyle  v.  Mitchell  Bros.  Co .,  247  U.  S.  179;  Appeal  of  Huruing  Mer¬ 
cantile  Co .,  1  B.  T.  A.  130;  Appeal  of  Chatham  d?  Phenix  National 
Bank ,  1  B.  T.  A.  460;  Krieg  Tanning  Co.  v.  Commissioner ,  4  B.  T.  A. 
1081.  Furthermore,  it  appears  that  at  the  time  of  the  meeting  of 
the  directors  on  July  10  none  of  them  knew  of  the  style  of  the 
entry  of  May  14,  and  the  sole  reason  for  the  correcting  of  the  minutes 
of  the  meeting  of  April  3  was  because  it  was  thought  that  those 
minutes,  as  submitted  for  approval,  did  not  properly  show  that  a 
stock  dividend  had  been  declared. 

On  these  facts,  there  can  be  no  doubt,  except  as  to  the  $100  cash 
dividend,  that  the  dividend  declared  on  April  3  was  a  stock  divi¬ 
dend,  and,  therefore,  not  income  to  the  petitioners. 

Final  order  of  redetermination  will  be  en¬ 
tered  after  10  days ’  notice ,  under  Rule  50. 

George  W.  Hardy,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  7981.  Promulgated  December  30,  1926. 

C.  M.  Pasquier ,  C.  P.  A.,  for  the  petitioner. 

W.  F.  Gibbs ,  Esq.,  for  the  respondent. 

This  proceeding  involves  income  taxes  for  the  calendar  year  1921 
in  the  amount  of  $562.21.  The  deficiency  grows  out  of  the  disal- 
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lowance  by  the  respondent  of  deductions  from  income  of  debts  al¬ 
leged  by  the  petitioner  to  have  been  ascertained  to  be  worthless  and 
charged  off  in  the  taxable  year.  The  matter  arises  under  section 
214  (a)  (7)  of  the  Revenue  Act  of  1921. 

FINDINGS  OF  FACT. 

Petitioner  is  an  individual  residing  in  Louisiana.  He  is  a  cotton 
grower,  and  during  the  year  1921  he  owned  and  operated  a  cotton 
plantation  of  about  one  thousand  acres.  The  manager  of  his  plan¬ 
tation  was  one  Gayle.  Petitioner’s  plantation  was  operated  on 
what  is  known  as  the  “  share  basis.”  His  tenants  were  negroes  who 
paid  to  their  landlord  a  portion  of  the  crop  raised  by  them  as  rent. 
During  the  year  the  petitioner  advanced  supplies  and  moneys  to 
these  tenants  and  charged  their  respective  accounts  with  the  amounts 
so  advanced.  These  advances  were  made  with  the  agreement  that 
such  accounts  would  become  due  and  payable  at  the  time  the  cotton 
was  sold.  All  the  cotton  and  other  crops  raised  on  the  plantation 
in  1921  were  sold  before  the  end  of  that  year. 

The  cotton  raised  by  the  tenants  was  not  purchased  by  the  peti¬ 
tioner  from  them.  The  cotton  was  placed  with  a  cotton  merchant 
who  sold  it.  The  proceeds  were  received  by  the  petitioner,  who 
credited  the  respective  accounts  of  his  tenants  with  the  share  of  the 
proceeds  belonging  to  each. 

In  the  year  1921,  after  all  the  crops  were  sold  and  the  tenants’ 
shares  credited  to  their  respective  accounts,  there  were  not  enough 
of  such  proceeds  to  discharge  the  debts  of  a  number  of  these  negro 
tenants.  The  unliquidated  balances  so  left  outstanding  were  in  the 
total  sum  of  $11,194.89.  The  tenants  were  all  insolvent.  The  peti¬ 
tioner  knew  the  financial  condition  of  all  of  them  and  that  the  ac¬ 
counts  were  uncollectible.  On  December  31,  1921,  he  ascertained 
these  accounts  to  be  worthless  and  charged  them  off  his  books  of 
account  as  worthless.  No  part  of  the  amounts  so  charged  off  in 
1921  had  been  charged  off  or  deducted  from  income  by  the  taxpayer 
in  any  preceding  year. 

Some  of  the  tenants  had  been  with  the  petitioner  in  a  prior  year 
and  a  portion  of  the  amounts  charged  off  as  worthless  had  been  car¬ 
ried  forward  for  such  prior  year.  Others  of  these  tenants  had  not 
worked  for  the  petitioner  in  a  prior  year.  Some  of  these  tenants  re¬ 
mained  on  the  plantation  of  the  petitioner  in  1922  and  were  advanced 
by  the  petitioner  in  that  year.  One  tenant  did  not  so  remain  in  1922. 
No  part  of  the  amounts  charged  off  in  1921  has  since  been  collected  by 
the  petitioner. 

To  the  extent  that  the  petitioner  sold  goods  or  made  advances  in 
kind  to  these  tenants,  he  credited  merchandise  sales  and  reported 
income  thereon  accordingly. 
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Gayle,  the  manager,  had  an  open  and  running  account  with  the 
petitioner,  who  also  held  Gayle’s  note  for  $300.  The  total  indebted¬ 
ness  of  Gayle,  including  this  note,  was  $1,475.68  at  the  close  of  the 
year  1921.  On  December  31,  1921,  petitioner  charged  off  $300  by 
the  following  entry :  u  December  31,  1921.  Note  charged  off  $300.” 
No  other  portion  of  the  Gayle  account  was  so  charged  off.  Gayle 
continued  thereafter  to  manage  the  plantation  for  the  petitioner. 
There  is  no  showing  that  Gayle  was  insolvent  or  that  the  $300  note 
was  uncollectible. 

The  petitioner  took  deduction  in  his  return  on  account  of  bad 
debts,  in  the  amount  of  $11,619.52.  The  debts  of  the  negro  tenants, 
plus  the  $300  note  of  Gayle,  total  $11,494.89,  which  is  the  amount  for 
which  petitioner  now  contends  as  properly  deductible.  The  return 
of  the  petitioner  showed  a  net  loss  of  $997.82,  which  was  later  cor¬ 
rected  to  $649.62.  The  respondent  disallowed  the  deductions  above 
referred  to  and  restored  the  amounts  thereof  to  income.  This  re¬ 
sulted  in  the  deficiency  here  in  question.  The  amount  of  the 
deficiency  determined  by  the  respondent,  of  which  the  petitioner 
was  duly  notified,  is  $562.21. 

OPINION. 

Korner,  Chairman:  The  evidence  here  is  illustrative  of  the  Biblical 
adage  that  the  poor  we  have  always  with  us.  If  these  tenants  were 
not  poor  they  would  not  be  “  cropper  ”  tenants  in  the  cotton  belt. 
Generally,  they  are  poor  and  almost  universally  they  are  judgment 
proof.  On  the  other  hand,  another  set  of  such  tenants  would  be 
just  as  poor.  If  a  cotton  grower  is  to  have  tenants,  it  is  from  such 
that  he  must  choose  them.  There  appears  to  be  little  choice  among 
them.  If  a  crop  is  good  and  brings  a  price  fair  or  better,  they  may 
be  able  to  discharge  to  their  landlord  the  debts  incurred  for  ad¬ 
vances.  If  their  share  of  the  crop  is  sufficient  for  that  purpose, 
such  debts  are  usually  liquidated.  The  landlord  generally  sees  to 
that.  But  if  the  crop  is  a  failure  or  brings  a  low  price  or  worse,  the 
landlord  is  out  of  pocket  and  the  tenant  is  not  much  the  worse  off, 
because  a  j^ear  to  him  is  just  a  living.  Whether  that  living  comes 
out  of  the  crop  he  raises  or  out  of  the  landlord’s  pocket  matters 
little  or  nothing  to  him.  If  he  has  done  the  best  he  could  under 
the  situation,  he  can  be  fairly  sure  of  staying  on — at  the  landlord’s 
risk,  of  course.  If  he  has  not  proved  reasonably  efficient  in  the 
judgment  of  the  landlord,  he  merely  lives  the  next  year  at  the  ex¬ 
pense  of  another  landlord  until  another  crop  tells  him  the  extent 
of  the  risk  he  has  been  to  that  landlord  during  that  year.  In  the 
end  it  is  all  one  to  the  tenant.  The  landlords,  under  this  system, 
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are  fairly  philosophical,  although  it  is  said  they  are  at  times  exacting 
in  respect  of  financial  arrangements  with,  and  collections  from,  their 
cropper  tenants.  This  system  of  farming  is  not  without  its  hazards 
to  the  landlord,  as  the  bank  reports  in  the  cotton  belt  in  a  bad  year 
will  show.  One  who  knows  something  of  the  cropper  tenant  sys¬ 
tem  in  the  cotton  belt  does  not  have  to  tax  his  credulity  to  believe 
that  the  landlord  finds  means  to  credit  his  outstanding  accounts  to 
the  capacity  of  the  tenant.  He  commonly  sees  to  it  that  there  is 
rendered  to  Caesar  the  due  that  is  Caesar’s.  If  aught  is  left  over,, 
and  there  sometimes  may  be,  that  may  be  rendered  to  whomsoever 
it  may  be  rendered.  But  the  landlord  is  rarely  a  poor  collector. 
The  Commissioner  defends  on  the  ground  that  the  writing  off  of 
the  indebtedness  of  these  tenants  constituted  a  gift  or  forgiveness 
of  indebtedness.  Our  judgment  tells  us  that  this  is  not  so.  We  do 
not  incline  to  the  opinion  that  eleemosynary  considerations  entered 
into  the  petitioner’s  operation  of  his  plantation,  or  that  it  was  an 
impulse  of  generosity  which  prompted  his  charging  off  these  debts. 

To  one  who  has  read  the  record,  it  is  apparent  that  the  financial 
picture  here  can  not  be  drawn  with  the  fine  point  of  a  Rembrandt 
or  a  Diirer,  or  painted  with  the  nicety  of  a  Botticelli.  A  broad 
brush  must  be  used,  for  the  picture  is  a  broad  one  of  the  lives  of  the 
lowly. 

It  is  clear  to  us  that  the  petitioner  knew  the  financial  conditions 
of  his  tenants.  No  one  knew  better.  In  the  light  of  that  knowledge, 
he  ascertained  these  accounts  to  be  worthless  and  in  the  taxable  year 
he  charged  them  off.  The  statute  gave  him  a  right  to  do  so  and  to 
take  a  deduction  from  his  tax  return  accordingly.  That  he  con¬ 
tinued  to  employ  these  tenants,  under  the  conditions  shown  here, 
can  not  affect  the  result.  Midland  Coal  Co .,  1  B.  T.  A.  311. 

As  to  the  overseer  or  manager  of  the  plantation,  Gayle,  we  are 
not  so  convinced.  Gayle  had  a  substantial  account  with  the  peti¬ 
tioner,  who  also  held  Gayle’s  note  for  $300.  He  continued  on  there¬ 
after  as  manager  of  the  petitioner’s  plantation.  The  only  amount 
petitioner  charged  off  at  the  end  of  the  taxable  year  was  Gayle’s 
note  of  $300.  The  open  account  in  a  substantial  amount  was  not 
charged  off.  We  are  not  convinced  that  the  petitioner  correctly 
ascertained  the  note  to  be  worthless,  while  at  the  same  time  holding 
the  open  account  to  be  good. 

In  our  opinion  the  petitioner  is  entitled  to  his  deduction  for  bad 
debts  to  the  extent  of  $11,194.89. 

Judgment  will  be  entered  on  15  days’  noticey 
under  Rule  50. 
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Glenwood  Hotel  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  2919.  Promulgated  December  31,  1926. 

Losses  claimed  by  the  petitioner  on  the  sale  of  stock  disallowed. 

II.  H .  Tooley ,  C.  P.  A .,  for  the  petitioner. 

D.  D.  Shepard,  Esq.,  for  the  respondent. 

The  petitioner  appeals  from  the  determination  of  a  deficiency  of 
$7,648.84,  income  and  profits  taxes  for  the  fiscal  year  ended  May  31 
1921.  The  question  involved  is  whether  alleged  losses  of  $21,089* 
and  $6,107.03  upon  the  sale  of  two  separate  blocks  of  stock  on  May 
31,  1921,  are  deductible. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  California  corporation,  operating  the  Glenwood 
Mission  Inn,  at  Riverside,  Calif. 

Some  time  during  1906  or  1907  the  petitioner  acquired  stock  in 
the  Huntington  Park  Association,  which  was  organized  to  purchase 
a  piece  of  real  estate  on  the  outskirts  of  Riverside.  The  property 
included  Mt.  Rubidoux,  upon  which  it  was  proposed  to  have  a  semi¬ 
public  park,  to  be  reached  by  a  road  constructed  around  the  moun¬ 
tain,  the  funds  for  which  were  to  be  acquired  by  the  subdivision  and 
sale  of  lots  at  the  base  of  the  mountain.  Huntington  and  Miller, 
who  was  president  of  the  petitioner,  were  intimate  friends  and  were 
active  in  the  organization  and  incorporation  of  the  Huntington  Park 
Association.  The  petitioner  acquired  stock  expecting  to  benefit  from 
the  tourist  trade. 

The  petitioner  also  acquired  stock  in  the  Victoria  Club,  a  local 
golfing  organization,  where  guests  of  the  hotel  were  privileged 
to  play  upon  payment  of  a  small  fee. 

The  petitioner  set  up  on  its  books  as  a  debit  on  June  1,  1920,  an 
amount  of  $18,165,  under  an  account  headed  “  Huntington  Park  As¬ 
sociation  stock,”  which  was  brought  forward  from  an  old  ledger. 
On  April  30,  1921,  this  account  was  further  debited  with  an  amount 
of  $2,925,  which  represents  two  items  of  $2,630  and  $295  charged  to 
expense  as  of  May  31,  1919,  and  disallowed  as  expense  deductions  by 
a  Government  examiner,  resulting  in  total  debits  to  the  account 
of  $21,090.  The  account  headed  “  Victoria  Club  Stock  ”  was  debited 
on  June  1,  1920,  in  the  amount  of  $3,125,  which  was  transferred  from 
an  old  ledger.  There  were  posted  subsequent  to  June  1,  1920, 
amounts  totaling  $2,983.03,  part  of  which  represents  items  charged 
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to  expense  as  of  May  31,  1918,  and  May  31,  1919,  and  disallowed  as 
expense  deductions  by  a  Government  examiner,  making  total  debits 
to  that  account  as  of  May  31,  1921,  of  $6,108.03.  These  total  debits 
represent  purchases  of  stock  in  the  Huntington  Park  Association 
most  of  which  was  acquired  in  1906  or  1907,  purchases  of  stock  in 
the  Victoria  Club,  most  of  which  was  acquired  prior  to  1913,  but 
some  thereafter,  and  assessments  which  were  made  on  the  stock  of 
both  companies  after  its  purchase  by  the  petitioner. 

At  a  meeting  of  the  board  of  directors  of  the  petitioner  held 
May  16, 1921,  the  following  resolution  was  adopted: 

Whereas,  the  corporation  is  the  owner  of  certain  securities,  wThich,  in  the 
opinion  of  the  board  of  directors,  are  carried  on  the  books  of  the  corporation 
in  excess  of  their  real  value  as  follows:  Stock,  Huntington  Park  Association, 
$21,090 ;  Stock,  Yosemite  Park  Company,  $5,000 ;  Stock,  Victoria  Club,  $6,108.03 ; 
Stock,  Riverside  Realty  Company,  $1,000;  Stock,  Riverside  Holding  Company, 
$1,900 ;  therefore  be  it  resolved  that  the  President  be  and  is  hereby  authorized 
to  dispose  of  any  part  or  all  of  said  securities  for  cash  at  the  best  price 
obtainable. 

On  May  31,  1921,  the  stock  of  the  Huntington  Park  Association 
was  sold  to  Alice  M.  Hutchings  for  $1,  and  that  of  the  Victoria  Club 
to  Dewitte  B.  Hutchings,  her  husband,  for  $1.  Both  of  these  stocks 
stood  in  the  name  of  Miller,  and  Alice  M.  Hutchings  is  his  daughter. 
At  the  time  of  the  sale  Miller  owned  a  majority  of  the  stock  of  the 
petitioner,  his  daughter  was  its  secretary,  and  both  she  and  her 
husband  were  stockholders.  Miller  would  not  sell  the  stock  to  an 
outsider  who  would  insist  upon  its  transfer  on  the  stock  records. 
He  wanted  it  to  remain  on  the  books  as  originally  issued. 

As  of  May  31,  1921,  the  accounts  of  the  Huntington  Park  Associa¬ 
tion  and  the  Victoria  Club  show  a  credit  in  each  case  of  $1  and  addi¬ 
tional  credits  of  $21,089  and  $6,107.03,  respectively.  The  latter 
amounts  are  posted  from  the  journal  account,  profit  and  loss,  as  of 
May  31,  1921. 

The  amounts  of  $21,089  and  $6,107.03  were  claimed  as  deductions 
by  the  petitioner  in  its  return  for  1921  and  disallowed  by  the 
Commissioner. 

OPINION. 

Morris  :  The  question  presented  to  us  in  this  proceeding  is  whether 
upon  the  facts  hereinabove  set  forth  the  petitioner  may  deduct  dur¬ 
ing  the  taxable  year  in  question  the  loss  claimed.  As  to  the  major 
portion  of  the  loss  the  record  is  lacking  in  the  salient  factors  for  the 
determination  of  that  question.  We  are  advised  of  certain  book 
entries  carried  forward  from  prior  ledgers  representing  purchases 
of  the  stock  in  question  both  prior  and  subsequent  to  March  1, 
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1913,  and  assessments  thereon.  The  record  is  silent  as  to  the  number 
of  shares  purchased,  the  dates  thereof,  the  dates  of  the  assessments, 
the  March  1,  1913,  value  of  the  stock  held  on  that  date  and  the  pur¬ 
chases  and  assessments  subsequent  thereto.  The  fact  that  assessments 
were  made  on  the  stock  leads  us  to  believe  that  the  March  1,  1913, 
value  was  substantially  less  than  cost,  which  inference  is  substanti¬ 
ated  by  the  testimony  of  one  of  the  witnesses  to  the  effect  that  the 
stock  in  question  was  never  worth  what  it  cost  and,  with  the  possible 
exception  of  the  Huntington  Park  Association,  was  not  even  bought 
for  investment  purposes  but  for  the  indirect  benefits  flowing  from  its 
acquisition  in  the  increased  volume  of  hotel  business. 

It  appears,  however,  that  certain  expenditures  were  made  in  the 
fiscal  years  1918  and  1919  and  charged  to  expense,  which  were,  after 
the  opening  of  the  new  ledger,  debited  to  the  two  stock  accounts  in 
question,  representing  either  additional  purchases  of  stock  or  assess¬ 
ments.  Whether  one  or  the  other  is  immaterial,  as  in  either  event 
such  expenditures  should  be  added  to  the  March  1,  1913,  value  of  the 
stock,  and  if  such  value  were  zero,  they  would  constitute  the  basis  for 
computing  the  loss  in  the  absence  of  specific  evidence  of  other  such 
expenditures  after  that  date.  It  therefore  becomes  necessary  to  deter¬ 
mine  whether  under  the  instant  facts  the  petitioner  may  deduct  as  a 
loss  the  difference  between  those  expenditures  and  the  sale  price  of 
the  stock. 

The  resolution  of  the  board  of  directors  authorized  the  sale  of  the 
stock  for  cash  at  the  best  price  obtainable.  There  is  no  evidence  of 
any  effort  being  made  to  sell  the  stock  to  outside  interests.  On  the 
contrary,  Miller  did  not  want  any  sale  to  be  made  which  would  neces¬ 
sitate  a  transfer  on  the  stock  records.  The  stock  stood  in  his  name; 
he  was  president  of  the  petitioner.  Two  weeks  after  the  passage  of 
the  resolution  the  stock  was  sold  to  other  stockholders,  one  his 
daughter,  who  was  secretary  of  the  corporation,  and  her  husband. 
The  stock  was  purchased  primarily  with  the  idea  that  through  its 
ownership  business  would  be  increased.  After  the  sale  the  petitioner 
continued  to  derive  whatever  advantage  existed  from  its  ownership. 

We  were  not  given  the  benefit  of  any  testimony  from  the  principals 
in  the  transaction  whose  knowledge  of  the  facts  might  have  thrown 
considerable  light  thereon.  On  the  basis  of  the  facts  presented,  we 
are  of  the  opinion  that  the  sale  was  not  bona  fide,  and  that,  even  to 
the  extent  of  the  expenditures  made  after  March  1,  1913,  and  identi¬ 
fied,  minus  the  sale  price  of  the  stock,  the  petitioner  did  not  sustain 
a  deductible  loss. 

The  deficiency  for  19%1  is  $ 7,648.8 1^.  Order 
will  be  entered  accordingly. 
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Emilio  Marino,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent 

Docket  No.  7465.  Promulgated  December  31,  1926. 

T.  M.  Mather ,  Esq.,  for  the  respondent. 

Sternhagen  :  The  petitioner  was  engaged  as  a  salesman  for  selling 
certain  goods  to  retail  drug  stores.  His  salary  was  $60  a  week  and 
this  was  his  sole  income.  He  claimed  to  have  paid  $30  a  week  to  a 
chauffeur  to  drive  him  in  a  Ford  automobile  to  his  various  cus¬ 
tomers,  and  these  payments,  together  with  oil,  gas  and  repairs, 
amount  to  $1,786,  which  he  deducted  as  an  ordinary  and  necessary 
expense.  The  deduction  was  disallowed  by  the  Commissioner,  re¬ 
sulting  in  a  deficiency  for  the  year  1923  of  $23.86. 

After  hearing  the  petitioner’s  evidence,  we  are  not  convinced  that 
the  amount  claimed  was  in  fact  sustained  as  an  ordinary  and  neces¬ 
sary  expense  of  the  business,  and,  therefore,  affirm  the  Commissioner’s 
disallowance. 

Judgment  will  be  entered  for  the  Commissioner. 


Appeal  of  J.  W.  Blair,  Administrator,  Estate  of  W.  A.  Blair. 

Docket  No.  1870.  Promulgated  December  31,  1926. 

W.  E.  Baird ,  C.  P.  A .,  for  the  petitioner. 

Robert  A.  Littleton ,  Esq.,  for  the  Commissioner. 

This  appeal  is  from  the  determination  of  a  deficiency  of  $188.59 
in  the  income  taxes  of  the  decedent  for  the  year  1920.  The  deficiency 
arises  from  the  disallowance  by  the  Commissioner  of  a  loss  of  $1,780, 
sustained  by  the  decedent  in  the  sale  of  a  residence  in  the  City  of 
Atchison,  Kans. 

FINDINGS  OF  FACT. 

Some  time  prior  to  March  1,  1913,  the  decedent  purchased  a  resi¬ 
dence  in  Atchison,  Kans.,  and  lived  in  it  until  in  1917,  when  a  fire 
compelled  him  to  remove  his  furniture  therefrom.  Thereafter  he 
resided  for  a  few  months  with  his  parents,  and  then  in  a  suburban 
residence  which  he  purchased  and  occupied  as  his  home.  The  prop¬ 
erty  in  which  the  fire  occurred  remained  vacant  until  early  in  1918, 
when  he  remodeled  and  reconstructed  the  building  to  put  it  on  a 
rental  basis,  expending  about  $2,000  for  that  purpose.  Thereafter 
he  rented  it  for  profit  and  regularly  accounted  for  the  rentals  in 
his  income-tax  returns.  In  1920  he  sold  the  property  to  his  tenant. 

In  his  income-tax  return  for  the  year  1920  the  decedent  deducted 
from  his  gross  income  the  amount  of  $1,780,  as  a  loss  sustained  in  a 


(988) 


J.  W.  BLAIR,  ADMINISTRATOR. 


989 


transaction  entered  into  for  profit.  Upon  audit  of  such  return,  the 
Commissioner  disallowed  the  alleged  loss,  added  the  amount  thereof 
to  the  decedent’s  gross  income,  and  determined  the  deficiency  here 
in  controversy. 

OPINION. 

Lansdon  :  The  petitioner  has  failed  to  prove  the  cost  of  the  prop¬ 
erty,  its  value  at  March  1,  1913,  the  amounts  expended  in  its  repair 
for  rental  purposes,  or  the  sale  price.  Lacking  these  essential  factors 
for  the  determination  of  gain  or  loss,  we  approve  the  determination 
of  the  Commissioner. 

Judgment  will  be  entered  for  the  Commissioner . 
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OF  THE 

UNITED  STATES  BOARD  OF  TAX  APPEALS. 


Thomas  Barrett,  Jr.,  and  Frank  H.  Barrett,  Petitioners,  v. 

Commissioner  of  Internal  Beyenue,  Bespondent. 

Docket  Nos.  878,  879.  Promulgated  January  5,  1927. 

In  the  taxable  year  the  petitioners  received  certain  payments 
from  a  corporation  of  which  they  were  stockholders,  officers  and 
executives.  Such  payments  were  accounted  for  as  salaries.  Held, 
that  the  payments  in  question  were  salaries  or  bonuses  and  were 
subject  to  normal  tax  and  surtax. 

George  M.  Stanton ,  Esq .,  for  the  petitioners. 

P.  M.  Clark ,  Esq.,  for  the  respondent. 

The  Commissioner  has  asserted  deficiencies  in  income  taxes  and 
surtaxes  as  to  Thomas  Barrett,  Jr.,  for  the  fiscal  years  ended  June  30, 
1919,  1920,  and  1921,  and  as  to  Frank  H.  Barrett  for  the  fiscal  years 
ended  June  30,  1920  and  1921,  in  amounts  not  disclosed  by  the  record. 
At  the  hearing  counsel  for  the  petitioners  abandoned  all  contentions 
as  to  1919  and  1920,  leaving  in  controversy  only  the  asserted  de¬ 
ficiencies  for  1921.  Two  issues  are  involved:  (1)  The  nature  of 
certain  payments  made  to  the  petitioners  by  Barrett  &  Company,  a 
corporation;  and  (2)  whether  each  of  the  petitioners  is  entitled  to 
deduct  certain  amounts  from  gross  income  as  losses  sustained  during 
the  taxable  year.  Counsel  stipulated  that  the  two  proceedings 
should  be  consolidated  for  hearing  and  decision. 

FINDINGS  OF  FACT. 

The  petitioners  are  individuals  who  resided  in  the  State  of  Georgia 
during  the  taxable  year  and  each  was  a  stockholder,  officer  and 
executive  of  Barrett  &  Company,  a  corporation  engaged  in  business 
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as  a  cotton  factor.  Throughout  the  year  1921,  Thomas  Barrett,  Jr., 
owned  25  shares  of  the  stock  of  that  company,  which  he  acquired  on 
September  1,  1913,  at  a  cost  of  $179.11  per  share,  and  Frank  H. 
Barrett  owned  267  shares,  which  he  acquired  at  various  dates  and 
costs,  namely:  175  shares  in  1912,  at  $100  per  share;  9  shares  on 
September  1,  1913,  at  $179.11  per  share;  and  83  shares  on  June  30, 
1916,  at  $641.39  per  share. 

In  the  year  1921,  Thomas  Barrett,  Jr.,  and  Frank  H.  Barrett 
received  from  Barrett  &  Company  the  respective  amounts  of  $25,000 
and  $50,000,  which  were  charged  into  the  profit  and  loss  account  of 
the  cotnpany  as  salaries. 

Barrett  &  Company  was  a  going  business  concern  in  1921  and  in 
that  year  enjoyed  its  usual  volume  of  transactions. 

( 

OPINION. 

Lansdon  :  There  is  no  dispute  that  the  payments  in  question 
were  made. 

The  petitioners  presented  no  evidence  in  support  of  their  conten¬ 
tion  that  the  amounts  received  were  either  regular  or  liquidating 
dividends.  The  only  witness  called,  the  bookkeeper  and  secretary  of 
Barrett  &  Company,  testified  that  the  payments  were  made  and  ac¬ 
counted  for  as  salaries.  On  this  point  we  approve  the  determina¬ 
tion  of  the  Commissioner. 

The  petitioners  also  contend  that  they  are  entitled  to  certain  de¬ 
ductions  fro*m  their  respective  gross  incomes  for  the  taxable  year  on 
account  of  losses  sustained  during  such  year.  The  deductions  claimed 
are  on  account  of  losses  alleged  to  have  been  sustained  by  reason  of 
the  stock  of  Barrett  &  Company  and  certain  other  corporations  be¬ 
coming  worthless  in  the  year  1921.  Barrett  &  Company  was  a  going 
business  concern  and  handled  a  very  large  volume  of  its  usual 
transactions  during  that  period.  The  record  contains  no  evidence 
that  its  stock  or  any  other  stock  owned  by  the  petitioners  became 
worthless  in  1921. 

Judgment  will  be  rendered  for  the  Commis¬ 
sioner  after  15  dags ’  notice ,  under  Rule  50. 


Ewing  B.  Swaney,  Petitioner,  v.  Commissioner  of  Internal 

Bevenue,  Respondent. 

Docket  No.  2863.  Promulgated  January  5,  1927. 

On  the  evidence,  held,  that  cost  of  liming  soil  for  the  purpose  of 
increasing  productiveness  over  a  term  of  years  is  a  capital  ex¬ 
penditure  which  is  subject  to  annual  deductions  for  exhaustion, 
wear  and  tear  during  the  period  in  which  such  liming  is  effective. 
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William  D.  Harris ,  Esq.,  and  Charles  L.  Lewellyn ,  Esq.,  for  the 
petitioner. 

J .  L.  Deveney,  Esq.,  for  the  respondent. 

The  Commissioner  has  asserted  deficiencies  for  the  years  1919  and 
1920  in  the  respective  amounts  of  $933.99  and  $1,947.81.  Two  issues 
are  involved:  (1)  Whether  the  cost  of  applying  burned  lime, to  the 
soil  of  the  farms  owned  by  the  petitioner  is  an  ordinary  and  neces¬ 
sary  business  expense  for  the  year  in  which  such  applications  were 
made  or  a  capital  expenditure.  (2)  If  the  cost  of  such  applications 
of  lime  was  a  capital  expenditure,  what  is  the  correct  rate  of  ex¬ 
haustion  for  the  computation  of  annual  allowances  for  exhaustion, 
wear  and  tear? 

FINDINGS  OF  FACT. 

The  petitioner  is  an  individual  residing  on  and  operating  his  own 
farm  as  a  trade  or  business.  The  farm  in  question  consists  of  two 
tracts,  one  of  185  acres  purchased  in  1903,  and  the  other  of  200 
acres  purchased  in  1917.  The  tracts  are  not  contiguous,  but  during 
the  taxable  years  were  operated  by  the  petitioner  as  a  single  business 
enterprise. 

During  the  year  1919  the  petitioner  prepared  and  burned  three 
large  lime  kilns  and  scattered  the  lime  so  produced  over  a  large  part 
of  his  farm,  all  at  a  total  cost  of  $9,024.  During  the  year  1920,  in 
like  manner,  he  limed  an  additional  area  of  his  farm  at  a  total  cost 
of  $5,800.  In  his  income-tax  returns  for  each  of  such  years  he  de¬ 
ducted  such  costs  from  his  gross  income  as  ordinary  and  necessary 
expenses  incurred  in  trade  or  business.  The  method  of  preparing 
and  burning  the  kilns  was  such  that,  after  the  lime  was  carted  away, 
nothing  of  value  remained.  From  5  to  8  tons  of  lime  were  scat¬ 
tered  on  each  acre  of  the  farm  so  treated. 

There  are  numerous  coke  ovens  in  the  immediate  vicinity  of  the 
farm.  The  smoke  and  fumes  from  these  ovens  are  detrimental  to 
the  productive  capacity  of  the  land.  The  soil  is  mostly  clay  and  on 
account  of  long  use  and  its  contiguity  to  the  coke  ovens  it  can  not 
be  farmed  profitably  without  regular  applications  of  lime.  Due  to 
the  smoke  from  the  coke  ovens  and  the  nature  of  the  soil,  a  single 
application  of  lime  in  the  amount  used  by  the  petitioner  is  not  effec¬ 
tive  for  more  than  4  years.  The  Commissioner  has  held  that  the 
cost  of  applying  lime  to  the  soil  of  the  petitioner's  farm  is  a  capital 
expenditure  and  has  allowed  exhaustion  of  the  same  at  the  rate  of 
10  per  cent  per  annum. 

OPINION. 

Lansdon:  We  have  already  held  in  the  Appeal  of  J.  H.  Sanford , 
2  B.  T.  A.  181,  and  in  the  Appeal  of  Goodell-Pratt  Co.,  3  B.  T.  A 
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30,  that  disbursements  of  the  nature  here  involved  are  capital  ex¬ 
penditures.  The  evidence  adduced  convinces  us  that  applications  of 
burned  lime  in  the  quantities  proved  by  the  petitioner  are  effective 
for  not  more  than  4  years.  We  are  of  the  opinion  that  the  cost  of 
such  liming  should  be  exhausted  for  income-tax  purposes  at  the  rate 
of  25  per  cent  per  annum. 

Order  of  redetermination  will  ~be  made  on 
10  days’  notice ,  under  Rule  50. 

Smith  dissents. 


Kaweah  Lemon  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  4583.  Promulgated  January  5,  1927. 

1.  A  commercially  operated  lemon  grove  is  a  depreciable  asset. 

2.  Rates  of  depreciation  on  lemon  trees,  orchard  equipment, 
trucks,  and  tractors,  determined. 

Clyde  F.  Murphy ,  Esq.,  and  Z.  H.  Rogers ,  C.  P.  A .,  for  the  peti¬ 
tioner. 

D.  D.  Shepard ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  and  profits  tax  for  the  fiscal  year  ended  July  31,  1920,  in 
the  amount  of  $639.97.  The  controversy  arises  from  the  disallowance 
by  the  Commissioner  of  any  depreciation  on  lemon  trees  owned  by 
the  petitioner  at  March  1,  1913,  and  on  certain  tractors  and  trucks 
acquired  during  the  taxable  year. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  California  corporation,  with  its  principal  office 
at  Lemon  Grove,  where  it  is  engaged  in  the  production  and  sale 
of  lemons.  At  March  1,  1913,  it  owned  a  producing  grove  of  15,000 
lemon  trees,  which  had  a  fair  market  value  of  $12  each  at  that  date. 
The  normal,  productive,  useful  life  of  a  lemon  tree  is  30  years. 

During  the  taxable  year  the  petitioner  acquired  trucks,  automo¬ 
biles,  tractors,  and  spray  outfits  as  listed  below  with  dates  of  pur¬ 
chase,  cost,  and  rates  of  depreciation  stipulated  by  the  parties  and 
which  the  Roard  finds  are  reasonable: 
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Date  of  purchase. 

Article. 

Cost. 

Rate. 

October  15, 1919.  .  _ 

Reo  truck  _ _  _  _ _ 

$848.  75 
155.  00 

Per  cent. 
20 

October  27',  1919 _ 

Spray  rig _ _ _  .....  .... 

20 

October  31,'  1919 _ 

Wallis  tractor. . .  ..  .  ..  .. 

3,  564. 00 
594. 13 

25 

January  15,  1920  ...  _  .  .... 

Triplex  spray  outfit  . . . 

20 

February  9, 1920 _  _ 

W  allis  tractor ....  ..  .... 

700.00 

25 

February  26, 1920  .  .  ... 

2  Fordsons _  ..  .  ..  ..  .  _ _ 

1,  790.  00 
944. 65 

25 

April  5,  1 920. .  .  ..... 

Chevrolet  tractor  ..  ...  _ _ 

20 

April  30,  1920 _ 

Automobile . .  . . .  ..  .  .... 

1,  050. 00 

20 

OPINION. 

Lansdon  :  The  evidence  convinces  us  that  the  petitioner  owned  a 
lemon  grove  of  15,000  trees  at  March  1,  1913,  that  such  grove  had  a 
fair  market  value  of  $180,000  at  that  date,  that  the  grove  was  pro¬ 
ducing  lemons  in  commercial  quantities  at  such  date,  and  that  the 
useful  life  of  a  lemon  tree  is  30  years. 

During  the  taxable  year  the  grove  was  in  full  bearing  as  a  com¬ 
mercial  orchard,  and  the  petitioner  is  entitled  to  an  annual  allow¬ 
ance  for  its  exhaustion  under  the  provisions  of  section  214  (a)  (8) 
of  the  Revenue  Act  of  1918.  We  have  found  that  the  normal  useful 
life  of  a  lemon  tree  is  30  years.  It  follows,  therefore,  that  the  aver¬ 
age  composite  useful  life  of  all  the  trees  in  the  grove  is  30  years  and 
that  the  petitioner  is  entitled  to  an  annual  allowance  of  3 y3  per  cent 
as  a  deduction  from  gross  income,  based  on  value  at  March  1,  1913, 
plus  subsequent  capital  additions. 

There  appears  to  be  some  confusion  in  relation  to  equipment  ac¬ 
quired  during  the  taxable  year.  The  petitioner  alleges  that  the  Com¬ 
missioner  refused  to  allow  any  deductions  on  account  of  depreciation 
of  such  equipment,  but  this  is  denied.  The  petitioner  is  entitled  to 
deduct  from  its  gross  income  for  the  taxable  year  depreciation  on 
implements  and  equipment  acquired  during  the  year  at  times  and 
costs  and  stipulated  rate  of  depreciation  as  set  forth  in  our  findings 
above. 

Judgment  will  be  entered  after  W  days ’ 
notice ,  under  Rule  SO. 


Lester  H.  Cranston  et  al.,  Executors,  Estate  of  R.  B.  Cranston, 
Petitioners,  v.  Commissioner  of  Internal  Revenue,  Respond¬ 
ent. 

Docket  No.  3890.  Promulgated  January  5,  1927. 

The  Board  has  no  jurisdiction  to  determine  whether  an  over¬ 
payment  of  tax  shall  be  credited  or  refunded,  or  whether  refund 
is  barred  by  the  period  of  limitation  provided  by  the  statute. 

Frank  I.  Ford ,  Esq.,  for  the  petitioners. 

George  E.  Adams ,  Esq.,  for  the  respondent. 

27732—27 - 2 
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This  is  a  proceeding  for  the  redetermination  of  deficiencies  in  in¬ 
come  tax  amounting  to  $3,183.19  for  1921  and  the  period  January  1 
to  November  3,  1923.  The  notice  of  deficiency  shows  the  following 
tabulation  : 


Year. 

Deficiency  in  tax. 

Over  assess¬ 
ment. 

1918  _ _ _ _ — . . 

1919  . . . . . . 

Barred. 

$444. 48  (Adjusted  under  separate 
communication.) 

$1,  630. 65 

1920 . . . . . . 

418. 12 

1921 . . 

2,  764. 66 

1922 . . . . . . . . . _ . 

277.  i3 

1923  (Jan.  1  to  Nov.  3) . . . 

418. 53 

Totals _ _ _ • _ 

3, 183. 19 

695. 25 

FINDINGS  OF  FACT. 

R.  B.  Cranston  died  November  3,  1923,  at  which  time  he  resided 
at  Woodland,  Calif.  By  his  will,  dated  January  18,  1922,  he  ap¬ 
pointed  his  four  children,  Lester  H.  Cranston,  George  R.  Cranston, 
and  Thornton  E.  Cranston  as  executors,  and  Hazel  V.  Cranston  as 
executrix.  The  estate  having  been  administered  and  the  obligations 
and  incumbrances  having  been  satisfied,  the  Superior  Court  of  Cali¬ 
fornia  issued  a  decree  of  distribution  on  the  ninth  day  of  January, 
1925,  distributing  the  real  and  personal  property  in  equal  shares 
among  the  children  in  accordance  with  the  will. 

During  April,  1924,  a  revenue  agent  made  an  examination  of 
decedent’s  liability  for  1919  to  November  3,  1923,  inclusive,  and  sub¬ 
mitted  a  report  dated  May  20,  1924,  to  the  Commissioner.  May  5, 

1924,  an  “  income  and  profits  tax  waiver  ”  form  provided  by  the 
department,  waiving  the  statute  of  limitations  for  1917  and  1918, 
was  executed,  being  signed  “  R.  B.  Cranston,  by  George  R.  Cranston, 
Executor,”  and  was  filed  with  the  Commissioner  prior  to  June  15, 

1925.  The  other  executors  and  the  executrix  were  consulted  before 
the  execution  of  the  purported  waiver  and  agreed  thereto.  On  May 
29,  1924,  the  executors  executed  a  claim  for  refund  for  1918  of 
$1,630.65,  the  amount  of  the  total  tax  shown  on  the  original  return 
of  the  decedent  for  that  year,  filed  March  15,  1919,  which  was  re¬ 
ceived  by  the  Commissioner  June  13,  1924.  A  supplemental  investi¬ 
gation  of  the  decedent’s  tax  liability  for  1918  to  November  3,  1923, 
was  made  by  a  revenue  agent  who,  in  a  report  dated  July  23,  1924, 
recorded  a  refund  for  the  calendar  year  1918  in  the  sum  of  $1,630.65. 
Under  date  of  October  18,  1924,  George  R.  Cranston,  executor,  was 
notified  that  the  claim  for  refund  of  $1,630.65  for  1918  on  the  return 
filed  by  R.  B.  Cranston,  deceased,  was  rejected,  for  the  reason  that 
waivers  filed  by  an  executor  of  an  estate  are  not  acceptable  with 
reference  to  the  tolling  of  the  statute  of  limitations  and  do  not 
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operate  to  extend  the  period  for  filing  claims  for  refund,  as  provided 
in  section  281  (e)  of  the  Revenue  Act  of  1924,  and,  since  the  claim 
was  not  received  until  June  13,  1924,  it  was  not  filed  within  four 
years  from  the  time  the  tax  was  paid.  A  so-called  thirty-day  letter 
for  the  years  1919  to  November  3,  1923,  inclusive,  was  mailed  on  or 
about  October  20,  1924.  It  was  stated  therein  that  the  overassess¬ 
ment  indicated  for  the  year  1918  is  barred  by  the  statute  of  limita¬ 
tions,  as  explained  in  a  separate  communication.  The  deficiency 
letter  is  dated  March  3,  1925,  and  contains  the  following  with  refer¬ 
ence  to  the  year  1918 : 

The  apparent  overassessment  for  the  year  1918  can  not  be  offered.  It 
appears  that  under  the  statutes  of  the  State  of  California  an  executor  will 
not  be  permitted  to  waive  the  Statute  of  Limitations  upon  a  credit  which  is 
barred.  Consequently  a  waiver  filed  by  an  executor  in  the  State  of  California 
would  not  be  valid  if  the  Statute  of  Limitations  had  run  at  the  time  the  waiver 
was  executed. 

The  Statute  of  Limitations  ran  against  the  1918  return  in  question  on  March 
15,  1924. 

The  waiver  executed  by  you  under  date  of  May  5,  1924,  therefore,  is  not 
valid,  consequently  the  claim  for  refund  filed  by  you  on  June  13,  1924,  can 
not  be  allowed. 

At  the  hearing  the  Commissioner  moved  that  the  petition,  in  so  far 
as  it  relates  to  the  year  1918,  be  dismissed  on  the  ground  that  the 
Board  has  no  jurisdiction,  in  that  the  final  determination  for  that 
year  was  on  October  18,  1924. 

OPINION. 

Morris  :  The  petitioners  do  not  dispute  the  correctness  of  the  over- 
assessments  for  1920  and  1922  or  the  deficiencies  for  1919,  1921  and 
1923.  The  only  question  raised  is  the  refusal  of  the  Commissioner 
to  credit  the  overpayment  for  1918  against  the  deficiencies  for  those 
years.  The  Commissioner  contends  that  the  Board  has  no  jurisdic¬ 
tion  to  consider  the  year  1918,  as  his  final  determination  for  the  }^ear 
took  place  in  October,  1924,  and  that  he  is  without  authority  to 
refund  the  taxes  paid  in  1919  for  1918,  as  the  purported  waiver 
signed  by  one  of  the  executors  subsequent  to  the  expiration  of  the 
period  allowed  by  law  for  making  assessment  of  taxes  for  the  year 
for  which  such  waiver  was  given  may  not,  under  the  laws  of  Cali¬ 
fornia,  be  considered  a  valid  waiver  on  which  the  allowance  of  a 
claim  for  refund  may  be  based.  The  petitioners  contend  that  the  final 
determination  was  made  by  the  Commissioner  in  his  letter  of  March 
3,  1925,  that  under  the  Appeal  of  E.  J.  Barry ,  1  B.  T.  A.  156,  and 
kindred  appeals,  the  Board  has  jurisdiction  of  1918,  that  the  waiver 
of  May  5,  1924,  was  valid,  as  the  executors  and  heirs  of  the  estate  of 
R.  B.  Cranston  were  the  same  persons,  and  that  therefore  the  over- 
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assessment  for  1918  should  be  credited  against  the  net  deficiency 
of  $2,487.24. 

It  is  unnecessary  for  us  to  go  into  the  various  questions  raised  by 
the  parties  to  this  proceeding.  We  have  no  jurisdiction  over  the 
year  1918,  even  though  the  Commissioner’s  final  determination  as 
to  that  year  is  contained  in  the  deficiency  letter  of  March  3,  1925. 
Appeal  of  Cornelius  Cotton  Mills ,  4  B.  T.  A.  255.  As  to  how  an 
overassessment  for  any  taxable  year  should  be  applied  is  a  matter 
of  administrative  policy  which  we  have  previously  held  is  no  part 
of  our  duty  to  decide.  Appeal  of  Cleveland  Home  Brewing  Co ., 
1  B.  T.  A.  87 ;  Appeal  of  Dicherman  &  Englis ,  Inc.,  5  B.  T.  A.  633. 
In  the  latter  appeal  we  further  held  that  whether  credit  or  refund  is 
barred  by  the  period  of  limitation  provided  by  the  statute  is  beyond 
our  jurisdiction.  It  follows,  therefore,  that  the  determination  of  the 
Commissioner  must  be  approved. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner  on  10  days'  notice ,  under  Rule  50. 


Appeal  of  J.  S.  Cullinan. 

Docket  No.  5914.  Promulgated  January  5,  1927. 

1.  The  petitioner  kept  no  itemized  account  of  traveling  expenses 
paid,  but  the  amounts  spent  by  him  were  in  excess  of  the  amounts 
repaid  to  him  for  traveling  expenses.  Held,  that  the  petitioner 
derived  no  income  from  the  repayments. 

2.  The  petitioner  acquired  land  and  platted  it  into  twenty-four 
lots.  He  gave  away  one  lot,  kept  three  for  himself  and  sold 
seventeen  in  1919,  one  in  1920,  one  in  1921,  and  one  in  1922,  one- 
fifth  of  the  sale  price  being  received  in  cash  and  vendor’s  lien 
notes  being  given  for  the  balance.  The  Commissioner  apportioned 
the  total  cost  of  the  land  and  improvements  to  the  twenty-four  lots 
upon  the  basis  of  the  assessed  valuation  of  the  lots  and  computed 
profits  upon  the  sale  of  lots  as  being  the  difference  between  such 
allocated  cost  of  each  lot  sold  and  the  sale  price.  Held,  that,  in  the 
absence  of  evidence  as  to  a  better  method  of  determining  the  cost 
of  each  lot,  the  method  used  by  the  Commissioner  is  approved ; 
held,  further,  that,  in  the  absence  of  evidence  that  the  cash  value 
of  the  vendor’s  lien  notes  wras  less  than  their  face  value,  the 
Commissioner’s  determination  of  profit  is  approved. 

John  Walsh ,  Esq.,  for  the  petitioner. 

W ard  Loveless,  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  deficiencies  in  income 
tax  for  the  years  1919,  1920,  and  1921,  in  the  amounts  of  $79,364.67, 
$14,237.95,  and  $19,419.02,  respectively,  totaling  $113,021.64.  The 
petitioner  alleges  that  the  Commissioner  erred  (1)  in  adding  to  his 
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taxable  income  for  the  years  1919,  1920,  and  1921,  $9,000,  $12,000, 
and  $12,000,  respectively,  representing  reimbursements  by  certain 
corporations  of  certain  business  expenses  incurred  and  paid  by  him 
while  engaged  in  business  matters  for  the  interests  of  those  corpora¬ 
tions  but  of  which  expenditures  the  petitioner  did  not  keep  an 
itemized  statement;  and  (2)  in  adding  to  his  taxable  income  for 
the  year  1919  the  sum  of  $119,983.89,  alleged  by  the  Commissioner 
to  represent  profit  on  the  sale  of  real  estate  during  that  year. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  resident  of  Houston,  Tex.  During  the  years 
1919,  1920,  and  1921,  he  was  president  of  American  Republics  Cor¬ 
poration;  from  February  25,  1919,  to  February  24,  1920,  president 
of  Galena-Signal  Oil  Co.;  and  from  February  24,  1920,  to  the  end 
of  the  year  1921,  chairman  of  the  stockholders’  advisory  committee 
of  that  company.  He  spent  a  large  part  of  his  time  in  performing- 
executive  duties  for  these  companies.  He  received  no  salary.  He 
made  frequent  trips  from  Houston  to  New  York,  lengthy  stays  in 
New  York,  and  trips  to  other  points,  such  as  Washington,  Franklin, 
Pa.,  and  various  other  places.  The  corporation  reimbursed  him  to 
the  extent  of  $9,000  for  the  year  1919,  and  $12,000  for  each  of  the 
years  1920  and  1921.  The  amounts  of  money  which  he  spent  on 
his  trips  were  in  excess  of  the  amounts  repaid.  He  attached  to  his 
returns  a  statement  that  he  had  received  the  repayments  as  reim¬ 
bursements  for  expenses,  but  did  not  include  the  amounts  as  income 
or  deduct  the  amounts  from  gross  income  as  traveling  expenses. 
The  Commissioner  has  added  the  repayments  to  net  income  in  deter¬ 
mining  the  deficiencies. 

In  the  year  1916  the  petitioner  purchased  36.9  acres  of  unim¬ 
proved  land  in  or  near  Houston,  Tex.,  and  in  the  year  1919  he 
purchased  two  adjoining  fractional  blocks  of  unimproved  land,  all 
of  which  was  included  in  and  constituted  the  real  estate  contained 
in  a  certain  real  estate  development  designated  as  “  Shadyside,” 
designed  and  carried  on  by  the  petitioner  during  the  years  here 
involved.  In  pursuance  of  this  design,  certain  improvement  and 
development  work  was  undertaken  and  was  being  carried  on  before 
and  extended  through  to  1920.  Such  work  included,  among  other 
things,  landscaping,  grading,  construction  of  sewers,  paving,  side¬ 
walks,  street  lights,  and  water  mains  and  facilities.  During  the 
year  1919  the  petitioner  caused  the  land  to  be  platted  into  twenty- 
four  lots  and  into  thoroughfares  and  spaces  for  utilities,  etc.  He 
conveyed  to  three  trustees  all  of  the  property  except  the  platted  lots, 
the  property  so  conveyed  being  for  the  use  and  benefit  of  owners 
of  lots. 
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During  the  year  1919  the  petitioner  “granted,  sold  and  conveyed” 
seventeen  of  the  lots  to  purchasers  by  written  deeds  in  which  there 
was  expressly  retained  by  the  petitioner  a  vendor’s  lien.  By  the 
terms  of  such  deeds  the  petitioner  received  in  cash  in  the  year  1919 
one-fifth  of  the  purchase  price,  the  balance  being  represented  in  each 
instance  by  four  promissory  notes,  bearing  interest  at  the  rate  of 
5  per  centum  per  annum  for  equal  principal  amounts,  maturing, 
respectively,  in  one,  two,  three,  and  four  years  after  date.  The  seven¬ 
teen  lots  were  sold  for  a  total  consideration  of  $258,500.  Lot  J  was 
conveyed  to  Craig  Cullinan  as  a  gift.  Lots  U,  V,  and  K  were 
reserved  by  the  petitioner,  and  on  lot  U  he  built  a  residence.  The 
total  cost  of  the  house  and  lot  improvements  was  $258,000.  The 
three  remaining  lots  were  sold  subsequently,  one  in  1920,  one  in  1921, 
and  one  in  1922. 

For  the  land  the  petitioner  paid  $135,030.05;  the  total  cost  of  im¬ 
provement  was  $93,353.79 ;  and  the  total  cost  of  land  and  improve¬ 
ments  was  $228,383.84.  The  Commissioner  has  computed  a  profit 
upon  the  sale  of  the  lots  in  1919  of  $119,983.89,  and  has  added  this 
amount  to  net  income  of  1919  in  determining  the  deficiency. 

The  cost  of  the  land  and  improvements  composing  Shadyside 
Addition  and  the  sales  of  lots  therein  are  shown  in  the  following 
statement : 

Cost  of  land  and  improvements. 


Purchases : 

Land,  Feb.  7,  1916 _ $119,  925.  00 

Land,  Jul.  31,  1919 _  15,  000.  00 

Land,  Nov.  29,  1919 _  105.05 

Improvements _  93,  353.  79 


Total  cost _  228,  383.  84 


Disposition  of  lots. 


Sold  to. 

Lot. 

Year  sold. 

Sale 

price. 

Harry  Weiss _  _ _ 

A _ 

1919 

1919 

1919 

1919 

1919 

1919 

1919 

1919 

T919 

1919 

1919 

1919 

1919 

1919 

1919 

1920 

1921 

1922 

1919-1922 

$30,000 
30,000 
30,000 
27, 000 
13,  500 
13,  500 
13,500 
8,  500 
25,  500 
25,  500 
12,  750 
12,  750 
8,  250 
8, 750 

D.  D.  Peden . 

C _ 

E.  F.  Woodward _ _ 

D . . . . 

Mrs.  R.  L.  Blaffer _ _ _ _ _ 

E  and  H _ 

F.  M.  Law . _  .  . . . 

F _ 

John  Crotty.  _  _ _ 

G. _ _ _ 

Hugo  Newhaus  _ _ _ _ _ 

I _ _ _ 

Henry  Studer _  .. _ _ __  __  . 

L _ 

Mrs.  W.  B.  Sharp _ _ _  .  .  ... _ 

M,  N,  and  O _ 

W.  F.  Farrish.-.*  ... _ _  _ _ 

Q._._ _ 

Earl  Wharton _ 

P.._ 

K.  E.  Womack . . . . . 

R . . . 

F.  C.  Smith . 

S  .  . 

W.  S.  Moore.  _ 

T _ 

Total  sales _ _  .  . . .  .. 

259,  500 
12,000 
31,800 
15, 340 

W.  N.  Long. _ _ _ _ _ _ 

W _ _ 

F.  A.  Heitman.  _ 

B...  .  . 

E.  H.  Buckner . . . . 

X . . . 

Total  sales _ _ 

• 

318,  640 

Gift  to  Craig  Cullinan..  . 

Lot  J _ _ _ 

Reserved  by  petitioner . 

Lots  K,  U,  and  V . 

(996) 


J.  S.  CTJi^AINAN. 


999 


The  petitioner’s  books  of  account  were  kept  on  the  cash  receipts  and 

disbursements  basis. 

# 


OPINION. 


Smith:  In  his  income-tax  returns  for  the  years  1919,  1920,  and 
1921,  the  petitioner  did  not  include  as  income  $9,000,  $12,000,  and 
$12,000,  respectively,  representing  a  partial  reimbursement  for  ex¬ 
penses  paid  by  him  in  connection  with  his  duties  as  chief  executive  of 
two  large  corporations.  Neither  did  he  deduct  from  gross  income 
any  amount  for  expenses  paid  in  connection  with  his  activities  as 
chief  executive  of  the  corporations.  During  the  years  in  question  he 
was  continually  engaged  in  rendering  services  to  the  corporations 
which,  together  with  their  respective  subsidiaries,  had  offices  and 
places  of  business  located  in  the  States  of  New  York,  Delaware,  Penn¬ 
sylvania,  Ohio,  Texas,  Louisiana,  Arkansas,  and  Oklahoma;  and  had 
offices  in  various  cities  in  those  and  other  States  throughout  the 
country.  The  petitioner  maintained  offices  in  the  cities  of  New  York, 
and  Houston,  Tex.  In  the  course  of  rendering  such  services  the 
petitioner  was  required  to  travel  extensively  throughout  the  United 
States,  and  particularly  between  Houston,  Tex.,  New  York  City, 
Washington,  D.  C.,  Chicago,  Ill.,  and  Franklin,  Pa.  He  kept  no 
detailed  accounts  of  his  expenses.  We  are  convinced  by  the  evidence, 
however,  that  the  amounts  spent  by  the  petitioner  for  traveling- 
expenses  exceeded  the  amounts  paid  to  him  by  the  corporations  and 
that  the  petitioner  derived  no  income  from  the  repayments,  and  it 
was  error  on  the  part  of  the  Commissioner  to  add  the  amounts  to  the 
reported  net  income. 

The  second  assignment  of  error  stated  in  the  petition  reads  as 
follows : 

The  Commissioner  erred  in  adding  to  taxpayer’s  taxable  income  for  the  year 
1919  the  sum  of  $119,983.89  alleged  by  the  Commissioner  to  represent  profit  on 
sale  of  real  estate  arising  out  of  a  closed  and  completed  transaction,  but  which 
transaction  in  fact  was  still  executory  in  1919,  and  the  profit  or  loss  to  arise 
therefrom  was  speculative,  incapable  of  definite  ascertainment,  and  not  realized 
by  the  taxpayer.  Further  the  taxpayer  alleges  that  no  profit  arose  out  of  such 
transactions  and  operations  during  the  year  1919,  such  as  was  and  is  con¬ 
templated  and  warranted  by  law  as  a  proper  subject  for  taxation ;  that  by 
reason  of  the  peculiar  nature  of  the  transactions,  taxable  profit  could  exist 
thereon  only  if,  as  and  when,  cash  receipts  exceed  cost  paid  on  the  project  as 
a  whole ;  and  that  the  apportionment  of  costs  made  by  the  Commissioner  was 
discriminatory  and  unwarranted  by  law. 

It  appears  from  the  copy  of  the  deficiency  letter  filed  with  the 
petition  that  it  is  the  contention  of  the  Commissioner  that  the  amount 
of  $119,983.89  is  the  correct  profit  returnable  as  income  in  1919  from 
the  sale  of  lots,  “  for  the  reason  that  the  cost  of  the  lots  was  arrived 
at  by  taking  the  total  amount  assessed  by  the  city  and  dividing  that 
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amount  by  the  total  cost  obtaining  the  percentage  of  assessment  of 
your  cost  and  increasing  each  lot  accordingly.” 

The  manner  in  which  the  petitioner’s  books  of  account  were  kept  is 
shown  by  the  following  excerpt  from  his  deposition : 

Q.  Are  they  [books  of  account]  on  a  basis  of  cash  receipts  and  disbursements? 

A.  Yes. 

Q.  What  plan  have  you  followed  with  reference  to  accounting  for  any  profits 
that  might  exist  for  purposes  of  income  tax? 

A.  All  expenditures  have  been  charged,  all  receipts  have  been  credited,  and 
the  balance  lias  been  reported  as  a  profit  in  the  annual  return.  I  mean  when 
the  receipts  bad  exceeded  the  total  expenditures. 

Q.  Have  you  ever  attempted  to  determine  the  total  definite  cost  of  any  specific 
tract  or  part  of  the  Shadyside  property  as  subdivided — the  home  sites  in  that 
addition?  The  tracts  sold,  for  instance,  have  you  ever  determined  the  cost  of 
that  particular  tract  sold  in  any  case? 

A.  I  have  not  and  have  denied  the  right  of  anybody  else  to  do  so. 

Q.  Is  it  possible  to  do  so? 

A.  I  am  not  prepared  to  say.  I  want  that  point  very  distinctly  emphasized — I 
oppose  the  right  of  the  Government  or  anyone  else  to  make  such  allocation  of 
value. 

Q.  Do  you,  or  not,  now  own  the  title  to  lots  U  and  Y  in  Shadyside? 

A.  I  do,  and  K  as  well. 

Q.  Which  two  of  these  lots  are  considered  as  a  part  of  your  homestead 
improvements? 

A.  I  occupy  by  building  lot  U,  and  have  enclosed  under  hedge  lot  Y  as  well. 

Considering  first  the  question  of  the  determination  of  the  cost  of 
each  lot  sold,  it  is  to  be  noted  that  section  213  of  the  Revenue  Acts  of 
1918  and  1921  provide: 

That  for  the  purposes  of  this  title  (except  as  otherwise  provided  in  section 
233)  the  term  “gross  income” — 

(a)  Includes  gains,  profits,  and  income  derived  from  *  *  *  sales,  or 

dealings  in  property,  whether  real  or  personal,  growing  out  of  the  ownership 
or  use  of  or  interest  in  such  property ;  *  *  *  or  gains  or  profits  and  in¬ 

come  derived  from  any  source  whatever. 

If  we  understand  the  contention  of  the  petitioner  correctly,  it  is 
that  he  derived  no  income  from  his  investment  in  Shadyside  until 
he  had  received  in  cash  $228,383.84,  the  actual  cost  of  the  land  and 
improvements  thereto,  and  that  he  is  liable  to  income  tax  only  in 
respect  of  the  excess  of  the  amount  received  from  sales  of  lots  over 
that  amount.  This  is  without  regard  to  the  fact  that  he  made  a  gift 
to  an  individual  of  lot  J,  and  retained  for  himself  lots  K,  U,  and  V. 
Upon  this  reasoning,  a  person  who  purchased  land  for  $1,000  and 
sold  one-half  of  it  for  $1,000  obtained  no  profit  from  the  transaction 
for  the  reason  that  he  had  not  received  anything  in  excess  of  the 
amount  that  he  had  paid  for  the  land. 

We  think  that  the  statute  is  not  fairly  susceptible  of  the  con¬ 
struction  placed  upon  it  by  the  petitioner.  If  the  petitioner  sold  a 
fractional  part  of  the  land  purchased  by  him  for  more  than  the  cost 
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of  the  entire  tract,  including  improvements,  his  actual  gain  or  in¬ 
come  was,  in  our  opinion,  more  than  the  excess  of  the  sale  price  of 
the  part  sold  over  the  cost  of  the  entire  tract.  The  Commissioner’s 
regulations  provide  a  method  for  determining  the  gain  realized  from 
the  sale  of  a  lot  of  land  which  is  a  part  of  a  tract  purchased  for  sub¬ 
division  purposes.  (Art.  43,  Regulations  45  and  Regulations  62.) 

In  this  case  the  Commissioner  has  allocated  the  total  cost  of 
Shadyside  Addition  and  improvements  to  the  twenty-four  lots  carved 
out  of  the  tract  in  accordance  with  the  assessed  value  of  the  lots.  The 
petitioner  had  advanced  no  method  for  determining  the  cost  of  the 
lots  sold.  In  the  absence  of  evidence  as  to  a  better  allocation  than 
that  made  by  the  Commissioner  for  the  purpose  of  determining  profit 
gained  from  the  sale  of  the  lots,  the  Commissioner’s  allocation  is 
approved. 

The  petitioner  kept  his  books  of  account  on  a  cash  receipts  and  dis¬ 
bursements  basis.  In  such  books  of  account  he  has  not  shown  as 
income  of  the  tax  years  involved  any  profits  computed  upon  the 
selling  price  of  lots  over  the  cost  thereof,  upon  the  ground  that  the 
cash  received  was  not  in  excess  of  the  cost  thereof,  and  that  the 
vendor’s  lien  notes  were  not  to  be  regarded  as  having  any  cash  value 
for  income-tax  purposes.  In  tax  years  subsequent  to  those  involved 
herein  the  petitioner  has  shown  as  income  the  amounts  collected  in 
cash  over  the  total  cost  of  the  subdivision.  The  question  presented  is, 
therefore,  whether  the  petitioner  derived  any  income  from  the  sale 
of  lots  in  the  years  1919,  1920,  and  1921,  in  view  of  the  fact  that 
only  one-fifth  of  the  sales  price  was  paid  in  cash  and  the  balance  was 
represented  by  promissory  notes  payable  over  a  period  of  four  years 
from  the  date  of  sale,  the  actual  cash  collections  for  the  three  years 
presumably  aggregating  less  than  the  total  cost  of  the  tract  and  im¬ 
provements. 

Section  212  of  the  Revenue  Act  of  1918  provides  in  part : 

(a)  That  in  the  case  of  an  individual  the  term  “net  income”  means  the 
gross  income  as  defined  in  section  213,  less  the  deductions  allowed  by  section 
214. 

(b)  The  net  income  shall  be  computed  *  *  *  in  accordance  with  the 

method  of  accounting  regularly  employed  in  keeping  the  books  of  such  tax¬ 
payer  ;  but  if  no  such  method  of  accounting  has  been  so  employed,  or  if  the 
method  employed  does  not  clearly  reflect  the  income,  the  computation  shall 
be  made  upon  such  basis  and  in  such  manner  as  in  the  opinion  of  the  Com¬ 
missioner  does  clearly  reflect  the  income.  *  *  * 

Section  213  of  the  Revenue  Act  of  1918  provides : 

That  for  the  purposes  of  this  title  (except  as  otherwise  provided  in  section 
233)  the  term  “gross  income” — 

(a)  Includes  gains,  profits  and  income  *  *  *  of  whatever  kind  and  in 

whatever  form  paid  *  *  *. 
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Section  202  of  the  same  Act  provides : 

(a)  That  for  the  purpose  of  ascertaining  the  gain  derived  or  loss  sustained 
from  the  sale  or  other  disposition  of  property,  real,  personal,  or  mixed,  the 
basis  shall  be — 

jjc  $  %  %  #  #  4* 

(b)  When  property  is  exchanged  for  other  property,  the  property  received 

in  exchange  shall  for  the  purpose  of  determining  gain  or  loss  be  treated  as 
the  equivalent  of  cash  to  the  amount  of  its  fair  market  value,  if  any  *  *  *. 

The  Commissioner  has  held  that  the  petitioner’s  books  of  account 
kept  in  the  manner  indicated  above  do  not  clearly  reflect  his  income 
and  we  are  of  the  opinion  that  such  is  the  case.  We  can  not  doubt 
that  if  the  lots  in  Shadyside  had  been  sold  for  cash,  the  excess  of  the 
cash  received  over  the  cost  of  each  lot  would  have  constituted  income. 
A  part  of  the  consideration  received,  however,  was  in  the  form  of 
negotiable,  interest-bearing  promissory  notes.  The  Commissioner 
has  computed  the  deficiency  upon  the  basis  that  the  notes  were  the 
equivalent  of  cash  to  the  extent  of  their  face  value.  We  have  no 
evidence  that  they  did  not  have  such  value.  In  Appeal  of  Aaron  W. 
Wolf  son,  1  B.  T.  A.  538,  541,  we  stated : 

The  notes  here  involved  were  unconditional  and  negotiable.  That  such  notes 
are  property  needs  no  discussion.  Negotiable  promissory  notes  are  generally 
regarded  by  all  courts  as  property,  especially  those  of  a  responsible  and  solvent 
maker.  Citation  of  authorities  on  this  point  is  unnecessary.  It  is  admitted 
by  taxpayer  that  the  maker  and  indorsers  of  these  notes  were  each  responsible 
and  solvent.  We  are  clearly  of  the  opinion  from  the  facts  that  the  notes 
amounting  to  $130,000  were  received  by  taxpayer  as  part  payment  for  his 
interest  in  the  partnership.  The  sale  was  a  completed  and  closed  transac¬ 
tion  on  September  20,  1919.  This  taxpayer  completely  and  absolutely  parted 
with  every  interest  which  he  had  in  the  partnership.  There  is  no  claim  that 
the  property  (notes)  received  by  taxpayer  was  not  essentially  different  in 
character  from  the  property  parted  with.  The  facts  show  there  was  an  es¬ 
sential  difference. 

Since  the  statute  specifically  provides  that  property  received  in  exchange 
for  other  property  shall  be  regarded  as  the  equivalent  of  cash  to  the  extent  of 
its  fair  market  value,  the  Commissioner  was  correct  in  taking  the  notes  into 
consideration  in  determining  the  gain  or  loss  on  the  sale. 

See  also  Appeals  of  S.  B.  Churchill ,  1  B.  T.  A.  168 ;  E.  Alice  James , 
1  B.  T.  A.  548;  Marchetti  Roma  Cafe  Co.,  2  B.  T.  A.  529;  Sallie  M. 
Wortham,  3  B.  T.  A.  1307. 

We  think  that  the  above  cited  decisions  are  controlling  in  this  case. 

Since  the  hearing  of  this  appeal  the  Revenue  Act  of  1926  has  been 
enacted,  which  provides  for  the  computation  of  tax  liability  in  a  case 
such  as  is  here  presented  on  the  installment  basis,  such  method  of 
reporting  being  optional  with  the  taxpayer.  (Section  212(d)  and 
section  1208.)  The  question  as  to  the  computation  of  tax  liability 
upon  an  installment  basis  is  not  before  us. 

Judgment  will  he  entered  on  15  days ’  notice , 
under  Rule  50. 
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J.  R.  Burns,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  No.  12611.  Promulgated  January  8,  1927. 

M.  A.  Matlock ,  Esq.,  for  the  petitioner. 

J.  Arthur  Adams ,  Esq.,  for  the  respondent. 

Milliken:  This  proceeding  results  from  the  determination  by 
respondent  of  a  deficienc}7  in  income  tax  for  the  calendar  year  1921 
in  the  amount  of  $2,278.81.  In  the  petition  as  filed  two  errors  were 
assigned:  (1)  The  failure  of  respondent  to  allow  a  proper  fair 
market  price  or  value  as  of  March  1,  1913,  for  520  acres  of  timber- 
land  sold  in  1921;  (2)  the  failure  of  respondent  to  make  an  ade¬ 
quate  allowance  for  depreciation  and  obsolescense  on  property  used 
in  trade  or  business.  At  the  hearing  of  this  proceeding,  counsel  for 
the  petitioner  specifically  waived  the  second  assignment  of  error, 
leaving  at  issue  only  the  March  1,  1913,  value  of  520  acres  of  land 
which  were  sold  by  the  petitioner  in  the  year  1921. 

FINDINGS  OF  FACT. 

Petitioner  is  a  resident  of  the  State  of  Arkansas,  domiciled  at 
Stuttgart.  In  1906  he  purchased  520  acres  of  timberland  situate 
12  miles  south  of  Eldorado,  Ark.,  for  $1,500,  and  sold  the  same  in 
1921  for  $26,000.  No  part  of  the  land  purchased  in  1906  wyas  under 
cultivation,  nor  was  any  part  of  the  same  under  cultivation  on  March 
1,  1913.  The  land  was  purchased  as  timberland  and  the  timber  on 
the  property  was  composed  of  75  per  cent  pine,  10  per  cent  white 
oak,  and  the  remaining  15  per  cent  mixed. 

Petitioner  bought  and  sold  timberlands  in  the  vicinity  of  Eldorado 
and  had  worked  under  contract  with  timber  companies  for  the 
cutting  and  hauling  of  logs.  During  the  period  from  1906  to  1913. 
he  made  a  careful  forty-acre  estimate  of  the  amount  of  recoverable 
timber  located  on  the  land  in  question,  and  determined  that  the 
same  contained  not  less  than  5,000  feet  per  acre.  Petitioner  was 
offered  $5  per  thousand  feet  for  the  timber  during  the  year  1912  or 
1913,  but  declined  the  offer,  believing  his  property  to  be  more  valu¬ 
able.  The  fair  market  price  or  value  of  the  land,  apart  from  the 
timber,  on  March  1,  1913,  did  not  exceed  $1  per  acre.  The  fair 
market  price  or  value  of  the  520  acres  of  land  and  timber  on  March 
1,  1913,  which  petitioner  sold  in  1921,  was  $13,520. 

Judgment  will  be  entered  on  15  days ’  notice, 
under  Rule  50. 
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Appeal  of  Provident  Trust  Co.  of  Philadelphia  and  Charles 
Sinkler,  Administrators,  Estate  of  James  K.  Young. 

Docket  No.  4976.  Promulgated  January  8,  1927. 

1.  The  common-law  doctrine  of  estates  by  the  entirety  obtains 
in  Pennsylvania,  and  as,  under  the  common  law,  there  was  no 
transfer  of  such  estate  to  the  surviving  spouse  upon  the  death 
of  the  decedent,  the  value  of  such  estate  may  not  be  included  in 
the  gross  estate  of  the  decedent. 

2.  Ground  rents  being  real  estate,  and  title  thereto  being  held 
by  decedent  and  his  wife  as  tenants  by  the  entirety,  the  value  of 
such  rents  may  not  be  included  in  the  gross  estate. 

Charles  Sinkler,  Esq.,  for  the  petitioners. 

John  F.  Greaney,  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  a  deficiency  in  estate 
tax  under  the  Revenue  Act  of  1921  in  the  amount  of  $1,244.43.  The 
question  involved  is  whether  the  value  of  ground  rents  and  other 
real  estate  held  by  the  decedent  and  his  wife  as  tenants  by  the  en¬ 
tirety,  at  the  time  of  decedent’s  death,  may  be  included  in  the  gross 
estate  of  decedent  for  estate-tax  purposes. 

FINDINGS  OF  FACT. 

The  petitioners  are  administrators  of  the  estate  of  James  K. 
Young,  who  died  on  August  28,  1923. 

By  deeds  dated  May  8,  1912,  July  24,  1901,  and  September  16, 
1903,  the  decedent  and  his  wife  acquired,  as  tenants  by  the  entirety, 
premises  numbered  220-222-224  South  16th  Street,  Philadelphia,  Pa. 
On  June  19,  1923,  they  conveyed  these  premises  to  George  W.  Eyre, 
reserving  a  yearly  ground  rent  of  $6,000,  title  to  which  vested  in  the 
decedent  and  his  wife  as  tenants  by  the  entirety. 

By  deed  dated  June  23,  1923,  the  decedent  and  his  wife  acquired, 
as  tenants  by  the  entirety,  premises  numbered  244  South  21st  Street, 
Philadelphia. 

No  part  of  the  consideration  for  the  above  properties  was  fur¬ 
nished  by  the  wife  of  the  decedent. 

The  Commissioner  included  in  the  gross  estate  of  the  decedent  the 
value  of  the  ground  rents  and  the  property  at  244  South  21st  Street. 

OPINION. 

Arundell  :  The  only  question  involved  is  the  right  of  the  Commis¬ 
sioner  to  include  in  the  gross  estate  of  the  decedent  the  value  of 
property  held  by  the  decedent  and  his  wife  as  tenants  by  the  entirety. 
We  have  heretofore  held  in  Appeals  of  Susie  M.  Root,  5  B.  T.  A. 
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696;  George  R.  Dyer ,  5  B.  T.  A.  711 ;  and  James  C.  Murphy ,  5  B.  T. 
A.  952,  that,  in  States  where  the  doctrine  of  estates  by  the  entirety 
obtains,  in  the  case  of  the  death  of  one  spouse,  there  is  no  transfer 
of  such  estate  to  the  survivor,  and  accordingly  the  Federal  estate 
tax  does  not  apply  thereto. 

The  parties  to  the  present  appeal  agree  that  title  to  the  ground 
rent  reserved  by  the  conveyance  of  J une  19,  1923,  as  well  as  the  title 
to  property  taken  by  deed  of  June  23,  1923,  vested  in  the  decedent 
and  his  wife  as  tenants  by  the  entirety. 

The  common-law  doctrine  of  estates  by  the  entirety  is  recognized 
in  and  applicable  to  property  in  Pennsylvania.  By  statute  of  Janu¬ 
ary  28,  1777,  (Pa.  St.  1920,  sec.  42)  the  common  law  and  statute  laws 
of  England,  save  for  specified  exceptions,  were  revived  and  placed  in 
effect  in  the  Commonwealth.  In  Beihl  v.  Martin ,  236  Pa.  519;  84 
Atl.  953,  the  court,  referring  to  estates  by  the  entirety,  says: 

This  estate  is  too  well  established  and  too  well  defined  to  be  subject  to 
judicial  impairment.  Recognizing  its  very  anomolous  character,  we  have  been 
careful,  as  all  our  cases  show,  to  give  effect  to  these  peculiar  incidents  which 
naturally  and  logically  attach,  especially  to  its  chief  distinguishing  incident, 
which  exempts  it  from  the  ordinary  legal  process  to  which  all  other  estates 
are  subject.  Fundamentally  the  estate  rests  on  the  legal  unity  of  husband 
and  wife.  It  is  therefore  a  unit,  not  made  up  of  divisible  parts  subsisting  in 
different  natural  persons,  but  is  an  indivisible  whole,  vested  in  two  persons 
actually  distinct,  yet  to  legal  intendment  one  and  the  same.  Each  is  seised 
of  the  whole  estate  from  its  inception,  and  upon  the  death  of  one,  while  the 
right  of  survivorship  remains  to  the  other,  that  other  takes  no  new  title  or 
estate. 

Later  in  the  opinion  in  that  case  the  court  quotes  from  the  leading 
case  of  Stuckey  v.  Keefe ,  26  Pa.  397,  as  follows : 

In  the  last  case  [that  of  a  conveyance  to  husband  and  wife]  although  there 
are  two  natural  persons,  they  are  but  one  person  in  law,  and  upon  the  death 
of  either  the  survivor  takes  no  new  estate.  It  is  a  mere  change  in  the  prop¬ 
erties  of  the  legal  person  holding ,  and  not  an  alteration  of  the  estate  holden. 
The  loss  of  an  adjunct  merely  reduces  the  legal  personage  holding  the  estate 
to  an  individuality  identical  with  the  natural  person.  The  whole  estate  con¬ 
tinues  in  the  survivor,  the  same  as  it  would  continue  in  a  corporation  after 
the  death  of  one  of  the  corporators.  This  has  been  the  settled  law  for 
centuries.  ( Italics  ours. ) 

Passing  npw  to  the  subject  of  the  ground  rents  involved,  we  find 
a  disagreement  between  the  parties  as  to  when  title  to  such  rents 
vested  in  decedent  and  his  wife.  The  petitioners  contend  that  title 
to  the  ground  rents  reserved  vested  when  the  real  estate  was  acquired, 
which  was  prior  to  the  enactment  of  the  Revenue  Act  of  1921.  The 
Commissioner  contends  that  the  estate  in  the  ground  rents  was  cre¬ 
ated  when  the  property  was  conveyed  to  Eyre  in  June,  1923.  This 
contention  is  diposed  of  by  the  decision  in  Blount  v.  United  States , 
59  Ct.  Cl.  328,  and  Appeal  of  Susie  M.  Root ,  5  B.  T.  A.  696.  In  the 
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former  case  the  estate  by  the  entireties  was  created  prior  to  the 
enactment  of  the  Revenue  Act  under  which  the  tax  was  asserted, 
and  in  the  latter  case  the  estate  was  created  subsequent  to  the  enact¬ 
ment  of  the  Act.  In  both  cases  it  was  held  that  the  value  of  such 
estate  could  not  properly  be  included  in  the  gross  estate  of  the 
deceased  tenant. 

The  nature  of  a  ground  rent  in  Pennsylvania  is  considered  in 
Wilson  v.  Iseminger ,  185  U.  S.  55,  59,  where  it  is  said : 

It  is  defined  to  be  a  rent  reserved  to  himself  and  his  heirs  by  the  grantor 
of  land,  out  of  the  land  itself.  It  is  not  granted  like  an  annuity  or  rent 
charge,  hut  is  reserved  out  of  a  conveyance  of  the  land  in  fee.  It  is  a  separate 
estate  from  the  ownership  of  the  ground,  and  is  held  to  be  real  estate,  with  the 
usual  characteristics  of  an  estate  in  fee  simple,  descendible,  devisable,  alien¬ 
able.  Bosler  v.  Kuhn,  8  W.  &  S.  183,  185;  Wallace  v.  Harmstad,  44  Penn.  St. 
492,  495;  McQuigg  v.  Morion,  3  Wright,  31. 

Other  contentions  advanced  by  the  Commissioner  as  to  the  nature 
and  measure  of  the  Federal  estate  tax  are  the  same  as  were  made  in 
the  Appeal  of  Susie  M.  Root ,  supra .  As  our  views  of  these  con¬ 
tentions  were  fully  set  forth  in  that  case,  it  is  unnecessary  to  consider 
them  here. 

Our  conclusions  in  this  case,  summarized,  are,  as  titles  to  the 
ground  rents  and  to  the  property  taken  by  conveyance  of  June  23, 
1923,  were  vested  in  the  decedent  and  his  wife  as  tenants  by  the 
entirety,  there  was  no  transfer  of  such  estates  to  the  wife  upon  the 
death  of  the  decedent.  Consequently,  in  so  far  as  those  estates  are 
concerned,  there  was  nothing  to  which  the  Federal  estate  tax  could 
apply. 

Judgment  will  be  entered  on  15  days ’  notice , 
under  Rule  50. 


Appeal  of  Mrs.  W.  A.  Turner. 

Docket  No.  4162.  Promulgated  January  8,  1927. 

Statute  of  limitations. — The  petitioner’s  husband,  for  each  of 
the  years  1917,  1918,  and  1919,  made  and  filed  joint  returns  for 
himself  and  his  wife.  Held,  that  the  statute  of  limitations  began 
to  run  against  an  assessment  of  a  proposed  deficiency  against  the 
wife  on  the  day  when  such  joint  returns  were  filed.  Appeal  of 
Belle  R.  Weaver,  4  B.  T.  A.  15,  followed. 

George  S.  Atkinson ,  Esq.,  for  the  petitioner. 

R.  P.  Smith ,  Esq.,  for  the  Commissioner. 

Trussell:  On  March  23,  1925,  the  Commissioner  mailed  to  this 
petitioner  a  deficiency  letter,  asserting  deficiencies  in  tax  for  the 
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three  years  1917,  1918,  and  1919,  aggregating  $11,712.11,  plus  a 
penalty  in  the  amount  of  $1,283.84,  and  referred  to  a  preliminary 
letter  dated  January  21,  1925,  in  which  these  deficiencies  were  set 
forth  and  described  as  follows: 


1917  deficiency  in  tax -  $174. 17 

1918  deficiency  in  tax -  6,  419.  22 

1919  deficiency  in  tax -  6,  402.  56 


Total _  12,995.95 


In  explaining  part  of  such  deficiencies,  this  last  letter  said : 

Your  share  of  the  joint  income  determined  on  community  property  basis 
is  $30,466.86  subject  to  a  tax  of  $5,135.38  and  penalty  of  $1,283.84  for  1918. 

i):  *  *  $  *  * 

Net  income  for  1919  has  been  computed  as  $40,209.49  subject  to  a  tax  of 
$6,402.56. 

On  May  11,  1925,  the  petitioner  filed  her  appeal,  alleging  that 
she  had  no  separate  income  during  any  of  the  years  mentioned; 
that  all  the  income  of  the  marital  community  was  produced  by 
the  business  in  which  her  husband  was  engaged;  that  he  had  made 
income-tax  returns  including  all  such  income ;  and  she  further 
pleaded  the  statute  of  limitations  as  a  complete  defense  against 
any  proposed  assessment. 

In  his  answer  the  Commissioner  admitted  that  the  statute  of 
limitations  had  run  against  the  proposed  deficiency  for  the  year 
1917,  and  alleged  that  the  petitioner  and  her  husband  originally 
filed  joint  returns  for  the  years  1917,  1918,  and  1919,  and  that 
the  husband  later  requested  that  the  joint  income  be  taxed  equally 
to  himself  and  his  wife  as  community  property  and  that  the  wife 
did  not  concur  in  this  request. 

FINDINGS  OF  FACT. 

During  all  the  taxable  years  herein  mentioned  the  petitioner  was 
a  married  woman  living  with  her  husband  and  now  resides  at 
Dallas,  Tex.  During  those  years  she  had  no  separate  income  and 
no  income  other  than  her  statutory  interest  in  the  gains,  profits, 
and  income  arising  from  the  businesses  in  which  her  husband  was 
engaged.  She  filed  no  income-tax  returns,  separate  from  the  joint 
returns  made  by  her  husband  for  each  of  said,  years.  At  no  time 
did  she  sign  any  agreement  consenting  or  requesting  that  the  in¬ 
come  received  from  the  businesses  carried  on  by  her  husband  should 
be  treated  as  community  income  and  divided  between  her  husband 
and  herself  for  income-tax  purposes. 

The  petitioner’s  husband,  W.  A.  Turner,  was  during  the  taxable 
years  engaged  in  the  business  of  oil  well  drilling  contracting.  For 
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the  year  1917  he  made  income  and  profits-tax  returns  on  Forms 
1040  and  1101,  showing  a  net  income  in  his  contracting  business 
of  $7,080,  subject  to  a  tax,  as  computed  in  the  return,  of  $139.20. 
These  returns  were  filed  with  the  collector  of  his  district  on  March 
31,  1918.  For  the  year  1918  he  made  a  return  on  Form  1040,  show¬ 
ing  a  net  income  from  his  contracting  business  of  $9,600,  subject 
to  a  tax,  as  computed,  of  $600,  and  this  return  was  filed  with  the 
collector  of  his  district  on  March  27,  1919. 

For  the  year  1919  he  made  an  income-tax  return  on  Form  1040-A, 
showing  the  net  income  from  his  contracting  business  and  sales  of 
property  and  oil  leases  in  the  amount  of  $3,891.95,  and  computed- 
a  tax  thereon  in  the  amount  of  $51.58.  This  return  was  filed  in 
the  office  of  the  collector  of  his  district  on  March  9,  1920. 

Each  of  these  returns  was,  and  is,  admitted  by  the  Commissioner 
to  have  been  a  joint  return  of  husband  and  wife.  Thereafter,  an 
examining  agent  making  a  field  investigation  reported  finding  that 
the  said  husband,  W.  A.  Turner,  had  been  interested  in  various 
transactions  involving  the  purchase  and  sale  of  oil  leases  from 
which  there  had  resulted  considerable  sums  of  gains  and  profits, 
and  the  Commissioner,  on  the  basis  of  this  investigation,  asserted 
deficiencies  in  taxes  which  he  allocated  equally  to  husband  and  wife. 

The  five-year  period  within  which  assessments  could  have  been 
made  in  respect  to  the  joint  return  filed  March  31,  1918,  expired  on 
March  31, 1923.  The  five-year  period  within  which  assessments  could 
have  been  made  respecting  the  joint  return  filed  March  27,  1919,  ex¬ 
pired  on  March  27,  1924.  The  five-year  period  within  which  assess¬ 
ments  could  have  been  made  respecting  the  joint  return  filed  March  9, 
1920,  expired  on  March  9,  1925.  The  deficiency  letter  of  March  23, 
1925,  was  mailed  13  days  after  the  running  of  the  statute  of  limita¬ 
tions  respecting  the  last  of  the  three  years  here  under  consideration. 
Appeal  of  Belle  R.  Weaver ,  4  B.  T.  A.  15.  There  is  no  deficiency 
against  this  petitioner  for  any  of  those  years. 

Judgment  will  be  entered  for  the  petitioner 
in  due  course. 


Mary  L.  Barton,  Trustee  under  Will  of  Otis  Barton,  Deceased, 
Petitioner,  v.  Commissioner  of  Internal  Revenue,  Respond¬ 
ent. 

\ 

Docket  No.  12934.  Promulgated  January  8,  1927. 

Where  the  entire  income  from  property  held  in  trust  is  distribu¬ 
ted  annually  by  the  trustee  to  the  beneficiaries  of  the  trust  pur¬ 
suant  to  the  discretion  reposed  in  the  trustee  by  the  provisions  of 
the  trust  instrument,  held,  that  the  income  is  distributed  periodi- 
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MARY  L.  BARTON,  TRUSTEE. 

cally  within  the  meaning  of  section  219  (a)  (4)  of  the  Revenue 
Acts  of  1918  and  1921,  and  the  beneficiaries  are  liable  for  the  tax 
on  the  amounts  received. 

Lafayette  R.  Chamberlin ,  Esq .,  for  the  petitioner. 

A.  George  Bouchard ,  Esq.,  for  the  respondent. 

This  proceeding  results  from  the  determination  by  respondent  of 
deficiencies  totaling  $10,666.99  for  the  years  1920  to  1923,  inclusive. 
The  respondent  determined  the  income  of  the  trust  was  distributable 
at  the  petitioner’s  discretion  and  was  taxable  to  her  as  trustee,  under 
the  provisions  of  section  219  of  the  Revenue  Acts  of  1918  and  1921,  as 
interpreted  by  him  in  article  342  of  Regulations  45  and  62.  The 
petitioner  contends  the  income  of  the  trust  was  taxable  to  the  bene¬ 
ficiaries  under  section  219  (d),  as  income  within  the  class  specified 
in  section  219  (a)  (4)  of  the  Revenue  Acts  of  1918  and  1921,  and 
urges  that  the  provisions  of  article  342  of  Regulations  45  and  62 
are  inapplicable  to  the  facts  in  this  proceeding,  or,  if  applicable,  the 
article  is  not  in  accord  with  the  statutory  provisions  it  purports  to 
interpret. 

FINDINGS  OF  FACT. 

Otis  Barton,  the  father-in-law  of  the  petitioner,  died  in  1913, 
leaving  a  will  which  was  executed  in  1904.  The  paragraph  of  the 
will  material  to  this  proceeding,  reads: 

VIII.  I  give,  bequeath  and  devise  all  the  rest,  residue  and  remainder  of  my 
estate,  real,  personal  and  mixed,  wherever  found  and  however  described,  to 
my  said  son,  Frederick  O.  Barton,  and  his  heirs. 

After  the  execution  of  this  will,  Frederick  O.  Barton  died  and  Otis 
Barton  executed  a  codicil  in  June,  1904,  the  pertinent  part  of  which 
is  as  follows: 

VII.  I  direct  that  the  rest,  residue  and  remainder  of  my  estate,  given,  be¬ 
queathed  and  devised  to  my  son,  Frederick  O.  Barton,  and  his  heirs,  and  which 
wall  at  my  decease  become  the  property  of  my  grandchildren,  Otis  Barton,  Jr., 
Francis  Lowell  Barton,  Ellen  Randolph  Barton  and  Mary  Lowell  Barton,  be 
held  in  trust  for  them  by  their  mother,  Mary  L.  Barton,  until  they  reach 
the  age  of  twenty-five  years,  and  I  direct  said  trustee  to  manage  and  improve 
said  property,  invest  and  reinvest  the  same,  and  pay  over  to  them  such  part 
of  the  net  interest  and  income  thereof  as  in  her  discretion  shall  seem  best. 

The  will  and  codicil,  together  with  another  codicil  not  material 
here,  were  duly  admitted  to  probate  under  the  laws  of  New  Hamp¬ 
shire  and  the  estate  committed  to  the  named  executor.  The  petitioner, 
the  widow  of  Frederick  O.  Barton  and  the  mother  of  the  benefici¬ 
aries,  was  appointed  trustee  under  the  will  of  Otis  Barton  on  or 
about  April  9,  1913.  In  1920  the  ages  of  the  grandchildren,  bene¬ 
ficiaries  under  the  will,  were:  Otis  19,  Ellen  20,  Mary  19,  and  Francis 
17.  The  assets  placed  in  trust  by  the  above-quoted  paragraphs  of 
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the  will  and  codicil  were  turned  over  to  the  petitioner  as  trustee  dur¬ 
ing  the  year  1916.  Thereafter,  down  to  the  date  of  hearing,  the  peti¬ 
tioner  has  paid  over  to  the  children  all  of  the  income  that  has  annually 
accrued,  or  used  it  for  their  support,  maintenance  and  education. 
During  the  years  1920  to  1923,  inclusive,  she  distributed  to  the  chil¬ 
dren  or  for  their  support,  maintenance  and  education,  all  of  the  in¬ 
come  that  accrued  during  those  respective  years  from  the  trust  prop¬ 
erty.  It  was  necessary  for  the  petitioner  during  the  years  in  question 
to  distribute  the  entire  income  of  the  trust  for  the  support,  mainte¬ 
nance  and  education  of  the  children.  The  same  method  of  distribu¬ 
tion  which  was  followed  by  petitioner  in  1920  to  1923,  inclusive, 
had  been  followed  by  her  in  the  previous  years,  1916,  1917,  1918, 
and  1919. 

During  1922,  Ellen,  one  of  the  beneficiaries,  died,  and  petitioner, 
who  as  the  mother  of  the  deceased  beneficiary  was  the  sole  heir, 
transferred  the  principal  of  the  trust  fund  received  by  her  as  heir 
into  the  trust  fund.  Thereafter,  down  to  the  date  of  hearing,  she 
continued  to  distribute  the  income  from  the  trust  fund  to  the  re¬ 
maining  three  beneficiaries. 

The  petitioner  reported  the  income  from  the  trust  fund  on  Form 
1041,  and  the  several  beneficiaries  returned  their  distributive  shares 
of  the  income  and  paid  the  tax  thereon.  The  respondent  determined 
that  the  entire  income  of  the  trust  was  taxable  to  the  fiduciary  under 
article  342  of  Regulations  45  and  62,  issued  certificates  of  over¬ 
assessment  to  the  beneficiaries,  and  determined  the  deficiencies 
against  the  petitioner  here  under  consideration. 

OPINION. 

Milliken  :  The  question  involved  in  this  appeal  relates  to  the  proper 
interpretation  and  construction  of  section  219  of  the  Revenue  Acts 
of  1918  and  1921,  and  whether  article  342  of  Regulations  45  and  62 
is  in  conformity  with  the  statutes  of  which  it  purports  to  be  a  fair 
and  reasonable  interpretation.  Article  342  of  Regulations  45  reads 
as  follows: 

Where,  under  the  terms  of  the  will  or  deed  the  trustee  may  in  his  discretion 
distribute  the  income  or  accumulate  it,  the  income  is  taxed  to  the  trustee, 
irrespective  of  the  exercise  of  his  discretion. 

The  pertinent  part  of  article  342  of  Regulations  62  is  substantially 
similar. 

This  Board  has  considered  article  342  in  two  previous  cases, 
namely,  Appeal  of  William  E.  Scripps ,  1  B.  T.  A.  491,  and  Appeal 
of  Brown  <&  Ives ,  Trustees ,  2  B.  T.  A.  936.  The  issues  presented  in 
those  appeals  were  quite  dissimilar.  In  the  Brown  &  Ives  appeal, 
supra ,  the  trustees,  in  the  exercise  of  their  discretion,  only  distributed 
a  portion  of  the  income  accruing.  Accordingly,  the  question  there 
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was  whether,  in  case  of  the  actual  exercise  of  discretionary  power 
vested  in  the  trustee  and  a  partial  distribution,  the  trustee  should 
be  taxed  upon  the  income  of  the  trust.  Quite  different  facts  entered 
into  the  Scripts  appeal,  supra.  In  the  latter  case  there  was  a  non¬ 
exercise  of  the  discretionary  power  vested  in  the  trustee  and  all  of 
the  trust  income  was  in  fact  distributed,  and  wTe  held  that  the  income 
distributed  was  taxable  to  the  beneficiary  under  section  219  (d)  as 
income  to  be  distributed  within  the  meaning  of  section  219  (a)  (4). 

The  material  facts  in  the  instant  appeal  are  very  similar  to  those 
involved  in  the  Scripps  appeal.  In  both  cases  all  the  income  was 
distributed  and  had  been  so  distributed  over  a  considerable  period 
of  time.  The  reasons  given  in  support  of  that  decision  are  equally 
persuasive  here.  There  may  have  been  differences  with  respect  to 
the  extent  of  and  the  power  to  exercise  the  discretion  reposing  in 
the  trustees  in  the  two  cases.  However,  to  argue  that  such  possible 
differences  distinguish  the  two  cases  is  to  ignore  the  fundamental 
basis  of  the  decision  in  the  Scripps  appeal.  In  that  case  the  Board 
held  that: 

Whenever  taxable  income  is  to  be  determined,  all  the  facts  must  be  con¬ 
sidered.  It  may  be  that  some  of  the  facts  are  creatures  of  the  law  *  *  * 

and  are  therefore  not  so  readily  apparent  as  physical  or  economic  facts, 
*  *  *  but  all  the  facts  of  all  kinds  should  be  recognized  and  weighed. 

It  is  not  sufficient  to  look  only  at  the  abstract  legal  facts  or  only  at  the  more 
concrete  and  tangible  facts.  Hence  we  may  not  in  applying  the  statute 
before  us  look  only  at  the  trust  instrument  and  the  rights  created  thereby, 
and  closing  our  eyes  to  what  has  happened  in  relation  thereto,  say  whether 
the  income  in  question  is  of  one  or  the  other  class.  The  statute,  it  will  be 
noted,  wisely  uses  terms  of  actuality  as  the  criteria  of  liability,  and  we  must, 
therefore,  look  not  alone  to  the  bare  language  of  the  trust  instrument  but 
to  the  acts  of  the  persons  most  interested  in  its  correct  enforcement. 

In  one  of  the  closing  paragraphs  it  was  further  held  that : 

*  *  *  If  discretion  were  to  be  the  test  of  liability  of  the  trustee,  Congress 

could  easily  have  said  so,  as  it  did  in  the  Revenue  Act  of  1924.  “  We  can  not 
supply  the  omission  in  the  earlier  act  *  * 

The  respondent  insists  that  the  language  used  in  section  219  (a) 
(4)  “ refers  to  income  which  is  required  to  he  distributed  under  the 
terms  of  the  will  or  trust  ”  It  therefore  is  pertinent  to  examine  the 
provisions  of  section  219  to  determine  if  the  contention  is  well 
founded  and  should  prevail  over  the  actualities  of  a  given  case  as 
decided  in  the  ScHpps  appeal.  Section  219  (a)  is  identical  under 
the  two  Acts  and  reads  as  follows: 

Sec.  219.  (a)  That  the  tax  imposed  by  sections  210  and  211  shall  apply  to 
the  income  of  estates  or  of  any  kind  of  property  held  in  trust,  including — 

(1)  Income  received  by  estates  of  deceased  persons  during  the  period  of 
administration  or  settlement  of  the  estate ; 

(2)  Income  accumulated  in  trust  for  the  benefit  of  unborn  or  unascertained 
persons  or  persons  with  contingent  interests ; 
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(3)  Income  held  for  future  distribution  under  the  terms  of  the  will  or  trust; 
and 

(4)  Income  which  is  to  be  distributed  to  the  beneficiaries  periodically, 
whether  or  not  at  regular  intervals,  and  the  income  collected  by  a  guardian  of 
an  infant  to  be  held  or  distributed  as  the  court  may  direct. 

The  additional  subdivisions  of  section  219  of  the  Revenue  Act  of 
1918  are  as  follows: 

(b)  The  fiduciary  shall  be  responsible  for  making  the  return  of  income  for 
the  estate  or  trust  for  which  he  acts.  The  net  income  of  the  estate  or  trust 
shall  be  computed  in  the  same  manner  and  on  the  same  basis  as  provided  in 
section  212,  except  that  there  shall  also  be  allowed  as  a  deduction  (in  lieu 
of  the  deduction  authorized  by  paragraph  (11)  of  subdivision  (a)  of  section 
214)  any  part  of  the  gross  income  which,  pursuant  to  the  terms  of  the  will 
or  deed  creating  the  trust,  is  during  the  taxable  year  paid  to  or  permanently 
set  aside  for  the  United  States,  any  State,  Territory,  or  any  political  sub¬ 
division  thereof,  or  the  District  of  Columbia,  or  any  corporation  organized 
and  operated  exclusively  for  religious,  charitable,  scientific,  or  educational 
purposes,  or  for  the  prevention  of  cruelty  to  children  or  animals,  no  part  of 
the  net  earnings  of  which  inures  to  the  benefit  of  any  private  stockholder 
or  individual;  and  in  cases  under  paragraph  (4)  of  subdivision  (a)  of  this 
section  the  fiduciary  shall  include  in  the  return  a  statement  of  each  beneficiary’s 
distributive  share  of  such  net  income,  whether  or  not  distributed  before  the 
close  of  the  taxable  year  for  which  the  return  is  made. 

(c)  In  cases  under  paragraph  (1),  (2),  or  (3)  of  subdivision  (a)  the  tax 
shall  be  imposed  upon  the  net  income  of  the  estate  or  trust  and  shall  be  paid 
by  the  fiduciary,  except  that  in  determining  the  net  income"  of  the  estate  of 
any  deceased  person  during  the  period  of  administration  or  settlement  there 
may  be  deducted  the  amount  of  any  income  properly  paid  or  credited  to  any 
legatee,  heir  or  other  beneficiary.  In  such  cases  the  estate  or  trust  shall,  for 
the  purpose  of  the  normal  tax,  be  allowed  the  same  credits  as  are  allowed  to 
single  persons  under  section  216. 

(d)  In  cases  under  paragraph  (4)  of  subdivision  (a),  and  in  the  case  of 
any  income  of  an  estate  during  the  period  of  administration  or  settlement 
permitted  by  subdivision  (c)  to  be  deducted  from  the  net  income  upon  which 
tax  is  to  be  paid  by  the  fiduciary,  the  tax  shall  not  be  paid  by  the  fiduciary, 
but  there  shall  be  included  in  computing  the  net  income  of  each  beneficiary 
his  distributive  share,  whether  distributed  or  not,  of  the  net  income  of  the 
estate  or  trust  for  the  taxable  year,  or,  if  his  net  income  for  such  taxable  year 
is  computed  upon  the  basis  of  a  period  different  from  that  upon  the  basis 
of  which  the  net  income  of  the  estate  or  trust  is  computed,  then  his  distrib¬ 
utive  share  of  the  net  income  of  the  estate  or  trust  for  any  accounting  period 
of  such  estate  or  trust  ending  within  the  fiscal  or  calendar  year  upon  the 
basis  of  which  such  beneficiary’s  net  income  is  computed.  In  such  cases  the 
beneficiary  shall,  for  the  purpose  of  the  normal  tax,  be  allowed  as  credits 
in  addition  to  the  credits  allowed  to  him  under  section  216,  his  proportionate 
share  of  such  amounts  specified  in  subdivisions  (a)  and  (b)  of  section  216 
as  are  received  by  the  estate  or  trust. 

The  changes  made  in  these  subdivisions  in  the  Revenue  Act  of 
1921  were  made,  professedly,  in  the  interest  of  clarity.  (Report  of 
the  Senate  Committee  on  Finance.)  The  pertinent  provisions,  which 
remain  essentially  the  same,  are  as  follows : 
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(b)  The  fiduciary  shall  be  responsible  for  making  the  return  of  income 
for  the  estate  or  trust  for  which  he  acts.  The  net  income  of  the  estate  or 
trust  shall  be  computed  in  the  same  manner  and  on  the  same  basis  as  pro¬ 
vided  in  section  212,  except  that  (in  lieu  of  the  deduction  authorized  by 
paragraph  (11)  of  subdivision  (a)  of  section  214)  there  shall  also  be  allowed 
as  a  deduction,  without  limitation,  any  part  of  the  gross  income  which,  pur¬ 
suant  to  the  terms  of  the  will  or  deed  creating  the  trust,  is  during  the  tax¬ 
able  year  paid  or  permanently  set  aside  for  the  purposes  and  in  the  manner 
specified  in  paragraph  (11)  of  subdivision  (a)  of  section  214.  In  cases  in 
which  there  is  any  income  of  the  class  described  in  paragraph  (4)  of  sub¬ 
division  (a)  of  this  section  the  fiduciary  shall  include  in  the  return  a  state¬ 
ment  of  the  income  of  the  estate  or  trust  which,  pursuant  to  the  instrument 
or  order  governing  the  distribution,  is  distributable  to  each  beneficiary, 
whether  or  not  distributed  before  the  close  of  the  taxable  year  for  which 
the  return  is  made. 

(c)  In  cases  under  paragraphs  (1),  (2),  or  (3)  of  subdivision  (a)  or  in 
any  other  case  within  subdivision  (a)  of  this  section  except  paragraph  (4) 
thereof  the  tax  shall  be  imposed  upon  the  net  income  of  the  estate  or  trust 
and  shall  be  paid  by  the  fiduciary,  except  that  in  determining  the  net  income 
of  the  estate  of  any  deceased  person  during  the  period  of  administration  or 
settlement  there  may  be  deducted  the  amount  of  any  income  properly  paid 
or  credited  to  any  legatee,  heir,  or  other  beneficiary.  In  such  cases  the  estate 
or  trust  shall,  for  the  purpose  of  the  normal  tax,  be  allowed  the  same  credits 
as  are  allowed  to  single  persons  under  section  216. 

(d)  In  cases  under  paragraph  (4)  of  subdivision  (a),  and  in  the  case  of 
any  income  of  an  estate  during  the  period  of  administration  or  settlement 
permitted  by  subdivision  (c)  to  be  deducted  from  the  net  income  upon  which 
tax  is  to  be  paid  by  the  fiduciary,  the  tax  shall  not  be  paid  by  the 
fiduciary,  but  there  shall  be  included  in  computing  the  net  income  of  each 
beneficiary  that  part  of  the  income  of  the  estate  or  trust  for  its  taxable  year 
which,  pursuant  to  the  instrument  or  order  governing  the  distribution,  is 
distributable  to  such  beneficiary,  whether  distributed  or  not,  or,  if  his  taxable 
year  is  different  from  that  of  the  estate  or  trust,  then  there  shall  be  included 
in  computing  his  net  income  his  distributive  share  of  the  income  of  the 
estate  or  trust  for  its  taxable  year  ending  within  the  taxable  year  of  the 
beneficiary.  In  such  cases  the  beneficiary  shall,  for  the  purpose  of  the  normal 
tax,  be  allowed  as  credits,  in  addition  to  the.  credits  allowed  to  him  under 
section  216,  his  proportionate  share  of  such  amounts  specified  in  subdivisions 
(a)  and  (b)  of  section  216  as  are  received  by  the  estate  or  trust. 

Additional  subdivisions  added  by  the  Revenue  Act  of  1921  are  as 
follows : 

(e)  In  the  case  of  an  estate  or  trust  the  income  of  which  consists  both  of 
income  of  the  class  described  in  paragraph  (4)  of  subdivision  (a)  of  this  sec¬ 
tion  and  other  income,  the  net  income  of  the  estate  or  trust  shall  be  computed 
and  a  return  thereof  made  by  the  fiduciary  in  accordance  with  subdivision  (b) 
and  the  tax  shall  be  imposed,  and  shall  be  paid  by  the  fiduciary  in  accordance 
with  subdivision  (c),  except  that  there  shall  be  allowed  as  an  additional  de¬ 
duction  in  computing  the  net  income  of  the  estate  or  trust  that  part  of  its 
income  of  the  class  described  in  paragraph  (4)  of  subdivision  (a)  which,  pur¬ 
suant  to  the  instrument  or  order  governing  the  distribution,  is  distributable 
during  its  taxable  year  to  the  beneficiaries.  In  cases  under  this  subdivision 
there  shall  be  included,  as  provided  in  subdivision  (d)  of  this  section,  in  com- 
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puting  the  net  income  of  each  beneficiary,  that  part  of  the  income  of  the 
estate  or  trust  which,  pursuant  to  the  instrument  or  order  governing  the  dis¬ 
tribution,  is  distributable  during  the  taxable  year  to  such  beneficiary. 

(f)  A  trust  created  by  an  employer  as  a  part  of  a  stock  bonus  or  profit- 
sharing  plan  for  the  exclusive  benefit  of  some  or  all  of  his  employees,  to  which 
contributions  are  made  by  such  employer,  or  employees,  or  both,  for  the  pur¬ 
pose  of  distributing  to  such  employees  the  earnings  and  principal  of  the 

fund  accumulated  by  the  trust  in  accordance  with  such  plan,  shall  not  be  tax¬ 

able  under  this  section,  but  the  amount  actually  distributed  or  made  available 
to  any  distributee  shall  be  taxable  to  him  in  the  year  in  which  so  distributed 
or  made  available  to  the  extent  that  it  exceeds  the  amounts  paid  in  by  him. 
Such  distributees  shall  for  the  purpose  of  the  normal  tax  be  allowed  as  credits 
that  part  of  the  amount  so  distributed  or  made  available  as  represents  the 
items  specified  in  subdivisions  (a)  and  (b)  of  section  216. 

The  purpose  of  Congress  in  enacting  section  219  of  the  Revenue 
Acts  of  1918  and  1921,  as  set  forth  in  subdivision  (a),  was  to  tax 

the  income  of  estates  or  of  any  kind  of  property  held  in  trust.  The 

all-inclusive  term  “  any  kind  of  property  held  in  trust  ”  clearly  in¬ 
dicates  that  all  such  income  was  to  be  taxed,  irrespective  of  the  spe¬ 
cific  inclusions  set  forth  in  paragraphs  (1)  to  (4)  of  that  subdivi¬ 
sion.  If  doubt  should  exist  concerning  the  aforesaid  proposition, 
the  same  is  dispelled  by  the  clause  (underscored  below)  added  to 
subdivision  (c)  of  section  219  of  the  Revenue  Act  of  1921,  to  make 
the  first  part  of  that  subdivision  read  as  follows: 

(c)  In  cases  under  paragraphs  (1),  (2),  or  (3)  of  subdivision  (a)  or  in  any 
other  case  within  subdivision  (a)  of  this  section  except  paragraph  (4) 
thereof  *  *  *. 

It  is  also  quite  clear  that  the  imposing  clause  contained  in  sub¬ 
division  (a)  provides  that  the  tax  shall  be  paid  by  the  fiduciary 
unless  otherwise  provided.  From  the  general  imposing  clause  the 
statute  turns  to  the  specific  classifications  that  are  to  be  included 
within  subdivision  (a). 

A  variety  of  means  are  available  to  the  trustor  by  which  he  may 
control  the  distribution  or  withholding  of  income  from  property 
placed  by  him  in  trust.  The  discretion  of  the  fiduciary  may  be  re¬ 
stricted  or  it  may  be  absolute.  Most  certainly  Congress  had  in  mind 
the  taxation  problems  incident  to  property  held  in  trust.  Whether 
Congress  intended  that  the  income  resulting  from  property  held  in 
trust,  as  classified  in  paragraphs  (1)  to  (4)  of  subdivision  (a), 
should  be  considered  in  accordance  with  what  is  required  by  the 
terms  of  the  trust  instrument,  as  contended  for  by  respondent,  or  in 
accordance  with  the  actualities  of  the  case,  as  held  in  the  Scripps 
appeal,  supra ,  we  can  only  determine  by  reference  to  the  language 
used  to  express  the  legislative  will. 

A  careful  consideration  of  the  provisions  of  section  219  leads 
away  from  rather  than  toward  the  position  taken  by  the  respondent. 


(1008) 


MARY  L.  BARTON,  TRUSTEE. 


1015 


The  intention  of  the  statute  is  to  let  the  tax  be  imposed  in  accordance 
with  what  actually  transpired.  Paragraph  (1)  of  that  subdivision, 
when  read  in  connection  with  subdivisions  (c)  and  (d),  provides 
that,  in  determining  the  net  income  taxable  to  the  estate,  amounts 
properly  paid  or  credited  to  any  legatee,  heir,  or  other  beneficiary 
are  deductible  and  are  taxable  to  the  latter.  It  matters  not  whether 
the  payment  or  credit  be  pursuant  to  the  terms  of  the  law,  an  order 
of  the  court,  or  by  the  exercise  of  discretion  by  the  personal  repre¬ 
sentative  who,  it  is  generally  recognized,  may  “  properly  ”  make 
such  voluntary  payments  and  is  entitled  to  credit  in  his  accounts 
therefor,  so  long  as  it  does  not  exceed  the  recipient's  share  or 
prejudice  creditors.  Here  Congress  was  dealing  with  the  class  of 
income  that  might  or  might  not  be  distributed.  Though  a  distribu¬ 
tion  might  be  made  at  the  discretion  of  the  fiduciary,  a  deduction 
was  expressly  allowed  in  the  event  of  a  distribution.  Paragraph  (2) 
of  subdivision  (a)  when  read  with  subdivision  (c),  provides  that 
where  “  income  [is]  accumulated  in  trust  for  the  benefit  of  unborn 
or  unascertained  persons  or  persons  with  contingent  interests 
*  *  *  (c)  *  *  *  £ax  sPaP  be  *  *  *  paid  by  the 

fiduciary.”  This  paragraph,  dealing  with  what  actually  transpires, 
taxes  income  which  is  in  fact  accumulated.  It  says  nothing  about 
“  under  the  terms  of  a  will  or  trust,”  though  the  fact  that  such 
words  were  contained  in  the  congressional  vocabulary  is  evidenced 
by  their  use  in  the  succeeding  paragraph.  Paragraph  (3)  treats  of 
“  income  held  for  future  distribution  under  the  terms  of  the  will  or 
trust.”  It  could  hardly  be  contended  under  this  paragraph  that 
income  actually  distributed  by  a  trustee,  who  had  the  discretion  to 
distribute  or  hold  for  future  distribution,  was  taxable  to  the  trustee 
as  income  being  “  held  for  future  distribution.”  Also,  it  is  to  be 
noted,  in  such  a  case,  the  terms  of  the  will  or  trust  would  have  been 
complied  with,  as  the  trustee  had  the  discretionary  power  to  so 
distribute.  Thus,  the  intention  again  seems  to  be  to  let  the  tax 
be  imposed  in  accordance  with  what  actually  occurred.  Paragraph 
(4)  reads  in  part :  “  Income  which  is  to  be  distributed  to  the 

beneficiaries  periodically,  whether  or  not  at  regular  intervals.”  Had 
this  paragraph  read  as  follows :  “  Income  which  is ,  or  is  to  be , 

distributed  to  the  beneficiaries  periodically,  whether  or  not  at  regular 
intervals,”  it  would  not  be  open  to  doubt  that,  as  in  the  case  of  the 
three  preceding  paragraphs,  the  tax  would  follow  in  accordance 
with  what  occurred.  In  subdivision  (d)  it  is  provided  that  in  cases 
coming  under  paragraph  (4)  the  beneficiaries  shall  include  their 
distributive  share  of  income  “  whether  distributed  or  not.”  The 
question,  therefore,  arises  whether  the  words  “  is  to  be  distributed,” 
appearing  in  paragraph  (4),  were  not  intended  primarily  to  meet 
the  situation  of  income  distributable  which  had  not  actually  been 
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distributed.  In  any  event,  we  do  not  think  the  words  “  is  to  be 
distributed  55  refer  to  the  terms  of  the  will  or  trust  instrument.  Had 
Congress  so  intended,  it  would,  no  doubt,  have  used  the  words  “  the 
terms  of  the  will  or  trust,”  as  it  did  in  the  preceding  paragraph. 

But  grant  for  the  moment  that  it  does,  and  that  it  is  discretionary 
with  the  fiduciary  whether  he  will  distribute,  accumulate,  or  hold  for 
future  distribution,  and  suppose  that  he  elects  to  distribute.  In 
such  a  case  is  it  not  true  that  the  income  “  is  to  be  distributed  ”  from 
the  time  he  makes  the  election  ?  The  word  “  periodical  ”  means  at 
stated  or  regular  recurring  intervals,  but  the  statute  itself  changes 
the  meaning  by  adding  “  whether  or  not  at  regular  intervals.”  As 
so  changed,  its  import  presents  latitude  of  thought  and  interpreta¬ 
tion  of  no  decisive  result.  By  reason  of  the  fact  that  in  paragraphs 
(1),  (2),  and  (3)  the  tax  follows  the  income,  though  the  destination 
of  the  income  is  determined  by  the  exercise  of  discretion  on  the  part 
of  the  fiduciary,  we  think  much  clearer  and  more  explicit  language 
would  have  to  be  found  in  paragraph  (4)  to  justify  a  construction 
at  variance  with  the  principle  applying  to  the  income  comprehended 
within  any  of  the  three  preceding  paragraphs. 

Even  were  we  to  adopt  the  Commissioner’s  interpretation  that  the 
statute  refers  to  income  which  is  u  required  to  be  distributed  under 
the  terms  of  the  will  or  trust,”  it  would  not  be  conclusive  against 
the  petitioner.  Since  to  her  it  did  “  seem  best  ”  to  so  distribute, 
she  was  required  to  do  so  by  the  terms  of  the  will.  Discretion  such 
as  is  vested  here  must  be  honestly  and  intelligently  exercised.  If  a 
court  order  “  required  ”  that  she  distribute  the  income,  would  that 
not  be  “  income  required  to  be  distributed  under  the  terms  of  the 
will  or  trust?”  Is  the  situation  changed  by  reason  of  a  voluntary 
distribution  being  made  without  court  order  and  being  subsequently 
approved  by  a  court  order?  In  some  particulars  the  facts  in  the 
case  at  bar  resemble  those  under  consideration  in  the  case  of  Ordway 
v.  Wilcutts ,  12  Fed.  (2d)  105,  wherein  it  was  held  that  income  from 
a  trust  was  taxable  to  the  beneficiaries  and  not  to  the  trustee  under 
the  Revenue  Acts  of  1918  and  1921. 

We  are  of  the  opinion  that,  under  the  facts  of  this  case,  the  income 
involved  falls  within  the  class  of  income  specified  in  section  219  (a) 
(4)  of  the  Revenue  Acts  of  1918  and  1921,  which  was  intended  to 
let  the  tax  follow  the  income  and  making  it  taxable  to  the  respective 
beneficiaries  herein.  Under  our  interpretation  of  section  219,  it 
becomes  unimportant  further  to  consider  the  provisions  of  article 
342  of  Regulations  45  and  62.  As  was  stated  in  the  Scripps  appeal, 
supra ,  article  342  “  can  not  serve  to  modify  the  statute  so  as  to  im¬ 
pose  a  tax  upon  the  trustees  which  the  statute  itself  does  not  impose.” 

Judgment  will  be  entered^  on  15  days ’  notice , 
under  Rule  50. 
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Pacific  Novelty  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  8162.  Promulgated  January  8,  1927. 

The  amount  by  which  a  debt  was  reduced  under  the  terms  of  a 
composition  agreement  was  a  deductible  loss  in  the  year  in  which 
the  agreement  was  made. 

James  C .  Peacock ,  Esq.,  for  the  petitioner. 

Arthur  H.  Murray,  Esq.,  for  the  respondent. 

This  proceeding  results  from  the  determination  of  a  deficiency 
in  income  and  excess-profits  taxes  for  the  calendar  year  1920  in  the 
amount  of  $5,310.23.  Only  a  part  of  the  deficiency  is  in  contro¬ 
versy.  Error  is  assigned  in  that  the  respondent  disallowed  as  a 
deduction  a  debt  of  $9,758.99  which  the  petitioner  avers  was  ascer¬ 
tained  to  be  worthless  and  charged  off  within  the  taxable  year.  The 
proceeding  was  submitted  upon  stipulation  executed  by  counsel 
for  respective  parties. 

FINDINGS  OF  FACT. 

Petitioner  is  a  New  York  corporation  with  principal  offices  at  41 
East  Eleventh  Street,  New  York  City. 

During  the  year  1920  the  taxpayer  charged  off  on  its  books  as  a 
bad  debt  $9,758.99,  being  75  per  cent  of  the  total  indebtedness  of 
$13,011.93  owed  to  it  by  Samuel  and  Augusta  Wolfson  (trading 
under  the  name  of  and  hereinafter  referred  to  as  the  Globe  Manu¬ 
facturing  Co.)  of  Worcester,  Massachusetts.  The  taxpayer  deducted 
the  said  $9,758.99  on  its  return  for  1920  and  the  Commissioner  dis¬ 
allowed  it. 

The  Fiberloid  Corporation,  E.  I.  DuPont  DeNemours  &  Co.,  the 
Worcester  Trust  Co.,  and  the  taxpayer,  were  the  principal  creditors 
of  the  Globe  Company.  During  the  early  part  of  1920  the  Fiberloid 
Company  had  attached  certain  assets  of  the  Globe  Company  and  in 
this  way  had  already  secured  an  advantage  over  the  other  creditors. 
In  order  to  avoid  having  the  advantage  thus  gained  set  aside  by 
bankruptcy  proceedings  initiated  by  another  creditor,  within  the 
four-month  period  allowed  by  the  Rankruptcy  Act  for  setting  aside 
such  a  preference,  the  Fiberloid  Company  entered  into  a  written 
agreement  on  July  1,  1920,  with  the  DuPont  Company  providing  for 
a  compromise  arrangement  with  the  debtor  whereby  the  latter  was 
also  to  pay  over  its  entire  income  to  be  divided  ratably  between 
them. 

In  order  to  avoid  having  their  joint  preference  set  aside  by  bank¬ 
ruptcy  proceedings,  these  two  creditors  were  in  turn  obliged  to  let 
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in  on  the  same  basis  the  Worcester  Trust  Co.  They  also  invited  the 
taxpayer  to  join  them,  and  the  Globe  Company,  at  the  same  time, 
endeavored  to  arrange  a  settlement  with  all  four  creditors  at  25 
cents  on  the  dollar.  The  several  creditors  conferred  among  them¬ 
selves,  and  in  particular  the  president  of  the  taxpayer  and  the  attor¬ 
ney  for  the  DuPont  Company,  at  the  request  of  the  latter,  had 
several  conferences  together  at  the  latter’s  office. 

After  full  investigation,  it  was  found  that  under  no  conditions 
could  the  Globe  Company  possibly  pay  more  than  25  per  cent  of  its 
indebtedness  and,  after  ascertaining  this  condition,  the  taxpayer, 
shortly  after  July  1,  1920,  agreed  to  join  the  other  creditors  and 
accept  25  per  cent  in  full  payment  of  its  claim. 

The  taxpayer  had  agreed,  as  already  set  forth,  to  join  the  three 
other  creditors  in  a  composition  agreement  and  to  accept  25  per  cent 
in  full  settlement,  and,  accordingly,  having  ascertained  that  no 
greater  amount  could,  under  any  conditions,  be  recovered,  charged 
off  in  1920  the  remaining  75  per  cent  of  the  debt  owing  to  it. 

No  written  agreement  with  either  the  debtor  or  other  creditors 
was  signed  by  the  taxpayer,  it  being  its  understanding  that  the 
attorney  for  the  DuPont  Company  would  take  care  of  any  formali¬ 
ties  necessary  to  carry  out  this  agreement,  but,  through  a  misunder¬ 
standing,  he  did  not  do  so,  having  assumed  that  the  attorney  for  the 
Fiberloid  Company  had  already  done  so.  As  a  result  of  this  mis¬ 
understanding,  which  was  not  discovered  until  after  the  expiration 
of  the  four-month  statutory  period,  the  taxpayer  was  deprived  of 
any  share  even  in  the  3%  cents  on  the  dollar,  which  was  all  that  was 
actually  realized  by  the  three  other  creditors,  and  has  never  recovered 
any  part  of  the  debt  of  $13,011.93. 

The  Globe  Manufacturing  Co.  ceased  to  do  business  about  May, 
1921,  and  its  liquidation  was  completed  in  November,  1921.  The 
taxpayer,  on  December  31,  1921,  charged  off  on  its  books  the  remain¬ 
ing  $3,253  owed  to  it  by  the  Globe  Company. 

OPINION. 

Milliken  :  The  question  here  presented  is  whether  the  deduction 
of  $9,758.99,  claimed  by  petitioner  as  a  bad  debt  deduction  for  1920, 
was  an  allowable  deduction  under  section  234  of  the  Revenue  Act  of 
1918.  The  respondent  contends  that  the  amount  deducted  was  only 
a  portion  of  a  debt  and  as  such  is  not  deductible  as  a  bad  debt  ascer¬ 
tained  to  be  worthless  and  charged  off  within  the  year,  under  section 
234  (a)  (5).  If  the  premise  of  such  contention  is  correct,  the  con¬ 
clusion  is  sound,  for  the  reason  that  a  part  of  a  debt  may  not  be 
claimed  as  a  bad  debt  deduction,  under  the  Revenue  Act  of  1918. 
The  petitioner  was  one  of  the  four  principal  creditors  of  a  debtor 
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involved  in  financial  difficulties.  One  of  the  other  creditors  had 
secured  an  advantage  by  attaching  the  assets  of  the  debtor.  How¬ 
ever,  such  advantage  could  not  be  maintained  if  the  other  creditors 
instituted  bankruptcy  proceedings.  Accordingly,  the  attaching 
creditor  entered  into  a  written  agreement  with  one  of  the  other 
creditors,  providing  for  a  compromise  with  the  debtor.  These  two 
creditors  were  in  turn  obliged  to  let  the  third  creditor  in  on  the 
agreement  on  a  similar  basis.  This  left  only  the  petitioner  to 
threaten  the  three-cornered  agreement.  After  a  full  investigation, 
it  was  agreed  tjiat  in  no  event  could  the  creditors  recover  more  than 
25  per  cent  of  the  amounts  due  them.  The  petitioner  thereupon 
entered  into  an  oral  composition  agreement  by  which  the  creditors 
agreed  to  accept  25  per  cent  of  the  obligations  due  them  in  full  settle¬ 
ment.  By  reason  of  the  failure  to  take  care  of  certain  formalities, 
the  petitioner  was  not  entitled  to  share  in  the  bankruptcy  liquidation 
proceedings  subsequently  carried  out.  However,  it  was  bound  by 
the  composition  contract  entered  into  in  the  taxable  year  in  question, 
and  in  no  event  could  it  have  recovered  more  than  25  per  cent  of  its 
account  with  the  debtor. 

When  the  petitioner  became  a  party  to  the  composition  agreement,  it 
was  agreed  to  accept  25  per  cent  in  lieu  of  100  per  cent  of  the  debt. 
In  other  words,  it  expressed  its  willingness  to  give  up  all  possibility 
of  recovering  all,  to  increase  the  probability  of  recovering  a  part. 
The  75  per  cent  of  the  original  obligation,  at  the  time  it  was  charged 
off,  did  not  represent  a  portion  of  a  debt,  but  was  more  in  the  nature 
of  a  loss.  Thereafter,  the  amount  continued  on  petitioner’s  books, 
did  not  represent  a  fractional  part  of  a  debt.  It  represented  the  total 
to  which  the  petitioner  was  entitled.  In  the  following  year,  1921,  the 
debtor  only  owed  the  petitioner  25  per  cent  of  the  original  debt.  The 
remainder  was  no  longer  in  existence  and  could  not  have  been  claimed 
as  a  bad  debt  deduction  in  such  later  year.  That  is,  in  1920,  the  debt 
was  reduced  from  100  per  cent,  or  $13,011.93,  to  25  per  cent,  or  $3,253. 

The  composition  agreement  was  similar  to  a  compromise  agreement, 
in  that  it  reduced  the  total  amount  of  the  obligation.  We  have  held 
that  the  amount  by  which  a  debt  was  reduced  in  compromise,  was  a 
deductible  loss  in  the  year  in  which  such  an  agreement  was  made, 
Appeal  of  Russel  Wheel  &  Foundry  Co .,  3  B.  T.  A.  1168;  Appeal  of 
M anville  J enches  Co .,  4  B.  T.  A.  765.  We  think  the  principle  applied 
in  those  cases  is  applicable  here.  The  deduction  of  75  per  cent  of  the 
original  debt  in  1920  was  proper,  as  it  represented  a  loss  sustained 
during  that  year,  within  the  meaning  of  section  234  (a)  (4)  of  the 
Rvenue  Act  of  1918. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 
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Home  Insurance  Agency,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  3288.  Promulgated  January  8,  1927. 

The  petitioner  was  not  a  personal  service  corporation  during  the 
years  1918  and  1919,  as  its  income  could  not  be  ascribed  primarily 
to  the  activities  of  its  principal  owners  or  stockholders  who  were 
regularly  engaged  in  the  active  conduct  of  its  affairs. 

David  A.  Gates ,  Esq .,  for  the  petitioner. 

J.  Arthur  Adams ,  Esq.,  for  the  respondent. 

This  proceeding  results  from  the  determination  by  respondent  of 
deficiencies  in  the  amounts  of  $1,674.37  and  $2,827.52  for  the  taxable 
years  1918  and  1919,  respectively.  The  deficiencies  are  due  to  the 
respondent’s  determination  that  the  petitioner  was  not  a  personal 
service  corporation. 

FINDINGS  OF  FACT. 

.The  petitioner  is  an  Arkansas  corporation  organized  in  1905  to 
consolidate  and  continue  the  business  of  four  insurance  agencies  then 
operating  at  Pine  Bluff.  Its  original  capital  stock  of  $17,000,  which 
was  divided  into  680  shares  of  the  par  value  of  $25,  was  issued  for 
the  so-called  expiration  lists  of  the  four  predecessors,  in  proportion 
to  the  amount  of  business  done  by  each  during  the  preceding  year  of 
1904.  The  total  commissions  of  the  predecessors  for  such  year 
amounted  to  $16,928.72.  Cash  totaling  $71.28  was  paid  in  by  several 
of  the  incorporators  to  bring  the  capitalization  up  to  the  $17,000  par 
value  of  the  stock  issued,  and  to  make  necessary  adjustments  so  that 
fractional  shares  need  not  be  issued.  The  persons  to  whom  stock 
was  issued,  the  number  of  shares  issued,  and  the  name  of  the  business 
taken  over,  were  as  follows: 


Name. 

Number 
of  shares 
issued. 

Predecessor  business. 

George  M.  Wells . . . . 

104 

>George  M.  Wells  &  Co.  (a  partnership) 

Russell  Hollis.. . . . . . 

105 

E.  B.  Bloom  (individually) _  _ 

1 

[Travelers  Fire  Ins.  Co.  (a  corporation) 

E.  B.  Bloom.  Trustee  for  Travelers  Fire  Ins.  Co..  ... 

169 

F.  M.  Rosenberg  (individually) . . . . 

1 

J-Bell-Vernon  Co.  (a  corporation) 
Individual  business 

F.  M.  Rosenberg,  Trustee,  (beneficiary  unknown) _ 

W.  Z.  Tankersly . . . 

157 

143 

Total  shares  issued . 

680 

The  expiration  lists  which  formed  the  basis  for  the  stock  issue  were 
entered  on  the  books  as  a  good  will  asset.  The  book  value  of  this 
item  was  reduced  from  $16,982.72  to  $13,000,  in  1909,  and  in  1910 
to  $10,000,  and  continued  to  be  carried  at  that  value  through  the 
years  in  question. 
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Prior  to  1918,  Bloom  and  Hollis  had  retired  and  sold  their  stock, 
held  individually  or  as  trustee,  to  the  other  stockholders.  In  1917 
the  capital  stock  was  reduced  from  $17,000  to  $7,000,  divided  into 
280  shares,  each  of  the  par  value  of  $25.  This  change  was  effected  by 
charging  $10,000  to  capital  stock  and  crediting  that  amount  to  sur¬ 
plus.  The  holdings  of  each  stockholder  were  reduced  proportion¬ 
ately.  The  stockholdings  during  the  years  in  question,  as  shown  by 
the  books,  are  as  follows : 


January  1,  1918. 

December  31,  1919. 

Stockholder. 

Shares. 

Per  cent 
of  total. 

Shares. 

Per  cent 
of  total. 

F.  M.  Rosenberg . _. . .  . 

1 

00A 
14  A 

38 

13  A 

F.  M.  Rosenberg,  Trustee _ _ _ _  _ 

40 

S.  F.  Rosenberg  _ _ _  . 

42 

15" 

42 

15 

G.  M.  Wells.. r _ _ _ _ _ 

74 

26A 

38A 

05H 

64 

22H 

W.  Z.  Tankersly _ _ _ 

107 

G.  M.  Wells,  Trustee. _ _ _ _ 

16 

16 

05H 
14A 
2 1T\ 
07^ 

W.  C.  Reynolds _ _ _  _ _ _ _ _ 

40 

Mrs.  Annie  L.  Tankersly.  _ _  .  . . .  . . 

60 

Mrs.  Mary  Adams _  ..  . . .  .  .  .. 

20 

Totals . . . . . . 

280 

100% 

280 

100% 

In  August  of  1918,  W.  Z.  Tankersly  died  and  his  stock  was  in¬ 
herited  by  his  widow,  Mrs.  Annie  L.  Tankersly,  and  his  children. 
However,  no  changes  were  made  on  the  stock  books  until  March, 
1919,  when  60  of  his  shares  were  transferred  to  his  widow,  20  to  Mrs. 
Mary  Adams,  his  daughter,  and  the  remaining  27  of  his  shares  to 
W.  C.  Reynolds,  who  had  purchased  them,  together  with  13  shares 
from  other  stockholders,  for  about  $40  per  share.  Mrs.  Annie  L. 
Tankersly  and  Mrs.  Mary  Adams  received  no  salaries  and  rendered 
no  personal  service  to  the  corporation  during  the  years  1918  or  1919. 
The  certificate  showing  40  shares  issued  to  F.  M.  Rosenberg,  trustee, 
was  canceled  in  March,  1919,  and  the  shares  were  reissued,  38  shares 
to  F.  M.  Rosenberg,  individually,  and  2  shares  to  W.  C.  Reynolds, 
who  had  purchased  them  as  a  part  of  the  40  shares  acquired  by  him 
at  that  time.  We  are  unable  to  determine  from  the  record  the  terms 
or  conditions  under  which  F.  M.  Rosenberg,  trustee,  and  George  M. 
Wells,  trustee,  held  stock  in  the  corporation  during  the  years  in 
question.  S.  F.  Rosenberg  received  no  salary  and  did  not  render 
personal  service  to  the  corporation  during  the  years  1918  and  1919. 

The  officers  and  stockholders  to  whom  salaries  were  paid  during 
the  years  in  question,  and  the  salaries  paid  each,  are  as  follows: 


Officers. 

Salary. 

1918. 

1919. 

W.  Z.  Tankersly _ _ _ _ _ _ _  _  _ 

$1, 200 
3, 120 
3,000 

G.  M.  Wells... _ _ _ _ _ _ 

$2,  700 
2,  700 
2, 150 

F.  M.  Rosenberg . . .  ..  . . .  . . . . . 

W.  C.  Reynolds . . . . . . . . . 
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Tankersly  was  in  failing  health  during  that  portion  of  1918  ending 
with  his  death  in  August  of  that  year,  and  was  able  to  give  only 
a  part  of  his  time  to  the  business.  The  other  officers  were  actively 
engaged  in  the  conduct  of  the  business,  devoting  all  their  time  to  its 
affairs.  The  success  of  the  business  was  largely  due  to  their  activi¬ 
ties.  At  least  90  per  cent  of  the  business  done  in  1918  was  acquired 
through  the  efforts  of  Tankersly,  Wells  and  F.  M.  Rosenberg.  The 
other  stockholders  listed  above  devoted  no  time  to  the  petitioner’s 
affairs  and  drew  no  salary.  There  was  an  undisclosed  number  of 
non-stockholders  employed  in  a  clerical  capacity  who  took  no  part 
in  the  solicitation  of  business. 

The  petitioner’s  business  consisted  almost  entirely  of  acting  as 
local  agent  for  about  thirty  insurance  companies.  The  petitioner 
was  authorized  to  issue  insurance  contracts  on  behalf  of  the  com¬ 
panies  it  represented  and  it  assumed  responsibility  for  the  collection 
of  premiums.  Bad  debt  deductions  were  claimed  on  account  of 
uncollectible  premium  accounts.  It  was  allowed  45  days  in  which 
to  remit  to  the  companies  it  represented.  The  practice  of  petitioner 
was  to  allow  credit  to  policyholders  for  30  days  in  addition  to  such 
45-day  period.  Due  to  the  largest  volume  of  business  being  placed 
in  the  last  three  months  of  the  year  when  the  cotton  crop  was  har¬ 
vested,  there  were  occasions  when  additional  time  for  credit  was 
extended  to  policyholders.  The  credit  relations  between  the  peti¬ 
tioner  and  its  policyholders  on  the  one  hand,  and  between  the  peti¬ 
tioner  and  the  insurance  companies  represented  on  the  other,  as  of 
December  31  of  each  year,  may  be  set  out  as  follows : 


Year. 

Amounts  received  by  petitioner  in  lieu 
of  cash. 

Amounts 
owing  to 
insurance 
companies. 

Premiums 
paid  by  pet. 
before  reed 
from  policy¬ 
holders 
(round 
figures) . 

Notes. 

Open  accts. 

Total  less 
estimated 
commission. 

Dec.  31,  1918 _ _ 

$8, 151.  85 
5, 975.  91 

$29,  482.  69 
32,  670. 41 

$33, 383.  00 
31, 716.  00 

$12, 239.  62 
21, 092.  86 

$21,  000.  00 
11,000.00 

Dec.  31,  1919 _ 

The  $12,239.62  given  as  premiums  owing  the  home  companies  was 
stated  to  be  less  cash  on  hand  (in  amount  now  shown).  Cash  on 
hand  (in  the  amount  of  $14,491.39)  was  not  deducted  from  the 
corresponding  figure  due  for  1919.  The  notes  receivable  for  1918 
drew  interest  at  a  rate  of  from  7  per  cent  to  10  per  cent,  and  those 
for  1919  from  7  per  cent  to  9  per  cent.  In  years  prior  to  those  in 
question  the  petitioner,  by  indorsement,  discounted  some  of  the  notes 
at  the  bank.  The  record  is  silent  as  to  whether  any  of  such  notes 
were  so  discounted  during  the  years  in  question. 
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Assets  in  the  business  as  of  January  31,  1918,  in  addition  to  the 
good  will  item  and  the  accounts  and  notes  receivable,  listed  above, 


were : 

Liberty  •bonds  and  county  warrants - -  $2,  337.  50 

Furniture  and  fixtures -  889.  61 

Tax  lands _  34.  67 

Total _ _ _  3,  261.  78 


The  liabilities  as  of  that  time  were  not  established,  except  for  the 
$12,239.62  item  owing  to  insurance  companies  and  $7,000  represent¬ 
ing  capital  stock.  The  total  assets  and  liabilities  as  of  December  31, 
1919,  are  not  in  evidence. 

The  petitioner  borrowed  money  from  time  to  time  on  the  credit 
of  its  stockholders.  These  amounts  were  represented  by  bills  pay¬ 
able  and  are  shown  month  by  month,  as  follows : 


Date. 

1918. 

1919. 

January  1 . . . . . . . . . . .  . 

None. 
$5, 000 
5,  000 
None. 
None. 
2,000 
5, 000 
3,000 
3,000 
None. 
None. 
None. 

None 

None. 

None. 

$1,000 

1,000 

3.500 
None. 

2. 500 
2,  500 
2,  500 

None. 

None. 

February  1.  . . . . .  ..  ...  .  . .  . .  .  ..... 

March  1 _  .  . . . . .  . .  . . 

April  1 . . . . . . . .  ... 

Mayl _  _  _ _ _  _  .  _ _ 

June  1 _  _ _ _ _  .  _ _ 

July  1 _ _ _ _ _  .  _  .  . 

August  1 _ _ _ _ _  _ _ _ 

September  1 _ _ _ _ _ _ _ _ _ 

October  1 . . . . . . . . . . . . 

November  1 _ _ _  _ _ _  ..  .  . . 

December  1 _ _ _ _ _ _ _ _ _ _ 

Monthly  average _ _ _ _ _ _  _ _ 

1,900 

1,000 

The  income  of  the  petitioner  was  derived  almost  entirely  from 
commissions  on  insurance  policies  written.  During  1918,  the  only 
other  source  was  real  estate  and  loan  commissions  totaling  $289.86. 
About  75  per  cent  of  its  business  was  fire  insurance.  The  remaining 
25  per  cent  was  approximately  half  tornado  and  half  casualty  insur¬ 
ance.  The  total  premiums  on  policies  for  the  years  1918  and  1919 
were  $131,154.66  and  $143,596.92,  respectively.  The  gross  commis¬ 
sions  earned  were  $22,644.62  in  1918,  and  $22,190.00  in  1919.  The 
net  earnings  for  1918  were  $6,961.46.  Net  earnings  for  1919  can 
not  be  determined  from  the  record.  It  was  the  practice  of  the  peti¬ 
tioner  to  distribute  the  profits  as  dividends  as  soon  after  the  close 
of  the  year  as  possible.  The  dividend  distributing  1918  earnings 
in  the  amount  of  $6,300  was  declared  March  28,  1919. 

OPINION. 

Milliken  :  Section  200  of  the  Revenue  Act  of  1918  prescribes 
three  requirements  of  a  personal  service  corporation,  to  wit :  ( 1 )  The 
income  of  the  corporation  must  be  ascribed  primarily  to  the  activi- 
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ties  of  the  principal  owners  or  stockholders.  (2)  Such  principal 
owners  or  stockholders  must  themselves  be  regularly  engaged  in  the 
active  conduct  of  the  affairs  of  the  corporation.  (3)  Capital  (in¬ 
vested  or  borrowed)  must  not  be  a  material  income-producing  factor. 

Failure  to  comply  with  any  one  of  these  requirements  is  fatal  to 
a  claim  that  a  corporation  is  a  personal  service  corporation.  In  the 
case  of  Matteson  Co.  v.  Wilcutts ,  12  Fed.  (2d)  447,  it  was  pointed  out 
that  this  provision,  permitting  a  certain  class  of  corporations  to  be 
taxed  on  the  same  basis  as  a  co-partnership,  was  in  the  nature  of  a 
concession  to  those  corporations  whose  functions  were  primarily 
personal  service  in  character,  which  service  was  rendered  to  its  pa¬ 
trons  in  a  manner  similar  to  the  way  a  partnership  rendered  the  same 
kind  of  service,  and  where  such  corporation  did  not  require  any  con¬ 
siderable  amount  of  capital  and  such  capital  as  was  actually  em¬ 
ployed  was  not  a  material  income-producing  factor.  The  necessity 
for  strict  compliance  with  the  requirements  of  the  statute  is  aptly 
stated  in  the  case  of  Matteson  Co.  v.  Wilcutts ,  supra ,  the  court  saying : 

Every  corporation  has  full  control  of  its  own  activities.  It  knows  what  the 
requirements  of  a  personal  service  corporation  are.  It  may  comply  therewith 
and  easily  keep  within  the  limits  thereof  if  it  so  choose,  or  it  may  not  if  it 
otherwise  prefers.  If  it  does  not  fairly  observe  and  keep  within  the  require¬ 
ments  of  the  law,  it  should  not  claim  the  benefits  which  the  law  confers.  To 
nearly  comply  with  the  law,  or  to  come  within  hailing  distance  thereof,  is  not 
enough. 

And,  in  discussing  the  first  requirement  of  personal  service  status, 
the  court  said : 

It  is  not  necessary  under  the  law  that  each  stockholder  shall  be  engaged  in 
rendering  the  personal  service,  but  the  letter  and  the  spirit  of  the  law  both 
require  that  the  great  body  of  the  stock  shall  be  in  the  hands  of  those  who 
are  rendering  this  service. 

In  the  case  of  Matteson  Co.  v.  Wilcutts ,  supra ,  some  doubt  was 
expressed  whether  16  per  cent  of  the  stock  being  held  by  a  stock¬ 
holder,  who  rendered  no  personal  service,  would  be  sufficient  to 
defeat  personal  service  classification.  However,  after  holding  that 
an  additional  20  per  cent  of  the  stock  was  owned  by  one  not  regu¬ 
larly  engaged  in  the  affairs  of  the  corporation,  the  court  was  clearly 
of  the  opinion  that  the  condition  was  not  met. 

In  the  case  at  bar,  during  the  year  1918  there  was  outstanding  in 
the  hands  of  stockholders,  who  rendered  no  personal  service  and 
received  no  salaries,  35  per  cent  of  the  stock  of  the  corporation. 
F.  M.  Rosenberg,  trustee,  held  for  undisclosed  persons  40  shares  of 
stock,  and  we  are  not  advised  as  to  the  terms  or  conditions  under 
which  the  stock  was  held.  S.  F.  Rosenberg  held  42  shares  of  stock 
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and  rendered  no  service  to  the  corporation.  George  M.  Wells  held, 
as  trustee,  16  shares  of  stock.  One  witness  testified  that  this  stock 
was  held  for  his  wife,  but  we  are  not  advised  as  to  the  terms  or  condi¬ 
tions  upon  which  it  was  held.  It  should  also  be  noted  that  W.  Z. 
Tankersly,  who  was  the  owner  of  107  shares  of  stock  of  the  corpora¬ 
tion,  was  in  failing  health  during  the  year  1918  and  unable  to  devote 
his  entire  time  to  the  business  of  the  corporation  prior  to  his  death 
in  August,  1918,  and  upon  his  death  his  stock  passed  by  inheritance 
to  his  widow  and  children,  who  rendered  no  service  to  the  corpora¬ 
tion.  During  the  year  1919  there  was  outstanding  in  the  hands  of 
stockholders  who  rendered  no  personal  service,  49-4/14  per  cent  of 
the  corporate  stock.  S.  F.  Rosenberg  held  42  shares,  (same  as  in  the 
year  1918)  ;  G.  M.  Wells,  trustee,  16  shares,  (same  as  in  year  1918) ; 
Mrs.  W.  Z.  Tankersly,  60  shares;  and  Mrs.  Mary  Adams,  20  shares. 
The  latter  two  stockholders  were  the  widow  and  daughter,  respec¬ 
tively,  of  W.  Z.  Tankersly,  and  rendered  no  personal  service  to  the 
corporation. 

It  is  manifest  that  the  non-active  stockholders  held  too  large  a 
percentage  of  the  total  stock  to  justify  a  holding  that  there  was  a 
substantial  compliance  with  the  first  prerequisite  laid  down  by  the 
statute.  Such  being  the  case,  it  becomes  unnecessary  to  consider  the 
remaining  requirements  of  the  statute  as  a  prerequisite  to  personal 
service  classification. 

Judgment  will  be  entered  for  the  Commissioner . 


Hannah  D.  Stratton,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  7841.  Promulgated  January  10,  1927. 

\  .  .  . .  •  \ 

A  widow  maintaining  a  residence  for  herself  and  her  daughter, 
who  is  an  adult  and  not  dependent  on  her  mother  for  support,  is 
not  entitled  to  the  exemption  granted  the  head  of  a  family  by  sec¬ 
tion  216  (c),  Revenue  Act  of  1921,  though  she  in  fact  contributes 
to  the  support  of  her  daughter. 

Hannah  D.  Stratton  pro  se. 

Brice  Toole ,  Esq.,  for  the  respondent. 

This  proceeding  results  from  the  determination  by  respondent  of 
a  deficiency  in  income  tax  for  the  calendar  year  1921,  in  the  amount 
of  $80.  The  deficiency  is  due  to  the  reduction  of  the  personal  exemp¬ 
tion  of  petitioner  from  $2,000  to  $1,000.  The  proceeding  was  sub¬ 
mitted  upon  a  stipulation  of  facts. 

27732—27 - 4 
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FINDINGS  OF  FACT. 

Petitioner  is  a  widow  residing  at  Moylan,  Pa.,  and  maintains  a 

residence  for  herself  and  unmarried  daughter.  The  unmarried 
daughter  is  not  a  minor  and  is  not  dependent  upon  petitioner  for 

support,  although  petitioner  does  contribute  to  her  support. 

OPINION. 

Milliken  :  Section  216  of  the  Revenue  Act  of  1921  provides  that 
certain  credits  shall  be  allowed  individuals  for  the  purpose  of  com¬ 
puting  the  normal  tax : 

(c)  In  case  of  a  single  person,  a  personal  exemption  of  $1,000;  or  in  the 
case  of  the  head  of  family  or  a  married  person  living  with  husband  or  wife,  a 
personal  exemption  of  $2,500,  unless  the  net  income  ,is  in  excess  of  $5,000,  in 
which  case  the  personal  exemption  shall  be  $2,000.  *  *  * 

The  question  to  be  decided  is  whether  petitioner  is  entitled  to  an 
exemption  as  the  head  of  a  family  in  the  amount  of  $2,000  or  to  an 
exemption  of  only  $1,000. 

Petitioner  contends  that  she  is  entitled  to  the  credit  allowed  the 
head  of  a  famity,  for  the  reason  that  she  maintains  a  home,  her 
daughter  lives  with  her,  and  she  contributes  to  her  support.  The 
daughter  is  not  a  minor,  nor  does  it  appear  that  she  depended  for 
her  chief  support  upon  her  mother.  Apparently,  she  has  income  of 
her  own  sufficient  in  itself  to  constitute  her  chief  support.  In  the 
absence  of  the  daughter  being  in  any  material  or  legal  degree  de¬ 
pendent  upon  her  mother  for  support,  the  petitioner  does  not  support 
and  maintain  a  dependent  so  that  she  may  be  classed  as  the  head  of 
a  family  within  the  purview  of  section  216  (c)  of  the  Revenue  Act 
of  1921. 

Judgment  will  be  entered  for  the  Commissioner. 


E.  L.  Harris,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  No.  8215.  Promulgated  January  10,  1927. 

The  petitioner  filed  his  return  for  the  year  1923.  Later,  under 
the  circumstances  set  forth  in  the  findings  of  fact,  he  filed  an 
amended  return  on  which  was  shown  an  amount  of  tax  in  excess 
of  the  amount  shown  on  the  original  return.  The  Commissioner 
determined  a  deficiency  in  the  amount  of  the  excess  and  the 
petitioner  appealed.  The  Commissioner  moved  to  dismiss  upon  the 
ground  that  he  had  not  determined  a  deficiency  and  that  therefore 
the  Board  had  no  jurisdiction.  Held,  that  inasmuch  as  the  Com¬ 
missioner  had  determined  a  total  tax  liability  in  excess  of  the 
amount  shown  on  the  original  return  to  be  due,  there  was  a  de¬ 
ficiency  and  that  the  Board  had  jurisdiction. 
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E.  L.  Harris  pro  se. 

B.  H.  Saunders ,  for  the  respondent. 

This  proceeding  came  on  for  hearing  on  the  Commissioner’s  motion 
to  dismiss  for  lack  of  jurisdiction  upon  the  ground  that  a  deficiency 
has  not  been  determined. 


FINDINGS  OF  FACT. 

The  petitioner  is  an  individual  residing  in  Seminole  County,  Okla¬ 
homa,  and  doing  business  in  the  town  of  Wewoka.  On  March  15, 
1924,  he  filed  with  the  collector  of  internal  revenue  for  the  district 
of  Oklahoma  his  income-tax  return  for  1923,  showing  a  tax  of 
$108.81.  Subsequently,  and  in  the  same  year,  his  books  were  ex¬ 
amined  by  a  Mr.  Spralls,  a  revenue  agent,  working  as  a  me'mber  of  a 
group  called  “  the  oil  squad.”  Spralls  prepared  an  amended  return 
showing  additional  tax  due  in  the  amount  of  $6,227.77,  and  presented 
it  to  the  petitioner  for  his  signature.  The  petitioner  consented  to 
all  of  the  adjustments  shown  on  the  form  prepared  by  Spralls,  ex¬ 
cept  one  which  increased  by  the  amount  of  $35,000  the  profit  pre¬ 
viously  reported  from  the  sale  of  certain  oil  and  gas  leases.  Spralls 
refused  to  recede  from  his  position,  and  the  petitioner  signed  the 
form  as  requested,  believing  that  there  Avas  no  alternative  and  that 
it  was  necesary  to  sign  in  order  to  saATe  himself  from  a  hea\7y  penalty 
on  that  portion  of  the  tax  admitted  by  him  to  be  due.  Tie  was  under 
the  impression  that  the  only  effect  of  his  signing  the  form  prepared 
by  Spralls  would  be  the  transfer  of  his  case  to  the  office  of  the  Com¬ 
missioner  in  Washington. 

On  August  28,  1925,  a  registered  letter  reading  in  part  as  follows 
was  mailed  to  the  petitioner : 

IT  :  PA  :  2-60-D  RO'L  :  203 

August  28,  1925. 

Mr.  E.  L.  Harris, 

Wewoka ,  Oklahoma. 

Sir:  The  determination  of  your  income  tax  liability  for  the  taxable  year 
1923,  as  set  forth  in  office  letter  dated  February  10,  1925,  disclosed  a  deficiency 
in  tax  amounting  to  $6,227.77. 

In  accordance  with  the  provisions  of  Section  274  of  the  Revenue  Act  of  1924, 
you  are  allowed  60  days  from  the  date  of  mailing  of  this  letter  within  which 
to  file  an  appeal  to  the  United  States  Board  of  Tax  Appeals  contesting  in 
whole  or  in  part  the  correctness  of  this  determination. 

Where  a  taxpayer  lias  been  given  an  opportunity  to  appeal  to  the  United 
States  Board  of  Tax  Appeals  and  has  not  dpne  so  within  the  60  days  prescribed 
and  an  assessment  has  been  made,  or  where  a  taxpayer  has  appealed  and  an 
assessment  in  accordance  with  the  final  decision  on  such  appeal  has  been  made, 
no  claim  in  abatement  in  respect  of  any  part  of  the  deficiency  will  be 
entertained. 
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If  you  acquiesce  in  this  determination  and  do  not  desire  to  file  an  appeal, 
you  are  requested  to  sign  the  inclosed  agreement  consenting  to  the  assessment 
of  the  deficiency  and  forward  it  to  the  Commissioner  of  Internal  Revenue, 
Washington,  D.  C.,  for  the  attention  of  IT :  PA :  2-60-D,  RO’L:203.  In  the 
event  that  you  acquiesce  in  a  part  of  the  determination,  the  agreement  should 
be  executed  with  respect  to  the  items  agreed  to. 

Respectfully, 

D.  H.  Blair,  Commissioner. 

By: - ), 

Deputy  Commissioner. 

Inclosures :  Statements.  Agreement — Form  A.  Form  882. 

On  October  10,  1925,  the  petitioner  filed  his  appeal'  with  the 
Board,  alleging  error  on  the  part  of  the  Commissioner  in  determin¬ 
ing  a  deficiency  by  increasing  his  net  income  in  the  amount  of 
$35,000,  referred  to  above,  and  on  December  11,  1925,  the  Commis¬ 
sioner  filed  an  answer  to  the  merits  of  the  petition.  Subsequently, 
on  February  20,  1926,  the  motion  now  under  consideration  was 
filed. 

OPINION. 

Green  :  This  appeal  was  heard  on  the  Commissioner’s  motion  to 
withdraw  his  answer  filed  December  11,  1925,  and  to  dismiss  the 
appeal  for  lack  of  jurisdiction.  It  is  the  contention  of  the  Com¬ 
missioner  that  the  petitioner  on  or  about  October  27,  1924,  filed  an 
amended  return  for  1923 ;  that  the  tax  of  which  the  petitioner  was 
notified  by  the  letter  of  August  28,  1925,  is  admitted  on  the  return 
as  amended ;  and  that  the  tax  so  admitted  is  not  a  deficiency  within 
the  meaning  of  section  273  of  the  Revenue  Act  of  1924. 

We  have  heretofore  held  that  the  original  return  is  the  return 
required  by  law  and  that  there  is  no  statutory  authority  for  the 
making  or  acceptance  of  an  amended  return.  Appeal  of  National 
Refining  Co .,  1  B.  T.  A.  236;  Appeal  of  Mabel  Elevator  Co .,  2  B.  T. 
A.  517.  The  return  referred  to  in  section  273  of  the  Revenue  Act 
of  1924  is  the  original  return — the  return  which  starts  the  tolling 
of  the  statute. 

On  these  facts,  it  appears  that  the  Commissioner  has  determined 
that  the  correct  amount  of  the  tax  is  in  excess  of  the  tax  admitted 
to  be  due  by  the  taxpayer  on  his  return,  and  under  section  273  of 
the  Revenue  Act  of  1918  such  excess,  no  adjustments  having  been 
previously  made,  is  a  deficiency.  The  motion  of  the  Commissioner 
is  denied  and  the  appeal  is  restored  to  the  general  calendar  for 
hearing  in  due  course. 
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R.  Downes,  Jr.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  7889.  Promulgated  January  10,  1927. 

Where  a  man  and  wife  living  in  Louisiana  filed  a  joint  return 
and  included  therein  the  income  of  both,  they  can  not  subsequently 
file  a  return  under  the  community  property  law. 

W.  0.  Rainey,  C.  P.  A.,  for  the  petitioner. 

J .  Arthur  Adams,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  tax  for  1923  in  the  amount  of  $354.98.  The  material  alle¬ 
gations  of  fact  are  admitted  by  the  respondent  and  the  question 
presented  is  one  of  law. 

The  question  is  whether  the  petitioner  who,  together  with  his 
wife,  filed  a  joint  return  for  the  year  1923,  may  subsequently  file 
his  income-tax  return  separately  on  the  basis  of  the  community 
property  law  of  Louisiana. 

FINDINGS  OF  FACT. 

The  petitioner,  on  March  15,  1924,  filed  his  income-tax  return  for 
the  calendar  year  1923,  and  in  answer  to  the  question  in  paragraph 
3  of  the  return,  “Is  this  a  joint  return  of  husband  and  wife?” 
answered  “  yes.”  Gross  income  in  the  amount  of  $6,876.09  was 
shown  in  that  return.  Various  deductions  were  claimed  resulting 
in  a  net  income  of  $2,331.20.  In  the  return  the  taxpayer  claimed 
a  personal  exemption  of  $2,500  and  reported  the  sale  of  an  undi¬ 
vided  one-fifth  interest  in  certain  land  which  he  exchanged  for  80 
shares  of  the  capital  stock  of  the  Central  Carbon  Co.,  Inc.,  of  the 
par  value  of  $100,  but  reported  no  income  from  that  transaction. 

Under  date  of  April  30,  1925,  the  deputy  collector  prepared  an 
amended  return  for  the  petitioner  under  the  provisions  of  section 
3176,  Rev.  Stats.,  as  amended  by  section  1317  of  the  Revenue  Act 
of  1918.  In  the  amended  return  prepared  by  the  deputy  collector 
the  only  change  made  in  the  return  as  filed  by  the  petitioner  is 
that  a  net  profit  is  shown  of  $7,150,  representing  income  derived 
from  the  sale  of  the  undivided  one-fifth  interest  in  land  for  the  80 
shares  of  stock  in  the  Central  Carbon  Co.,  Inc.  The  amount  of 
income  is  not  in  dispute.  The  Income  Tax  Unit  allowed  a  per¬ 
sonal  exemption  of  $2,000,  as  shown  in  the  deputy  collector’s  return, 
in  accordance  with  paragraph  (c)  of  section  216  of  the  Revenue 
Act  of  1921. 
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OPINION. 

Trammell:  The  only  issue  involved  in  this  appeal  is  whether 
the  petitioner  had  the  right  to  report  his  income  under  the  com¬ 
munity  property  laws  of  Louisiana  after  he  had  once  elected  to 
file  a  joint  return  with  his  wife  for  the  same  taxable  year. 

Section  223  of  the  Revenue  Act  of  1918  provides  that  “  If  a  hus¬ 
band  and  wife  living  together  have  an  aggregate  net  income  of 
$2,000  or  over,  each  shall  make  a  return  unless  the  income  of  each 
is  included  in  a  single  joint  return.” 

Section  223  of  the  Revenue  Act  of  1921  provides  for  joint  returns 
and  states  the  basis  of  the  computation  of  the  tax.  With  respect 
to  the  basis  on  which  the  tax  shall  be  computed,  the  1921  Act  is 
different  from  the  1918  Act.  Section  223  of  the  Revenue  Act  of 
1921  provides  in  part  as  follows : 

(b)  If  a  husband  and  wife  living  together  have  an  aggregate  net  income  for 
the  taxable  year  of  $2,000  or  over,  or  an  aggregate  gross  income  for  such  year 
of  $5,000  or  over — 

(1)  Each  shall  make  such  a  return,  or 

(2)  The  net  income  of  each  shall  be  included  in  a  single  joint  return,  in 
which  case  the  tax  shall  be  computed  on  the  aggregate  income. 

The  return  was  for  the  calendar  year  1923  and  therefore  the  pro¬ 
visions  of  the  Revenue  Act  of  1921  are  applicable. 

The  statute  provides  two  ways  in  which  returns  of  husband  and 
wife  living  together  may  be  filed.  Each  has  the  right  to  file  a  sepa¬ 
rate  return,  or  the  income  of  each  may  be  included  in  a  single  joint 
return.  Either  is  a  correct  and  proper  return,  but  the  return  that 
is  filed  is  the  return  and  the  only  return  recognized  by  law.  It  is 
the  return  of  both  husband  and  wife. 

The  petitioner  complied  with  the  statute  when  he  filed  a  joint 
return.  It  purported  to  return  all  the  income  of  husband  and  wife 
for  the  year  involved.  A  second  or  amended  return  is  not  provided 
for  in  the  statute.  Appeal  of  National  Refining  Co .,  1.  B.  T.  A. 
236.  See  also  Appeal  of  Mabel  Elevator  Co .,  2  B.  T.  A.  517.  Tax¬ 
payers  are  not  permitted  or  required  by  statute  to  file  more  than  one 
return  for  a  taxable  year. 

When  a  joint  return  is  filed  the  statute  provides  that  the  tax  shall 
be  computed  on  the  basis  of  that  return.  The  tax  liability  then 
becomes  fixed  and  can  not  be  altered  by  filing  another  return  on 
another  basis. 

In  our  opinion,  a  joint  return  filed  pursuant  to  section  223  of  the 
Revenue  Act  of  1921  constitutes  a  legal  and  proper  return  both  of 
the  husband  and  of  the  wife.  If  the  return  did  not  set  forth  all  the 
taxable  income  of  both  husband  and  wife,  that  fact,  when  ascertained 
by  the  Commissioner  or  by  either  husband  or  wife,  does  not  entitle 
either  husband  or  wife  to  file  another  return  on  another  basis. 
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Section  273  of  the  Revenue  Act  of  1926  defines  a  deficiency  as 
follows :  “  The  amount  by  which  the  tax  imposed  by  this  title  exceeds 
the  amount  shown  as  the  tax  by  the  taxpayer  upon  his  return 
*  *  When  a  joint  return  is  filed,  that  is  the  return  which  must 

be  considered  to  determine  whether  there  is  a  deficiency. 

The  question  here  presented  is  in  no  way  analogous  to  that  pre¬ 
sented  in  the  Appeal  of  Union  Metal  Manufacturing  Go .,  1  B.  T.  A. 
395,  and  Appeal  of  R.  A.  Bartley ,  4  B.  T.  A.  874. 

In  the  Appeal  of  Union  Metal  Manufacturing  Go.  the  question 
was  whether  a  taxpayer  who  had  not  taken  deductions  on  account  of 
the  exhaustion  of  patents  was  precluded  on  that  account  from  claim¬ 
ing  such  deductions.  We  said  there  that  “  unless  barred  by  the  stat¬ 
ute  of  limitations,  a  taxpayer  is  not  precluded  from  demanding 
a  correct  computation  of  his  tax  for  a  past  year  on  the  facts  as  they 
existed,  whether  originally  reported  or  not.*’  We  based  our  decision 
in  that  case  upon  the  provisions  of  the  statute  which  specifically 
allowed  deductions  on  account  of  the  exhaustion,  wear  and  tear  of 
assets  used  in  business.  If  a  taxpayer  did  not  claim  the  deduction 
to  which  he  was  entitled  by  statute  when  his  return  was  filed,  we 
held  that  he  was  not  precluded  from  thereafter  claiming  it. 

If  a  taxpayer  had  patents  which  were  becoming  exhausted  and 
no  deduction  was  claimed  on  that  account,  the  return  was  not  correct 
and  the  tax  was  erroneously  computed;  but  in  this  case  the  joint 
return  which  was  filed  was  a  proper  return  and  the  tax  was  properly 
computed  on  the  basis  of  that  return.  The  fact  that  all  the  income 
was  not  reported  does  not  show  that  the  basis  for  the  computation 
was  not  correct. 

We  held  in  the  Appeal  of  Dallas  Brass  &  Gopper  Go .,  3  B.  T.  A. 
856,  that  the  Commissioner  may  make  adjustments  or  changes  in  the 
tax  liability  of  taxpayers  from  time  to  time  within  the  period  of  the 
statute  of  limitations,  and  it  may  be  argued  that  taxpayers  should 
have  the  right  to  make  changes  which  may  alter  their  tax  liability. 
Neither  the  Commissioner  nor  taxpayers,  however,  may  change  or 
alter  a  return  that  is  correct  and  proper.  .  It  may  be  changed  in  order 
to  make  it  correct  and  in  compliance  Avith  the  statute,  but  not  other¬ 
wise.  In  this  case,  as  Ave  haA^e  said  before,  the  return  filed  was  on 
a  correct  basis.  Where  so  filed  it  may  not  be  changed  and  another 
return  filed  on  another  basis  although  equally  correct. 

In  the  Appeal  of  R.  A.  Bartley ,  supra ,  a  husband  filed  a  separate 
return  but  included  therein  the  income  arising  from  a  partnership  in 
which  the  Board  found  the  Avife  Avas  a  partner.  While  he,  in  fact, 
reported  the  income  of  himself  and  Avife,  he  reported  it  as  his  OAvn 
income  in  his  separate  return  and  not  as  the  income  of  both  himself 
and  wife  in  a  joint  return.  The  question  there  Avas  whether  any  part 
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of  the  income  belonged  to  the  wife.  If  so,  it  was  improperly  re¬ 
ported  by  the  husband  in  his  separate  return.  The  Board  properly 
held  that  a  portion  of  the  income  belonged  to  the  wife  and  that  she 
had  a  right  to  report  it  in  her  separate  return.  It  was  not  sought 
in  that  case  to  substitute  separate  returns  for  a  joint  return.  The 
return  of  the  husband  was  his  separate  return.  The  question  of  the 
right  of  filing  joint  or  separate  returns  was  not  involved  but  only 
the  question  as  to  whether  all  the  income  of  the  partnership  belonged 
to  the  husband — that  is,  whether  husband  and  wife  were  partners. 
That  case  is  not  authority  for  the  contention  of  the  petitioner  here 
that  he  has  the  right  to  file  his  return  on  another  basis  when  it  was 
correctly  and  properly  filed  on  the  basis  of  a  joint  return. 

It  is  not  necessary  here  to  decide  whether  the  community  property 
basis  was  a  correct  method  of  reporting  the  income  of  husband  and 
wife  in  Louisiana.  In  any  event,  the  husband  had  the  right  to  file 
a  joint  return  which  included  all  the  income  of  both  himself  and 
wife.  When  he  does  so  the  statute  provides  that  the  tax  shall  be 
computed  on  that  basis.  While  taxpayers  are  given  the  right  to 
determine  on  which  basis,  as  between  joint  returns  and  separate 
returns,  the  tax  shall  be  computed  as  determined  by  the  manner  in 
which  the  income  is  reported,  it  does  not  give  them  the  right  to 
change  such  basis  after  the  tax  liability  becomes  fixed  and  is  deter¬ 
mined  on  the  basis  on  which  the  income  is  reported. 

Section  1212  of  the  Revenue  Act  of  1926  does  not  afford  the  peti¬ 
tioner  relief  in  this  case.  That  section  does  not  afford  taxpayers 
the  privilege  of  filing  income-tax  returns  upon  the  basis  of  com¬ 
munity  property  laws  where  they  did  not  originally  file  returns  on 
such  basis. 

Judgment  will  be  entered  for  the  Commissioner. 

Trussell  dissents. 


Germain  Gassiere,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  9733.  Promulgated  January  10,  1927. 

Taxpayer,  having  filed  a  joint  return  of  the  income  of  himself 
and  wife  for  1923,  is  not  entitled  to  have  his.  tax  computed  on  the 
basis  of  his  separate  income.  Appeal  of  R.  Downes,  Jr.,  5  B.  T.  A. 

1029,  followed. 

H.  M.  Snider,  C.  P.  A .,  for  the  petitioner. 

A.  H.  Murray,  Esq.,  for  the  respondent. 
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Taxpayer  brings  this  proceeding  for  the  redetermination  of  a 
deficiency  of  $587.37  in  income  tax  for  the  calendar  year  1923,  and 
alleges  as  error  the  refusal  to  compute  the  tax  upon  the  basis  of  a 
separate  return  of  the  income  of  the  taxpayer,  he  having  filed  a 
single  joint  return  for  himself  and  wife. 

FINDINGS  OF  FACT. 

The  taxpayer  is  an  individual  residing  in  Caddo  Parish,  State  of 
Louisiana. 

Taxpayer  filed,  within  the  time  limit  allowed  by  law,  a  Federal 
income-tax  return  for  the  calendar  year  of  1923.  Such  return  dis^ 
closed  the  taxpayer’s  name  and  address  as  Germain  Cassiere,  Box 
154,  Route  No.  2,  Shreveport,  La.  It  also  stated  that  he  was  a 
citizen  of  the  United  States,  that  it  was  a  joint  return  of  husband 
and  wife,  that  he  was  married  and  living  with  his  wife,  that  he 
claimed  one  dependent  under  eighteen  years  of  age,  and  that  he 
claimed  a  personal  exemption  of  $2,900.  The  return  disclosed  a  net 
income  of  $4,008.73,  which  included  capital  gain  of  $3,120.75  from 
the  sale  of  real  estate  held  more  than  two  years.  The  Commissioner 
increased  such  taxable  gain  from  $3,120.75  to  $12,483  and  determined 
the  deficiency  here  in  issue  upon  the  basis  of  a  single  joint  return, 
rejecting  taxpayer’s  contention  that  he  should  be  allowed  to  file 
community  property  returns,  reporting  one-half  of  the  total  income 
as  his  and  one-half  as  income  of  his  wife. 

OPINION. 

Phillips  :  The  taxpayer,  having  filed  a  single  joint  return  of  the 
income  of  himself  and  his  wife  for  1923  under  the  provisions  of 
section  223(b)  (2)  of  the  Revenue  Act  of  1921,  and  the  Commissioner 
having  increased  the  net  income  as  reported,  now  contends  that  the 
tax  liability  should  be  computed  upon  the  basis  of  separate  returns 
for  himself  and  his  wife  upon  the  basis  that  the  income  was  com¬ 
munity  income.  Substantially  all  of  the  taxable  income  arises  from 
the  sale  of  real  estate,  and  it  might  be  sufficient  to  observe  that  there 
is  nothing  in  the  record  from  which  we  may  determine  whether 
the  wife  had  any  interest  in  such  real  estate,  either  as  community 
property  or  as  separate  property,  or  whether  the  property  sold  was 
the  separate  property  of  the  taxpayer.  The  Commissioner,  however, 
refused  taxpayer  the  right  to  have  taxes  computed  upon  the  basis  of 
separate  returns,  upon  the  ground  that,  since  a  single  joint  return 
was  filed,  the  tax  was  required  to  be  computed  on  the  aggregate  in¬ 
come,  pursuant  to  the  section  of  the  statute  cited  above.  We  have 
this  day,  in  the  Appeal  of  R.  Downes ,  «/>.,  5  B.  T.  A.  1029,  determined 


1034 


5  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(1032) 


that  the  contention  made  by  the  taxpayer  is  contrary  to  the  express 
provisions  of  the  law,  and  this  proceeding  falls  squarely  within  that 
decision. 

Decision  redetermining  the  deficiency  for 
1923  to  be  $587.37  will  be  entered. 


S.  G.  Sample  Co.,  Ltd.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  9272.  Promulgated  January  10,  1927. 

* 

On  the  evidence,  an  inventory  taken  at  cost  reduced  by  25  per 
cent,  representing  the  estimated  decline  in  market  values,  does  hot 
establish  the  market  price  of  the  goods  inventoried. 

C.  M.  Pasquier ,  G.  P.  A .,  for  the  petitioner. 

Thomas  P.  Dudley ,  Jr .,  Esq.,  for  the  respondent. 

This  proceeding  results  from  the  determination  by  respondent  of 
a  deficiency  in  income  and  excess-profits  taxes  for  the  calendar  year 
1920,  in  the  amount  of  $2,398.57.  The  question  at  issue  arises  over 
petitioner’s  method  of  arriving  at  its  closing  inventory  for  the  cal¬ 
endar  year  1920. 

FINDINGS  OF  FACT. 

Petitioner  is  a  corporation  organized  under  the  laws  of  the  State 
of  Louisiana,  having  its  domicile  and  principal  office  at  Mansfield, 
and  is  engaged  in  the  retail  merchandise  business,  dealing  in  hard¬ 
ware,  shoes,  clothing,  dry  goods  and  groceries.  Petitioner  took  its 
inventory  as  of  December  31,  1920,  at  cost,  and  deducted  25  per  cent 
of  the  cost  figure  to  represent  decline  in  value  of  goods  at  an  average 
date  during  1920.  The  total  cost  of  goods  on  hand  on  December  31, 
1920,  amounted  to  $48,314.08,  which  was  reduced  25  per  cent,  or 
$12,078.52,  leaving  a  figure  of  $36,235.56,  which  petitioner  used  in 
submitting  its  income  and  profits-tax  return  for  the  year  in  question. 
Merchandise  on  hand  at  the  close  of  the  calendar  year  had  been  pur¬ 
chased  in  1920,  1919,  and  some  in  still  earlier  years.  Items  repre¬ 
sented  in  the  inventory  were  not  segregated  nor  was  market  deter¬ 
mined,  but  in  lieu  thereof  an  estimate  that  the  items  had  suffered 
a  general  decline  in  value  of  25  per  cent  was  held.  The  various 
classes  of  merchandise  suffered  divergent  decline  in  value  during  the 
year  1920. 

OPINION. 

Milliken  :  Section  203  of  the  Revenue  Act  of  1918,  as  interpreted 
by  the  respondent  in  article  1582  of  Regulations  45,  permits  inven- 
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tories  to  be  valued  at  cost,  or  cost  or  market,  whichever  is  lower. 
There  can  be  no  dispute  that  petitioner  was  entitled  to  value  the 
items  of  its  inventories  at  market,  if  the  market  was  lower  than  cost. 
The  difficulty  arises  by  reason  of  the  method  adopted  in  order  to 
arrive  at  market  values.  Petitioner  did  not  take  the  items  repre¬ 
sented  in  its  inventory  and  value  same  at  cost  or  market,  whichever 
was  lower,  but  instead  made  an  estimate  that  its  several  types  of 
merchandise  suffered  a  decline  in  value  during  the  year  of  25  per 
cent.  The  witness  introduced  by  petitioner  testified  that  some  classes 
of  merchandise  declined  in  value  less  than  25  per  cent  and  other 
items  at  more  than  25  per  cent,  and  that  decline  in  value  was  widely 
divergent  as  to  various  types  of  goods  on  hand.  We  are  unable  to 
determine  from  the  evidence  that  the  inventory  at  cost,  reduced  by 
25  per  cent,  which  percentage  was  the  estimated  average  decline 
in  market  price  as  of  that  time,  represents  the  market  price  of  the 
stock  inventoried. 

Judgment  will  be  entered  for  the  Commissioner. 


Appeal  of  Walter  G.  Morgan. 

Docket  No.  3449.  Promulgated  January  10,  1927. 

1.  Notice  of  deficiency.— A  letter  prepared  in  the  office  of  tlie 
Commissioner  reciting  the  determination  of  a  deficiency  and  ad¬ 
dressed  to  a  taxpayer  residing  at  Jackson,  Tenn.,  and  mailed  to 
the  same  taxpayer  at  Jacksonville,  Tenn.,  by  registered  mail, 
and  later  returned  by  the  postal  service  to  the  Commissioner’s 
office  undelivered,  did  not  notify  the  taxpayer  of  such  deficiency 
as  required  by  section  274  (a)  of  the  Revenue  Act  of  1924  or 
section  274  (a)  of  the  Revenue  Act  of  1926. 

2.  The  same  letter  remailed  by  the  collector  of  internal  rev¬ 
enue  for  the  district  of  Tennessee  to  the  same  named  taxpayer  at 
his  address  in  Jackson,  Tenn.,  is  the  notice  of  deficiency  required 
by  the  above-named  sections  and  is  effective  as  of  the  date  when 
registered  and  placed  in  the  mails  at  Nashville,  Tenn. 

3.  Statute  of  limitations. — This  taxpayer  filed  his  income-tax 
return  for  the  calendar  year  1919  with  the  collector  of  internal 
revenue  at  Nashville,  Tenn.,  on  March  3,  1920.  The  deficiency 
letter  mailed  on  April  1,  1925,  was  mailed  after  the  expiration  of 
the  five-year  period  of  limitation  provided  in  section  277  of  the 
Revenue  Acts  of  1924  and  1926,  and  on  that  date  the  Commissioner 
was  barred  from  making  any  assessment  or  taking  any  proceeding 
for  the  collection  of  a  deficiency  in  taxes  for  the  year  1919. 

Frank  C .  Olive ,  Esq .,  for  the  petitioner. 

L.  C.  Mitchell ,  Esq .,  for  the  Commissioner. 

The  deficiency  letter  upon  which  this  appeal  is  based  asserted 
a  deficiency  in  income  taxes  for  the  year  1919  in  the  amount  of 
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$18,261.34;  overassessment  for  the  year  1920,  $2.80;  overassessment 
for  the  year  1921,  $7.67.  The  petitioner  pleaded  the  bar  of  the 
statute  of  limitations  as  a  complete  defense  to  the  alleged  deficiency 
for  the  year  1919.  He  also  pleaded,  and  at  the  trial  was  ready  to 
prove,  facts  which  he  held  wrould  show  that  no  deficiency  existed. 

The  trial  proceeded  with  the  hearing  of  evidence  and  argument 
upon  the  matter  of  the  running  of  the  statute  of  limitations,  which 
was  taken  under  advisement. 

FINDINGS  OF  FACT. 

The  taxpayer  is  an  individual  residing  in  Jackson,  Tenn. 

On  February  20,  1925,  the  Commissioner  mailed,  in  Washington, 
D.  C.,  a  registered  letter  showing  the  determination  of  a  deficiency 
against  the  taxpayer  in  income  and  profits  taxes  for  the  year  1919 
in  the  amount  of  $18,261.34.  The  records  of  the  City  Post  Office 
at  Washington  and  the  receipt  returned  to  the  Commissioner  show 
that  the  letter  was  addressed  to  “Mr.  Walter  G.  Morgan,  553  East 
Main  St.,  Jacksonville,  Tennessee.”  The  letter  reads  as  follows: 

IT  :  PA-4-60D  IMG — 401  Treasury  Department, 

Washington,  Fet>.  20,  1925. 

Mr.  Walter  G.  Morgan, 

553  East  Main  Street,  Jackson,  Tennessee. 

Sir  :  An  audit  of  your  income  tax  returns  for  the  years  1919,  1920  and  1921, 
in  connection  with  an  examination  of  your  books  of  account  and  records,  dis¬ 
closes  a  deficiency  in  tax  amounting  to  $18,261.34  for  1919  and  overassess¬ 
ments  amounting  to  $10.47  for  1920  and  1921,  as  shown  in  the  attached  state¬ 
ment. 

In  accordance  with  the  provisions  of  Section  274  of  the  Revenue  Act  of  1924, 
you  are  allowed  60  days  from  the  date  of  mailing  of  this  letter  within  which  to 
file  an  appeal  to  the  United  States  Board  of  Tax  Appeals  contesting  in  whole 
or  in  part  the  correctness  of  this  determination. 

Where  a  taxpayer  has  been  given  an  opportunity  to  appeal  to  the  United 
States  Board  of  Tax  Appeals  and  has  not  done  so  within  the  60  days  prescribed 
and  an  assessment  has  been  made,  or  where  a  taxpayer  has  appealed  and  an 
assessment  in  accordance  with  the  final  decision  on  such  appeal  has  been  made, 
no  claim  in  abatement  in  respect  to  any  part  of  the  deficiency  will  be  enter¬ 
tained. 

If  you  acquiesce  in  this  determination  and  do  not  desire  to  file  an  appeal, 
you  are  requested  to  sign  the  inclosed  agreement  consenting  to  the  assessment 
of  the  deficiency  and  forward  it  to  the  Commissioner  of  Internal  Revenue, 
Washington,  D.  C.,  for  the  attention  of  IT :  PA-4-60D,  IMG-401.  In  the  event 
that  you  acquiesce  in  a  part  of  the  determination,  the  agreement  should  be 
executed  with  respect  to  the  items  agreed  to. 

Respectfully, 

D.  H.  Blair,  Commissioner. 

By  (Signed)  J.  G.  Bright 

Deputy  Commissioner. 

Inclosures  :  Statements.  Agreement-Form  A. 


(1035) 


WALTER  G.  MORGAN. 


1037 


Upon  the  original  manuscript  of  the  above-quoted  letter  there  are 
unmistakable  evidences  of  erasures  and  rewriting  in  the  line  of  the 
address  where  the  words  “  Jackson,  Tennessee,”  now  appear.  Imme¬ 
diately  following  the  letter  “n”  in  the  word  “Jackson”  there  is 
plainly  visible  the  outline  of  the  letter  “v”  over  which  there  appears 
to  have  been  struck  a  comma,  and  the  roughness  of  paper  produced 
by  the  erasures  continues  over  a  large  part,  if  not  all,  of  the  space 
now  occupied  by  the  word  “  Tennessee.”  Similar  evidences  of 
erasures  and  re-writing  appear  at  the  top  of  page  1  of  the  state¬ 
ment  accompanying  the  letter. 

The  letter  quoted  was  returned  to  the  Commissioner  undelivered, 
and  on  March  20,  1925,  it  was  enclosed  with  the  following  letter 
directed  to  the  collector  of  internal  revenue  at  Nashville,  Tenn. : 

March  20.  1925. 

Collector  of  Internal  Revenue, 

Nashville,  Tennessee. 

Dear  Sir:  A  letter  was  addressed  by  this  office  to  Mr.  Walter  G.  Morgan, 
553  East  Main  Street,  Jackson,  Tennessee,  showing  an  additional  tax  liability 
of  $18,261.34  for  the  year  1919.  The  letter  was  returned  to  the  Bureau  un¬ 
delivered  by  the  Post  Office  Department.  The  above  address  is  the  same  as  the 
one  shown  on  the  taxpayer’s  1921  return. 

It  is  requested  that  you  ascertain  the  present  address  of  the  taxpayer,  make 
delivery  of  the  enclosed  letter  by  registered  mail,  and  advise  this  office  as  to 
the  result  of  your  investigation  and  the  action  taken  by  you. 

In  the  event  that  the  enclosed  letter  can  not  be  delivered  to  the  taxpayer,  it 
should  be  returned  to  this  office,  inasmuch  as  the  statutory  period  for  the  year 
1919  expires  presently,  and  you  are  advised  that  the  latest  date  on  which  the 
letter  can  be  delivered  is  April  15,  1925. 

(Sgcl.)  J.  G.  Bright, 

Deputy  Commissioner. 

By - - , 

Head  of  Division. 

A  stamp  appearing  on  the  face  of  the  deficiency  letter  shows  that 
it  was  received  in  the  office  of  the  collector  at  Nashville  on  March 
23,  1925.  On  April  1,  it  was  sent  by  registered  mail  to  the  taxpayer 
at  Jackson,  Tenn.,  and  was  received  by  him  on  April  2. 

The  taxpayer’s  income-tax  return  for  1919  was  filed  with  the 
collector  of  internal  revenue  at  Nashville  on  March  3,  1929. 

OPINION. 

Trussell:  The  petitioner  has  interposed  a  plea  of  the  statute  of 
limitations.  Section  277  (a)  of  the  Revenue  Act  of  1924  reads  in  part 
as  follows: 

(2)  The  amount  of  income,  excess-profits,  and  war-profits  taxes  imposed  by 
the  Act  entitled  “An  Act  to  provide  revenue,  equalize  duties,  and  encourage 
the  industries  of  the  United  States,  and  for  other  purposes,”  approved  August 
5,  1909,  the  Act  entitled  “An  Act  to  reduce  tariff  duties  and  to  provide  revenue 
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for  the  Government,  and  for  other  purposes,”  approved  October  3,  1913,  the 
Revenue  Act  of  1916,  the  Revenue  Act  of  1917,  the  Revenue  Act  of  1918,  and 
by  any  such  Act  as  amended,  shall  be  assessed  within  five  years  after  the  return 
was  filed,  and  no  proceeding  in  court  for  the  collection  of  such  taxes  shall  be 
begun  after  the  expiration  of  such  period. 

It  is  admitted  that  the  petitioner’s  return  for  1919,  the  year  here 
involved,  was  filed  on  March  3,  1920,  and  that  the  five-year  period 
expired  on  March  3,  1925. 

The  Commissioner  takes  the  position  that  in  this  case  February 
20,  1925,  is  the  date  of  mailing  the  notice  required  by  subdivision  (a) 
of  section  274  of  the  Revenue  Act  of  1924,  which  reads  in  part  as 
follows : 

If,  in  the  case  of  any  taxpayer,  the  Commissioner  determines  that  there  is 
a  deficiency  in  respect  of  the  tax  imposed  by  this  title,  the  taxpayer,  except 
as  provided  in  subdivision  (d),  shall  be  notified  of  such  deficiency  by  regis¬ 
tered  mail,  but  such  deficiency  shall  be  assessed  only  as  hereinafter  provided. 
Within  60  days  after  such  notice  is  mailed  the  taxpayer  may  file  an  appeal 
with  the  Board  of  Tax  Appeals  established  by  section  900. 

From  this  subdivision  it  is  apparent  that  the  duty  imposed  on 
the  Commissioner  after  a  deficiency  is  determined  is  that  of  notify¬ 
ing  the  taxpayer,  and  the  method  of  notification  is  prescribed  to  be 
by  registered  letter. 

It  is  not  denied  that  the  Commissioner  prepared  a  notice  of  his 
determination  of  a  deficiency  in  taxes  and  that  such  notice  was  in¬ 
tended  for  the  petitioner  in  the  instant  case;  that  said  notice  was 
dated  February  20,  1925;  and  that  it  was  delivered  to  the  post  office 
at  Washington  to  be  forwarded  as  a  registered  letter.  The  record 
establishes  the  fact  that  this  letter  was  addressed  to  “Mr.  Walter 
G.  Morgan,  553  East  Main  Street,  Jacksonville,  Tennessee.”  The 
record  further  establishes  the  fact  that  the  postal  service,  after  hav¬ 
ing  failed  to  find  any  person  by  that  name  at  Jacksonville,  Tenn., 
returned  the  letter  to  the  office  of  the  Commissioner  undelivered; 
that  thereafter  the  same  letter,  or  the  same  letter  with  its  address 
corrected,  was  forwarded  to  the  collector  of  internal  revenue  at  Nash¬ 
ville,  Tenn.,  who  mailed  it  to  the  petitioner  at  his  residence  in 
Jackson,  Tenn.,  this  last  mailing  having  been  done  on  April  1,  1925. 
April  1,  1925,  was  more  than  five  years  after  the  petitioner’s  return 
for  the  year  1919  had  been  filed  with  the  collector  of  his  district. 
We  are  entirely  satisfied  from  the  record  that  the  Commissioner’s 
letter  dated  February  20,  1925,  was  addressed  to  a  person  by  the 
name  of  Walter  G.  Morgan  at  Jacksonville,  Tenn.,  and  we  are 
further  satisfied  that  when  that  letter  was  returned  to  the  Commis¬ 
sioner’s  office  the  address  “  Jacksonville,  Tennessee,”  was  partially 
erased  and  rewritten  to  read  “Jackson,  Tennessee.”  There  is  no 
doubt  that  the  Commissioner’s  office  made  a  mistake  in  the  original 
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writing  of  the  address  of  the  said  letter  of  February  20,  1925.  Such 
mistakes  can  not  be  construed  to  have  the  effect  of  arresting  the 
running  of  the  statute  of  limitations.  This  taxpayer  was  not  notified 
of  the  proposed  deficiency  by  the  mailing  of  the  erroneously  ad¬ 
dressed  deficiency  letter  on  February  20,  1925.  When  this  same  letter 
had  been  corrected  and  remailed  on  April  1,  1915,  the  five-year  period 
of  the  statute  of  limitations  had  run,  and  we  are,  therefore,  of  the 
opinion  that  there  is  no  deficiency  against  this  petitioner  for  the 
calendar  year  1919. 

Judgment  will  be  entered  for  the  petitioner 
in  due  course. 


Edgar  P.  Haney  and  Wife,  Petitioners,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

•Docket  No.  3486.  Promulgated  January  10,  1927. 

1.  Payments  of  $3,065.30  and  $1,066.96,  received  by  the  petitioner, 

Edgar  P.  Haney,  in  the  years  1919  and  1920,  respectively,  were  not 
salary. 

2.  Held,  that  the  amount  of  $10,000  was  erroneously  included  in 
gross  income. 

3.  The  determination  of  the  Commissioner  in  all  other  respects  is 
approved  because  of  insufficient  evidence  to  support  the  petitioners’ 
contentions. 

Don  T.  Haynes ,  Esq.,  and  Clinton  E.  Smith ,  C.  P.  A.,  for  the  peti¬ 
tioners. 

Robert  A.  Littleton ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  deficiencies  in 
income  tax  for  the  calendar  years  1919  to  1921,  inclusive,  in  the  total 
amount  of  $2,778.15.  A  deficiency  of  $1,400.03  was  determined 
against  the  petitioner,  Edgar  P.  Haney,  and  a  deficiency  of  $1,378.12 
against  his  ivife,  Maude  Haney.  The  entire  deficiency  is  in  dispute. 
The  controversy  arises  over : 

(1)  The  sum  of  $3,065.30,  which  the  Commissioner  included  in 
the  petitioners’  income  for  1919  as  salary  received  by  Edgar  P.  Haney 
from  the  Rurkburnett  Home  Oil  Co.,  and  the  sum  of  $1,066.96  simi¬ 
larly  included  in  income  for  1920. 

(2)  The  sum  of  $7,000  which  the  Commissioner  charged  to  the 
petitioners  in  1919  as  profit  from  the  sale  of  a  newspaper. 

(3)  The  sum  of  $11,816.92  and  the  sum  of  $9,018.55,  which  were 
charged  to  the  petitioners  in  1919  and  1920,  respectively,  as  income. 
The  amounts  were  unexplained  bank  deposits. 
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(4)  The  refusal  of  the  Commissioner  to  allow  a  loss  of  $4,000  in 
1920,  when  the  petitioners  claim  that  the  stock  in  the  Burkb’urnett 
Home  Oil  Co.  of  this  amount  held  by  them  became  worthless.  . 

FINDINGS  OF  FACT. 

The  petitioners,  Edgar  P.  Haney  and  Maude  Haney,  are  husband 
and  wife  residing  at  Wichita  Falls,  Tex.  It  is  conceded  that  all  of 
the  income  here  involved  was  income  to  the  marital  community.  All 
of  the  business  of  the  community  was  carried  on  by  the  husband. 

Edgar  P.  Haney  was  a  stockholder  in  and  president  of  the  Burk- 
burnett  Home  Oil  Co.  His  stock  was  acquired  by  purchase  at  prices 
ranging  from  $100  to  $150  per  share.  The  total  par  value  of  the 
stock  purchased  by  him  was  between  $4,000  and  $5,000.  His  wife 
and  children  were  stockholders.  The  number  of  shares  held  by 
Haney,  his  wife,  or  his  children,  can  not  be  ascertained  from  the 
record.  In  1920  it  was  fully  ascertained  that  the  properties  of  the 
oil  company  were  valueless  and  the  stock  of  the  company  became 
worthless  in  that  year. 

Haney,  although  president,  devoted  little  time  to  the  company. 
He  was  paid  no  salary  during  the  years  1919  and  1920.  It  was  the 
practice  of  Haney  and  another  officer  of  the  company  to  advance 
money  to  the  company  when  it  lacked  funds  sufficient  to  meet  its 
current  obligations  or  make  purchases.  The  amounts  so  advanced 
were  refunded  from  time  to  time  as  the  company  was  able  to  pay. 
The  amounts  so  repaid  were  treated  as  payments  of  salary  by  the 
revenue  agent  and  the  Commissioner  and  included  in  income. 

Prior  to  1917  a  partnership  composed  of  Edgar  P.  Haney  and 
others  owned  a  newspaper.  In  1917  the  News  Tribune  Publishing 
Co.  acquired  the  newspaper  in  exchange  for  its  stock  of  the  par 
value  of  $20,000.  Edgar  P.  Haney  was  the  principal  partner  in  the 
partnership  and  he,  with  his  wife  and  children,  owned  practically 
all  the  stock  of  the  publishing  company.  The  assets  exchanged  were 
worth  the  par  value  of  the  stock  issued  therefor.  At  the  time  of 
the  exchange,  stock  of  the  par  value  of  $19,000  was  issued  to  Haney. 

In  1919  the  assets  of  the  corporation  were  sold  for  a  total  con¬ 
sideration  of  $40,000.  The  purchaser,  in  payment  of  a  part  of  such 
consideration,  assumed  obligations  in  excess  of  $20,000  and  paid  the 
balance  in  several  cash  payments.  The  first  cash  payment  was  in 
the  sum  of  $10,000  made  soon  after  the  contract  of  sale  was  made, 
and  the  others  were  made  in  small  amounts  over  a  period  of  time. 
After  the  payments  were  completed  the  corporation  dissolved  and 
liquidating  dividends  were  paid  to  Haney  and  wife  in  the  sum  of 
$17,000.  In  his  computation  of  gain  resulting  from  the  sale,  the 
Commissioner  included  the  $10,000  cash  payment  as  income  to  the 
petitioners  as  moneys  paid  directly  to  them. 
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During  the  years  in  question  Haney  was  engaged  in  the  real  estate, 
loan,  collection,  and  stock  brokerage  business  in  and  around  Wichita 
Falls.  In  the  regular  course  of  his  business  he  collected  money 
belonging  to  his  customers  or  patrons  and  deposited  it  in  his  own 
bank  account.  These  amounts  he  subsequently  disbursed.  The  Com¬ 
missioner  included  in  income  for  the  years  1919  and  1920,  $11,816.92 
and  $9,018.55,  respectively,  as  unexplained  bank  balance. 

OPINION. 

Green  :  We  are  satisfied  from  the  evidence  that  the  petitioner  was 
paid  no  salary  by  the  Burkburnett  Oil  Co.  in  1919  or  in  1920  and  that 
the  amounts  paid  to  him  by  that  company  were  reimbursements  for 
expenditures  made  by  him  for  the  company.  Such  amounts  were 
improperly  included  in  income. 

The  evidence  introduced  to  establish  the  loss  alleged  to  have 
been  sustained  on  the  Burkburnett  Oil  Co.  stock  is  very  unsatisfac¬ 
tory  and  confusing.  Undoubtedly  a  loss  was  sustained.  No  records 
of  the  cost  of  this  stock  were  produced  at  the  hearing.  Haney 
testified  that  he  paid  at  least  par  for  the  stock.  He  likewise 
testified  that  he  had  invested  from  $4,000  to  $5,000  in  this  acquisi¬ 
tion.  It  also  appears  that  he  made  gifts  of  a  part  of  this  stock 
to  members  of  his  family.  We  are  thus  in  the  situation  of  knowing 
that  the  petitioner  acquired  stock  without  knowing  either  the  cost 
per  share  or  the  total  purchase  price  and  that  he  gave  a  part  of 
it  to  members  of  his  family  without  knowing  the  number  of  shares 
thus  disposed  of.  Under  such  circumstances  we  can  not  determine 
the  loss,  if  any,  to  him  or  his  wife,  and,  therefore,  affirm  the 
Commissioner  on  this  point. 

The  evidence  -with  reference  to  the  sale  of  the  assets  of  the  News 
Tribune  Publishing  Co.  is  equally  confusing.  The  petitioner  pro¬ 
duced  no  records  to  confirm  his  testimony  as  to  the  cost  of  the  assets 
transferred  to  the  corporation.  He  testified  that  it  was  a  partner¬ 
ship  but  did  not  state  his  proportionate  interest  therein  and 
claims  to  have  advanced  some  $6,000  to  the  corporation  at  some  time 
not  disclosed.  It  appears  that  his  wife  and  children  own  some  of 
this  stock  but  the  amount  of  their  holdings  can  not  be  determined. 
We  can  not  determine  the  amount  of  cash  over  and  above  the  in¬ 
debtedness  received  by  the  corporation.  The  only  thing  established 
by  the  evidence  is  that  the  $10,000  cash  payment  which  the  revenue 
agent  included  in  the  income  of  the  petitioners  was  not  in  fact  paid 
to  them,  and  we  conclude  that  the  petitioners’  income  from  this  trans¬ 
action  should  be  reduced  by  the  amount  of  $10,000,  it  being  apparent 
that  this  amount  was  included  in  the  amounts  distributed  by  the  cor- 
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poration  in  liquidation.  We  must  approve  the  Commissioner’s  de¬ 
termination  of  income  from  this  transaction  in  all  other  respects. 

The  Commissioner  added  to  income  substantial  amounts  which  he 
found  to  have  been  deposited  by  the  petitioner  in  his  bank  account. 
A  large  part  of  those  amounts  was  money  which  was  received  by  the 
petitioner  in  the  course  of  handling  business  for  others  and  was  not 
income,  but  the  evidence  is  wholly  insufficient  to  enable  us  to  deter¬ 
mine  what  amounts  should  not  have  been  included  in  income,  and 
we  therefore  affirm  the  Commissioner  as  to  this  point. 

Judgment  will  ~be  entered  after  15  days' 
notice ,  under  Rule  50. 


Appeal  of  Shope  Brick  Co. 

Docket  No.  6531.  Promulgated  January  10,  1127. 

1.  The  value  of  United  States  and  Canadian  patents  paid  in 
to  a  corporation  for  a  consideration  of  $1  and  $2,  respectively, 
may  not  be  included  in  invested  capital  under  the  Revenue  Acts 

/  of  1918  and  1921  as  a  paid-in  surplus. 

2.  March  1,  1913,  value  of  patents  determined. 

Frederick  L.  Pearce ,  G.  P.  A.  and  George  M.  Morris ,  Esq.,  for 
the  petitioner. 

Thomas  P.  Dudley ,  Jr.,  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  the  Commissioner’s  determination  of  a 
deficiency  of  $9,550.02  income  and  profits  taxes  for  1919,  1920  and 
1921.  The  petitioner  alleges  that  the  Commissioner  erred  in  re¬ 
fusing  to  allow  a  paid-in  surplus  for  intangibles  and  in  disallowing 
a  deduction  taken  for  exhaustion  of  patents,  and  that  it  is  entitled 
to  special  assessment. 

FINDING  OF  FACT. 

The  petitioner  is  an  Oregon  corporation,  having  incorporated  on 
April  13,  1911,  under  the  name  of  Shope  National  Concrete 
Machinery  Co.  The  name  was  changed  to  Shope  Brick  Co.  on 
March  9,  1917,  without  other  amendment  to  the  original  charter. 

Prior  to  1909,  David  F.  Shope,  residing  in  St.  Paul,  Minn.,  had 
been  experimenting  with  a  process  for  waterproofing  brick  and 
cement  blocks.  Having  perfected  his  process  and  a  machine  to 
manufacture  the  new  type  of  brick,  he  applied  for  letters  patent. 
On  July  19,  1910,  he  was  issued  United  States  Patent  No.  965,027 
for  his  machine,  and  on  February  28,  1911,  United  States  Patent 
No.  985,709  for  his  process.  The  cement  brick  machine  puts  into 
operation  the  method  of  waterproofing  cement  blocks  covered  by 
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the  basic  process,  and  the  former  patent  is  controlled  by  the  latter. 
Shope  also  applied  for  and  was  issued  Canadian  letters  patent  on 
December  29,  1911,  for  the  machine  and  on  November  19,  1912,  for 
the  process.  The  life  of  a  Canadian  patent  is  6  years,  with  the 
privilege  of  renewal  for  a  further  term  of  12  years,  or  a  total  life 
of  18  years. 

At  incorporation,  stock  in  the  amount  of  $4,961 — 4,961  shares  of 
$1  par  value — was  issued  for  the  tangible  assets  of  Shope’s  brick 
business  in  Portland,  Oreg.  Shope  received  10  shares,  his  wife 
4,950  shares,  and  Robert  H.  Downes  one  share. 

At  the  date  of  incorporation  Shope  assigned  his  two  United  States 
patents  to  the  corporation  for  a  cash  consideration  of  $1,  no  stock 
being  issued  therefor.  The  assignments  were  recorded  in  the  United 
States  Patent  Office  on  May  15,  1911.  Thereafter  Shope  assigned 
his  Canadian  patent  applications  to  the  corporation  for  a  cash 
consideration  of  $2.  The  assignment  dates  of  the  two  applications 
for  patent  were  July  21,  1911,  for  the  machine,  and  February  1, 
1912,  for  the  process. 

Sales  of  territorial  rights  made  in  the  years  1909  to  1913,  inclu¬ 
sive,  by  either  Shope  or  the  petitioner  under  the  Shope  patents,  are 
as  follows: 


Date. 

United  States  Territory. 

Sales  price. 

Jan.  16,  1909 . . 

Milwaukee  County,  Wisconsin _ _ _ 

$2, 250 

1.500 
3, 750 

2.500 
8,  500 

Oct.  12',  1909 . __ 

Spokane  County,  Washington _ 

Nov.  8,  1909 . 

Pierce  County,  Washington _ 

Sept.  27,  1913 . 

Wayne  and  Washtenaw  Counties,  Mich _ 

Feb.  7,  1914__ . 

San  Francisco,  San  Mateo,  Santa  Clara,  Alameda,  Contra  Costa 
Counties,  California. 

Total.. . . . . . 

March  20,  1913 . 

18,500 

1, 321.  55 
400.00 
2,  600.  00 
800.00 
3,  600.  00 

Canadian  Territory. 

Vancouver,  B.  C._ . . . . . . . 

April  9,  1913 . 

Kamloops,  B.  C _ _ _ _ 

May  5,  1913 . 

Parts  of  Saskatchewan  ana  Alberta  _ _ 

May  20,  1913 . 

Prince  Rupert,  B.  C _ _  .  _ _ _ _ _ _ 

June  17,  1913 . 

(2)  Electoral  Dists.  B.  C _ _ _ 

Total.. . . . . . . . . . . . 

8, 721.  55 

Sales  of  territorial  rights  under  the  Shope  patents  during  1919, 
1920  and  1921  were  as  follows: 


1919  - $33,404.45 

1920  -  41,  701.  83 

1921  -  48,  862.  77 


The  sales  of  territory  were  made  by  Shope,  and  after  incorpora¬ 
tion  by  the  petitioner,  upon  a  certain  well  defined  basis.  Shope 
could  produce  brick  at  a  saving  of  $10  per  thousand  and  it  was  sold 
at  practically  the  same  prices  as  brick  of  similar  quality.  He  figured 
that  a  new  Shope  brick  plant  should  do  a  minimum  of  10  per  cent  of 
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the  normal  business  in  the  territory  during  its  first  year  of  operation. 
By  multiplying  10  per  cent  of  the  face  brick  consumed  within  the 
territory  for  the  preceding  year  by  $10  a  thousand,  the  saving  by 
his  process  to  the  manufacturer,  he  arrived  at  the  price  at  which  he 
sold  the  territory.  This  method  of  arriving  at  a  sales  price  has 
been  consistently  followed.  The  experience  of  the  company  has  been 
that  the  actual  sales  of  the  licensees  reaeh  10  per  cent  of  the  territory. 
The  expenses  and  overhead  in  selling  the  territorial  rights  amounted 
to  approximately  30  per  cent  of  the  sale  price. 

The  Shope  machine  was  made  by  contract  at  a  cost  of  $75.  A  cer¬ 
tain  number  of  machines  were  sold  with  each  territory.  Additional 
machines  could  be  secured  at  prices  of  $175,  $200  or  $250  each,  ac¬ 
cording  to  the  contracts  of  sale  of  the  various  territories.  The  Shope 
machine  had  an  annual  capacity  of  375,000  bricks,  computed  upon  a 
basis  of  1,500  bricks  per  day  and  250  working  days  per  year.  The 
machine  was  simple  to  operate  and  the  work  could  be  done  by  com¬ 
mon  labor.  The  product  was  a  high  class  face  brick  that  would 
resist  moisture  and  not  absorb  it.  The  bricks  were  made  in  115 
sizes  and  in  various  colors  and  shades. 

The  value  of  the  United  States  patents  on  April  13,  1911,  was 
$5,250;  on  March  1,  1913,  it  was  this  value  less  depreciation  for  the 
period  from  April  13,  1911,  to  March  1,  1913.  The  value  of  the 
Canadian  patents  on  March  1,  1913,  was  $6,105.08. 

The  amount  allowed  by  the  Commissioner  for  paid-in  surplus 
resulting  from  the  donation  to  the  petitioner  of  the  two  United 
States  patents  at  the  date  of  incorporation  is  $1,240.  He  allowed 
no  amount  for  paid-in  surplus  for  the  two  Canadian  patents.  A 
March  1,  1913,  value  was  allowed  for  the  United  States  patents  and 
no  value  as  of  that  date  for  the  Canadian  patents.  No  allowance  for 
exhaustion  of  the  United  States  patents  was  made  in  determining 
taxable  net  income  for  1919,  but  a  deduction  of  $83  was  allowed 
in  each  of  the  years  1920  and  1921  for  such  exhaustion.  No  allow¬ 
ance  for  exhaustion  of  the  Canadian  patents  was  made  for  any  of 
the  years  in  question. 

OPINION. 

Morris  :  At  the  hearing  petitioner  withdrew  its  claim  for  special 
assessment,  leaving  two  questions  for  our  consideration,  first, 
whether,  under  section  326  of  the  Revenue  Acts  of  1918  and  1921, 
petitioner  is  entitled  to  a  paid-in  surplus  on  the  United  States  and 
Canadian  patents  in  computing  invested  capital,  and,  if  so,  the 
amount  thereof ;  and,  second,  the  value,  if  any,  on  March  1,  1913,  of 
those  patents  for  exhaustion  purposes.  In  connection  with  the 
first  point,  the  Commissioner  raised  the  question  at  the  hearing 
whether  it  was  proper  for  him  to  have  included  a  paid-in  surplus 
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of  $1,240,  resulting  from  the  turning  in  of  the  two  United  States 
patents  to  the  petitioner  at  the  date  of  incorporation. 

Under  section  325  of  the  Revenue  Acts  of  1918  and  1921,  patents 
are  intangible  property.  We  have  previously  considered  the  ques¬ 
tion  whether,  under  the  Revenue  Acts  of  1917  and  1918,  intangibles 
acquired  by  way  of  gift  may  be  included  in  invested  capital  as 
paid-in  surplus  in  the  Appeal  of  Herald- Despatch  Go .,  4  B.  T.  A. 
1096.  In  that  case  we  held : 


It  seems  clear  to  us,  however,  that  in  providing  for  the  inclusion  in  invested 
capital  of  intangibles  paid  in  for  stock  or  shares,  subject  to  very  specific  and 
arbitrary  limitations,  Congress  intended  to  exclude  intangibles  paid  in  as  a 
gift.  It  would  be  absurd  construction  indeed  which  would  permit  the  inclusion 
in  invested  capital,  under  very  arbitrary  limitations,  of  intangibles  paid  in 
for  a  consideration,  and  at  the  same  time  permit  the  inclusion  of  intangibles 
paid  in  as  a  gift  to  the  full  extent  of  their  actual  cash  value. 


As  there  is  no  difference  between  the  Revenue  Acts  of  1921  and 
1918  so  far  as  the  question  under  consideration  is  concerned,  that 
decision  is  controlling  here.  The  petitioner  may  not  therefore  in¬ 
clude  in  invested  capital  as  a  paid-in  surplus  the  value  of  the  patents 
in  question,  and  the  Commissioner  was  in  error  in  including  the 
amount  of  $1,240  in  invested  capital  as  a  paid-in  surplus  for  the 
United  States  patents. 

The  petitioner  has  submitted  two  methods  of  computation  of  the 
values  of  the  patents  at  the  date  turned  in  and  at  March  1,  1913, 
which,  being  based  on  anticipated  profits  and  other  assumptions,  are 
of  little  use.  The  mere  stating  of  them  seems  to  us  to  be  sufficient 
to  show  how  inherently  fallacious  the  computations  and  resulting 
values  are.  In  the  first  method,  the  petitioner  took  the  population 
of  the  territories  sold  at  the  time  the  patents  were  paid  in  and 
found  that  it  represented  .6  of  1  per  cent  of  the  total  population 
of  continental  United  States.  These  territorial  rights  were  sold  for 


$7,500. 


By  multiplying  this  amount  by 


100 

.6 


the  petitioner  found 


that  the  sale  of  rights  in  the  balance  of  continental  United  States 
would  bring  $1,250,000,  which  was  reduced  by  30  per  cent,  represent¬ 
ing  selling  cost  and  overhead,  to  $875,000.  Discounting  the  latter 
amount  for  the  life  of  the  patents  by  Hoskold’s  formula,  using  8  and 
4  per  cent,  a  net  value  on  April  13,  1911,  of  $421,225  was  arrived  at. 
The  March  1,  1913,  value  was  computed  by  the  same  method  and  a 
net  value  of  $265,734  was  reached.  The  Canadian  patents  were 
computed  for  each  of  the  dates  as  having  a  net  value  of  $35,919. 

The  second  method  consisted  of  taking  the  face  brick  production 
in  the  United  States  in  1911,  assuming  that  the  petitioner  would 
produce  one-tenth  of  the  face  brick  produced  therein,  and  multiply¬ 
ing  that  one-tenth  by  $7,  the  difference  between  the  saving  of  $10 
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per  thousand  in  the  manufacture  of  its  brick,  and  $3,  which  repre¬ 
sented  selling  cost  and  overhead.  Petitioner  computed  this  to  be 
$510,937  and,  by  using  Hoskold’s  formula,  as  above,  arrived  at  a  net 
value  on  April  13,  1911,  of  $245,965.  A  like  computation  for  value 
on  March  1,  1913,  of  the  United  States  patents  gave  a  total  of 
$279,214.  In  the  computations,  population  and  production  estimates 
were  secured  from  publications  of  the  Census  Bureau,  United  States 
Department  of  Commerce. 

What  we  said  in  Appeal  of  Gamon  Meter  Co .,  1  B.  T.  A.  1124, 
1131,  is  particularly  applicable : 

It  appears  from  the  evidence  that  the  valuation  *  *  *  for  the  patents  at 

the  time  paid  in  was  predicated  to  a  considerable  extent  upon  future  hopes  and 
not  altogether  upon  what  the  patents  were  actually  wTorth  in  cash  at  that  time. 
The  experience  of  the  men  interested  in  the  patents  perhaps  justified  their 
belief  that  they  would  ultimately  prove  successful  and  result  in  large  earnings, 
but  the  Revenue  Act  contemplates  a  cash  value  at  the  time  the  patents  are 
paid  in. 

If  the  patents  are  to  be  valued  as  of  March  1,  1913,  the  Revenue 
Act  contemplates  a  cash  value  at  that  time. 

Undoubtedly  the  patents  were  valuable.  Any  higher  value,  how¬ 
ever,  than  that  set  forth  in  our  findings  of  fact  would  be  merely 
speculative  and  prospective.  We  have  used  the  actual'  sales  of 
territorial  rights  in  arriving  at  our  determination,  which  seems  to 
us  to  be  the  only  conclusion  warranted  by  the  record.  Prior  to 
April  13,  1911,  the  only  sales  made  were  the  three  in  1909,  amounting 
to  $7,500,  which  reduced  by  30  per  cent,  representing  selling  expenses 
and  overhead,  gives  an  amount  of  $5,250  which  we  consider  the  only 
evidence  of  value  attributable  to  the  patents  as  of  that  date.  As 
there  were  no  sales  from  1909  until  the  latter  part  of  1913,  the  value 
of  the  patents  on  April  13,  1911,  depreciated  to  March  1,  1913,  is 
taken  as  the  value  on  the  latter  date.  The  March  1,  1913,  value  of 
the  Canadian  patents,  which  we  find  to  be  $6,105.08,  represents  the 
sales  of  Canadian  territory  less  30  per  cent  for  selling  expenses  and 
overhead.  In  our  opinion,  the  Canadian  sales  set  forth  in  the  find¬ 
ings  of  fact  are  close  enough  to  March  1,  1913,  to  be  indicative  of 
value  as  of  that  date.  The  petitioner  is  entitled  to  exhaustion,  there¬ 
fore,  for  the  taxable  years  in  question  on  the  March  1,  1913,  value  of 
the  patents  above  set  forth.  The  life  of  the  patents  should  be  com 
puted  from  the  date  of  the  process  patents  for  the  reason  that, 
although  the  machine  patents  would  expire  some  months  prior  to 
the  process  patents,  the  machine  by  itself  is  of  little  value  without 
the  process. 

Judgment  will  be  entered  on  15  days’  notice , 
under  Rule  50. 
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Appeal  of  Robert  G.  Gordon. 

Docket  No.  5806.  Promulgated  January  10,  1927. 

An  amount  received  by  an  attorney  for  professional  services 
rendered  to  the  Commonwealth  of  Kentucky  under  a  contract  is  not 
exempt  from  income  tax. 

JS.  Lyman  Barber ,  Esq.  Robert  N .  Miller ,  Esq.  and  Harry  Fried¬ 
man,  Esq.  for  the  petitioner. 

Ellis  W.  Manning ,  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  a  deficiency  of 
$1,398.34  for  the  year  1921,  resulting  from  the  Commissioner  includ¬ 
ing  in  the  petitioner’s  taxable  income  an  amount  of  $8,816.79  received 
during  the  year  from  the  Commonwealth  of  Kentucky,  for  profes¬ 
sional  services  rendered  under  a  contract  and  in  connection  with  the 
ascertainment  and  collection  of  inheritance  taxes  due  from  an  estate. 

FINDINGS  OF  FACT. 

Petitioner  is  a  resident  of  Louisville,  Ky.,  where  during  the  past 
twenty-five  years  he  has  been  engaged  in  the  practice  of  law. 

Some  time  prior  to  October  10,  1917,  Mrs.  Mary  Lily  Bingham  died 
in  Jefferson  County,  Kentucky,  where  she  had  been  residing  for  a 
number  of  months.  It  was  known  that  she  had  left  a  large  estate. 
However,  it  appeared  that  no  substantial  portion  of  it  was  located  in 
Kentucky.  Her  will  was  probated  in  Florida,  and  shortly  thereafter 
two  trust  companies  in  Louisville  engaged  in  litigation  as  to  which 
of  them  was  the  duly  and  properly  appointed  and  qualified  adminis¬ 
trator  with  the  will  annexed.  Subsequently  the  will  was  also  pro¬ 
bated  in  Kentucky,  and  that  precipitated  a  controversy  between  the 
two  trust  companies  over  their  appointment  as  administrators. 

At  this  time  the  Attorney  General  of  Kentucky  was  in  ill  health. 
The  condition  of  the  work  in  his  office  was  such  that  the  three  assist¬ 
ants  and  the  clerk  regularly  provided  him  by  statute  had  all  the  work 
they  could  properly  do. 

In  this  situation  the  Attorney  General,  believing  that  the  matter 
of  the  collection  of  the  inheritance  tax  due  from  the  estate  of  Mrs. 
Bingham  required  special  attention,  notified  the  Governor  that  an 
emergency  existed  and  requested  that  additional  counsel  be  appointed. 

The  pertinent  provision  of  the  Kentuclsy  law  relative  to  the  appoint¬ 
ment  of  additional  counsel  to  the  Attorney  General  appears  at  sub¬ 
section  5  of  section  112  of  Carroll’s  Kentuckv  Statutes,  and  reads 
as  follows : 

The  attorney-general  and  his  assistants  shall  attend  to  all  litigation  and 
business  in  or  out  of  the  state,  required  of  him  or  them  under  this  act,  or  other 
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existing  law  or  laws  hereinafter  enacted,  and  also  any  litigation  or  business  that 
any  state  officer  may  have  in  connection  with  or  growing  out  of  his  official  duty ; 
and  no  state  officer,  board  of  trustees  or  the  head  of  any  department  or  institu¬ 
tion  of  the  state  shall  have  authority  to  employ  or  to  be  represented  by  any 
other  counsel  or  attorney-at-law,  unless  an  emergency  arises,  which,  in  the 
opinion  of  the  attorney-general,  requires  the  employment  of  other  counsel,  in 
order  to  properly  protect  the  interest  of  the  commonwealth,  in  which  event  the 
attorney-general  shall,  in  writing,  setting  forth  the  reasons  for  such  employment, 
request  the  governor  to  employ  such  additional  counsel.  Before  such  employ¬ 
ment,  said  written  requests  shall  be  filed  in  the  office  of  the  secretary  of  state, 
and  shall  be  a  public  record,  and  a  copy  thereof  shall  be  retained  and  kept  on 
file  in  the  office  of  the  attorney-general. 

Before  such  counsel  is  employed,  his  fee  and  compensation  shall  be  agreed 
upon  and  fixed  by  written  contract  by  the  governor  and  said  counsel,  subject 
to  the  approval  of  the  attorney-general,  and  copies  thereof  shall  be  kept  on  file 
in  the  office  of  the  attorney-general  and  the  secretary  of  state. 

Subsequent  to  notification  by  the  Attorney  General  that  an  emer¬ 
gency  existed,  the  Governor  of  Kentucky,  on  October  10,  1917,  en¬ 
tered  into  the  following  contract  with  the  petitioner  and  two  others : 

This  contract  made  and  entered  into  this  the  10th  day  of  October,  1917, 
between  A.  O.  Stanley,  as  Governor  of  the  Commonwealth  of  Kentucky,  of  the 
first  part,  and  Robert  G.  Gordon,  Hite  Hutfaker  and  James  Garnett,  parties  of 
the  second  part. 

Witnesseth  :  That  whereas  the  Commonwealth  of  Kentucky  is  vitally  inter¬ 
ested  in  the  collection  of  the  entire  amount  of  the  inheritance  taxes  which 
may  be  due  it  from  the  estate,  heirs,  devisees,  distributees,  legatees  and  per¬ 
sonal  representatives  of  Mrs.  Mary  Lily  Bingham,  deceased,  late  of  Jefferson 
County,  Kentucky,  and 

Whereas,  the  Attorney  General  has  delivered  to  first  party  his  opinion  in 
writing  to  the  effect  that  such  an  emergency  exists  as  requires  the  employment 
of  additional  counsel  in  order  to  properly  protect  the  interests  of  the  Common¬ 
wealth  in  the  premises,  and  setting  forth  his  reasons  therefor  and  requesting 
the  employment  of  such  additional  counsel,  which  said  opinion  and  request 
have  been  filed  in  the  office  of  the  Secretary  of  State,  and  a  copy  thereof 
retained  in  the  office  of  the  Attorney  General,  and 

Whereas,  the  first  party  concurs  in  the  reasons  and  conclusions  set  forth  in 
said  request  and  opinion,  and 

Whereas,  second  parties  are  regularly  licensed  and  practicing  attorneys  of 
the  Commonwealth  of  Kentucky, 

Now,  therefore,  in  consideration  of  the  premises  and  the  mutual  covenants 
and  agreements  hereinafter  set  out,  the  parties  hereto  agree  as  follows : — 

(1)  First  party  hereby  employs  second  parties  as  special  counsel  to  repre¬ 
sent  the  Commonwealth  of  Kentucky  in  the  ascertainment  of  the  amount  and 
collection  of  inheritance  taxes  due  or  which  may  be  due  the  Commonwealth 
of  Kentucky  from  the  estate  or  beneficiaries  of  said  Mrs.  Mary  Lily  Bingham, 
deceased,  or  the  legal  representatives  of  said  estate. 

(2)  Second  parties  agree  and  bind  themselves  to 

(a)  make  a  prompt  and  thorough  investigation  of  the  nature  and  extent  of 
said  estate  subject  to  inheritance  tax  and  report  the  result  thereof  to  said  first 
party  and  to  the  Attorney  General. 

(b)  To  render  to  first  party  and  to  the  Attorney  General,  as  promptly  as 
can  reasonably  be  done,  an  opinion  as  to  the  legal  rights  of  the  Commonwealth 
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with  respect  to  the  collection  of  said  tax,  and  as  to  what  steps  should  be  taken 
by  the  Commonwealth  to  enforce  said  collection. 

(c)  To  institute  and  conduct  in  any  and  all  courts  within  and  outside  of  the 
Commonwealth  any  and  all  litigations  which  in  their  judgment  or  the  judgment 
of  the  Attorney  General  may  be  necessary  and  proper  for  the  collection  of  said 
taxes  and  for  the  protection  and  interest  of  the  Commonwealth. 

(3)  All  reasonable  traveling  and  other  necessary  expenses  incurred  by  sec¬ 
ond  parties,  both  in  and  out  of  the  State,  on  business  covered  by  this  contract 
of  employment,  shall  be  treated  as  a  part  of  the  consideration  for  this  contract, 
and  a  part  of  the  compensation  for  services  rendered,  and  shall  be  paid  on 
vouchers  approved  by  first  party,  when  accompanied  by  receipts  as  are  now 
required  by  law  for  payment  of  expenses  to  officers  and  employees  of  the 
Commonwealth. 

(4)  The  compensation  to  be  paid  by  the  Commonwealth  to  the  second  par¬ 
ties  for  the  services  rendered  and  to  be  rendered  by  them  under  the  provisions 
of  this  contract  shall  be  as  follows : 

(a)  Second  parties  are  to  receive,  jointly,  a  certain  fee  of  Ten  Thousand 
($10,000.00)  Dollars,  of  which  sum  Five  Thousand  ($5,000.00)  Dollars  shall 
be  paid  upon  the  execution  of  this  contract,  and  the  balance  of  Five  Thousand 
($5,000.00)  Dollars  on  January  1st,  1918,  out  of  the  State  Treasury,  upon 
vouchers  duly  approved  by  first  party ;  and  in  the  event  the  taxes  herein  re¬ 
ferred  to  be  collected  without  litigation,  or  with  litigation  or  other  proceedings 
in  the  County  Court  of  Jefferson  County,  Kentucky,  only,  then  said  second 
parties  shall  receive  a  sum  equal  to  two  and  one-half  (2 y2)  per  cent  of  the 
amount  of  taxes  collected,  less  the  sum  of  Ten  Thousand  ($10,000.00)  Dollars, 
heretofore  fixed  as  a  fee  certain,  said  fee  to  be  paid  as  and  when  said  taxes 
are  collected  or  their  payment  secured  by  bond,  as  prescribed  by  the  inheritance 
tax  law — that  is  to  say,  if  said  taxes  should  be  collected  or  secured  in  parts  or 
installments,  second  parties  shall  be  paid  *on  account  of  fee  a  sum  equal  to 
said  two  and  one-half  (2%)  per  cent  of  such  part  so  paid  or  secured  at  the 
time  when  same  shall  be  collected  or  so  secured. 

(b)  In  the  event  the  collection  of  said  taxes  should  involve  litigation  in  any 
court  or  courts  other  than  the  County  Court  of  Jefferson  County,  Kentucky, 
then  said  second  parties  shall  jointly  receive,  in  lieu  of  the  fee  equal  to  the 
two  and  one-half  (2 y2)  per  cent  of  the  amount  collected  or  secured  as  here¬ 
inbefore  provided,  a  sum  equal  to  Five  (5)  per  cent  of  the  aggregate  amount 
of  all  inheritance  taxes  collected  or  secured  as  above  set  out,  under  this  con¬ 
tract,  less  the  Ten  Thousand  ($10,000.00)  Dollars  above  fixed  as  a  fee  cer¬ 
tain,  said  fee  to  be  paid  at  the  time  and  upon  the  terms  and  conditions  as 
set  out  in  paragraph  (a)  immediately  preceding. 

(5)  Second  parties  hereby  accept  the  foregoing  employment  and  agree  to 
faithfully  discharge  the  duties  thereunder  upon  the  terms  and  conditions  here¬ 
inabove  set  out. 

This  contract  is  executed  in  four  counterparts,  one  for  each  of  the  parties 
hereto. 

(Signed)  A.  O.  Stanley, 

Governor  of  the  Commonwealth  of  Kentucky. 

Robt.  G.  Gordon. 

Hite  Huffaker, 

James  Garnett. 

Approved  October  10,  1917. 

Charles  H.  Morris, 

Attorney  General. 
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Under  the  above  contract  the  petitioner,  in  conjunction  with  the 
two  associate  counsel,  made  investigations  which  carried  him  into 
other  States,  assisted  in  filing  suits,  preparing  and  trying  such 
suits  and  in  the  preparation  of  briefs  in  connection  therewith.  He 
also  signed  stipulations  and  objections  as  such  became  necessary 
during  the  progress  of  the  suits.  The  Attorney  General  supervised 
in  a  general  wTay  the  work  of  the  petitioner.  There  was  no  matter 
of  policy  in  any  important  feature  of  the  case  which  was  determined 
upon  without  the  acquiescence  of  the  Attorney  General,  to  whom  oral 
and  written  reports  of  the  progress  of  the  case  were  made.  The 
Attorney  General’s  name  appeared  at  the  top  of  the  list  of  Counsel 
on  all  briefs  as  the  chief  law  officer  of  the  Commonwealth. 

The  reasonable  traveling  and  other  necessary  expenses  of  the 
petitioner  were  paid  by  the  Commonwealth  upon  submission  of 
vouchers  accompanied  by  receipts,  as  was  required  by  law  for  pay¬ 
ment  of  expenses  of  officers  and  employees.  The  same  form  of  re¬ 
ceipt  book  was  issued  to  petitioner  as  to  officers  and  employees  of 
the  Commonwealth.  The  Attorney  General  furnished  petitioner 
with  a  card  or  certificate  showing  that  he  was  an  employee  of  the 
Commonwealth  and  instructed  petitioner,  when  traveling  on  business 
connected  with  the  case,  to  make  affidavit  that  he  was  on  business 
for  the  Commonwealth  so  that  the  Federal  transportation  tax  would 
not  attach  to  his  railroad  and  Pullman  tickets. 

The  petitioner  did  not  take  an  oath  of  office,  nor  was  any  commis¬ 
sion  issued  to  him.  In  Kentucky  no  assistant  in  the  Attorney  Gen¬ 
eral’s  office  is  issued  a  commission  or  required  to  take  an  oath  of 
office. 

Petitioner’s  services  under  the  contract  continued  until  February 
or  March,  1920.  During  this  time  he  maintained  his  office  and  con¬ 
tinued  his  law  practice.  While  petitioner  always  gave  precedence  to 
the  work  arising  under  the  contract,  yet  he  lost  no  other  business 
on  account  of  the  contract.  From  the  time  the  contract  was  entered 
into  until  his  services  thereunder  were  completed,  he  devoted  from 
25  to  30  per  cent  of  his  time  to  work  arising  in  connection  with  it. 

The  only  services  performed  by  the  petitioner  for  the  Common¬ 
wealth  of  Kentucky  were  those  under  the  contract  quoted  above. 

During  the  year  1921  the  petitioner  received  $8,816.79  from  the 
Commonwealth  of  Kentucky  as  compensation  for  services  rendered 
under  the  contract.  In  filing  his  income-tax  return  for  1921  he  did 
not  include  this  amount  as  taxable  income.  The  Commissioner  in¬ 
cluded  the  amount  as  taxable  income  on  the  basis  that  it  did  not 
represent  compensation  received  by  an  officer  or  an  employee  of  a 
State  or  political  subdivision  thereof,  and  determined  a  deficiency 
<©f  $1,398.34. 
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OPINION. 

Trammell:  The  question  presented  in  this  appeal  is  whether  the 
income  received  by  the  petitioner  from  the  Commonwealth  of  Ken¬ 
tucky,  as  compensation  for  services  rendered  in  the  handling  of 
litigation  and  other  legal  work  for  the  Commonwealth  under  the  con¬ 
tract  set  out  in  the  findings  of  fact,  is  exempt  from  Federal  income 
tax.  It  is  not  contended  that  the  petitioner  was  an  officer  of  the  Com¬ 
monwealth  of  Kentucky,  and  clearly  he  was  not.  This  leaves  for 
consideration  the  question  as  to  whether  he  was  an  employee  of  the 
Commonwealth  of  Kentucky,  and  if  not  an  employee,  whether  he 
was  such  an  agency  or  instrumentality  of  the  Commonwealth  through 
which  it  exercised  an  essential  governmental  function  as  to  bring  the 
case  within  the  scope  of  those  decisions  of  the  United  States  Supreme 
Court  holding  that  the  very  nature  of  our  constitutional  system  of 
dual  sovereign  governments  is  such  as  impliedly  prohibits  the  Fed¬ 
eral  Government  from  taxing  the  instrumentalities  of  a  State  gov¬ 
ernment. 

The  petitioner’s  services  were  of  a  temporary  character  and  not 
for  any  specific  or  definite  period  of  time,  and  were  in  connection 
with  one  matter  only,  viz,  the  collection  of  the  estate  tax  due  the 
Commonwealth  from  the  Bingham  estate.  With  respect  to  one  em¬ 
ployed  for  a  special  or  single  transaction,  the  United  States  Sup- 
preme  Court,  in  the  case  of  the  Louisville ,  Evansville  <&  St.  Louis 
R.  R.  Go.  v.  Wilson,  138  U.  S.  501,  said : 

The  terms  “  officers  ”  and  “  employes  ”  both,  alike,  refer  to  those  in  regular 
and  continual  service.  Within  the  ordinary  acceptation  of  the  terms,  one  who 
is  engaged  to  render  service  in  a  particular  transaction  is  neither  an  officer 
nor  an  employe.  They  imply  continuity  of  service,  and  exclude  those  employed 
for  a  special  and  single  transaction.  An  attorney  of  an  individual,  retained 
for  a  single  suit,  is  not  his  employe.  It  is  true,  he  has  engaged  to  render  serv¬ 
ices  ;  but  his  engagement  is  rather  that  of  a  contractor  than  that  of  an  employe. 

The  Commonwealth  of  Kentucky  was  interested  in  the  discovery 
of  the  nature  and  extent  of  the  estate  subject  to  tax  and  in  the  re¬ 
covery  of  the  taxes  due.  The  means  of  ascertaining  the  information 
and  the  collection  of  the  taxes  were  left  to  the  petitioner  and  his  as¬ 
sociates,  subject  only  to  the  judgment  of  the  Attorney  General  with 
respect  to  the  necessity  or  propriety  of  litigation,  but  even  in  that 
respect  the  judgment  of  the  Attorney  General  was  not  by  the  terms 
of  the  contract  made  controlling  on  the  petitioner.  When  proceed¬ 
ings  were  instituted,  under  the  terms  of  the  contract,  the  petitioner 
and  his  associates  were  solely  responsiblie  for  the  conduct  of  the  case 
and  for  the  results  obtained.  The  services  rendered  were  no  different 
than  those  which  a  lawyer  would  ordinarily  render  to  a  private  client. 
The  taxpayer  could  use  his  own  discretion  as  to  the  hours  of  his  work, 
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over  which  the  Commonwealth  had  no  control.  He  was  free  to  use 
his  own  efforts  according  to  his  own  judgment  and  pleasure  as  to 
the  manner  of  performing  his  work,  subject,  as  above  stated,  to  the 
advice  and  judgment  of  the  Attorney  General  as  to  the  propriety  of 
litigation  which,  however,  was  not  made  binding  upon  him  under 
the  terms  of  the  contract.  The  relationship  of  master  and  servant 
did  not  exist.  He  was  free  to  determine  what  was  to  be  done  and 
how  it  should  be  done.  The  petitioner,  in  our  opinion,  was,  there¬ 
fore,  not  an  employee  of  the  Commonwealth  of  Kentucky,  but  his 
position  was  that  of  an  independent  contractor  with  the  Common¬ 
wealth.  Metcalf  <&  Eddy  v.  Mitchell ,  269  U.  S.  514. 

Inasmuch  as  the  petitioner  was  neither  an  officer  nor  an  employee 
of  the  Commonwealth  of  Kentucky,  his  case  does  not  come  within 
the  scope  of  the  decisions  of  the  United  States  Supreme  Court  in 
the  cases  of  Collector  v.  Day ,  11  Wall.  113,  and  Dobbins  v.  Com¬ 
missioners,  16  Pet.  435.  Those  cases  held  that  the  officers  and  em¬ 
ployees  of  a  State  or  the  Federal  Government  who  administer  its 
laws  and  carry  on  essential  governmental  functions  are  immune  from 
taxation  by  the  other  government. 

Officers  and  employees  are  the  usual  means  by  which  a  State  car¬ 
ries  into  execution  its  sovereign  powers,  and,  with  respect  to  taxes 
upon  individuals  or  their  income,  the  Supreme  Court  has  not  gone 
beyond  those  decisions,  in  which  there  was  no  question  but  what  the 
individuals  were  officers  or  employees.  The  petitioner  was  one  who, 
as  a  private  practitioner,  was  retained  by  the  Commonwealth  of 
Kentucky  to  represent  it  as  a  client  in  a  particular  matter.  He 
rendered  services  in  that  case  without  in  any  way  divesting  himself 
of  the  character  of  a  private  practitioner  of  law  and  only  by  virtue 
of  a  special  contract  for  the  particular  matter.  It  is  contended, 
however,  that  even  if  he  was  not  an  officer  or  employee  of  the  Com¬ 
monwealth,  he  was  nevertheless,  by  virtue  of  his  employment,  an 
instrumentality  or  agency  by  or  through  which  the  Commonwealth 
functioned  in  the  exercise  of  an  essential  sovereign  power,  viz,  the 
collection  of  a  tax.  It  is  contended  that  the  compensation  received 
by  him  was  for  services  rendered  as  such  instrumentality  or  agency 
and  is,  therefore,  exempt  from  Federal  taxation. 

In  the  case  of  the  compensation  of  an  officer  or  employee  of  a 
State,  the  imposition  of  the  Federal  tax  operates  to  diminish  his 
compensation,  is  a  direct  burden  upon  the  State,  and  impairs  it  in 
the  exercise  of  its  sovereign  powers.  Dobbins  v.  Commissioners  and 
Collector  v.  Day,  supra.  It  is,  therefore,  sufficient,  in  order  to  estab¬ 
lish  the  exemption  from  Federal  taxation  of  compensation  received 
for  services  of  such  a  person,  to  show  that  he  is  an  officer  or  employee 
of  the  State. 
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In  the  case  of  a  person  employed  by  a  State  as  a  contractor  engaged 
in  rendering  services  in  a  particular  matter  or  transaction,  the  same 
considerations  do  not  of  necessity  obtain.  It  is  true  that  compensa¬ 
tion  is  a  necessary  incident  of  such  services  as  well  as  in  other  em¬ 
ployment,  but  the  important  question  to  be  considered  is  whether 
a  Federal  tax  imposed  upon  the  compensation  of  such  a  contractor 
will  have  the  effect  of  impairing  the  efficiency  of  the  agencies  or 
instrumentalities  of  the  State  government  in  any  substantial  way  or 
amount  to  an  interference  with  the  exercise  of  a  sovereign  power. 
There  is  no  evidence  of  such  fact  here.  It  does  not  appear  that  the 
Commonwealth  was  interferred  with  to  any  extent  on  account  of  the 
tax  in  securing  the  petitioner’s  services  or  that  it  did  not  receive  as 
efficient  service  without  any  additional  financial  or  other  burden  on 
that  account. 

In  the  case  of  Metcalf  &  Eddy  v.  Mitchell ,  supra ,  the  United  States 
Supreme  Court  said : 

*  *  *  The  tax  is  imposed  on  the  income  of  one  who  is  neither  an  officer 

nor  an  employee  of  government  and  whose  only  relation  to  it  is  that  of  con¬ 
tract,  under  which  there  is  an  obligation  to  furnish  service,  for  practical  pur¬ 
poses  not  unlike  a  contract  to  sell  and  deliver  a  commodity. 

The  court  in  that  case  also  said : 

The  tax  is  imposed  without  discrimination  upon  income  whether  derived  from 
services  rendered  to  the  state  or  services  rendered  to  private  individuals.  In 
such  a  situation  it  cannot  be  said  that  the  tax  is  imposed  upon  an  agency  of 
government  in  any  technical  sense,  and  the  tax  itself  cannot  be  deemed  to  be 
an  interference  with  government,  or  an  impairment  of  the  efficiency  of  its 
agencies  in  any  substantial  way. 

In  conclusion,  the  court  in  the  case  of  Metcalf  &  Eddy  v.  Mitchell , 
supra ,  said : 

But  we  do  decide  that  one  who  is  not  an  officer  or  employee  of  a  state,  does 
not  establish  exemption  from  federal  income  tax  merely  by  showing  that  his 
income  was  received  as  compensation  for  service  rendered  under  a  contract 
wdth  a  state ;  and  when  we  take  the  next  step  necessary  to  a  complete  dis¬ 
position  of  the  question,  and  inquire  into  the  effect  of  a  particular  tax,  on  the 
functioning  of  the  state  government,  we  do  not  find  that  it  impairs  in  any 
substantial  manner  the  ability  of  plaintiffs  in  error  to  discharge  their  obliga¬ 
tions  to  the  state  or  the  ability  of  a  state  or  its  subdivisions  to  procure  the  serv¬ 
ices  of  private  individuals  to  aid  them  in  their  undertakings.  Cf.  Central 
Pacific  Railroad  v.  California,  162  U.  S.  91,  126.  We  therefore  conclude  that 
the  tax  *  *  *  was  properly  asssesed. 

The  Revenue  Act  of  1921,  which  Avas  in  effect  during  the  taxable 
year  involved,  did  not  by  its  terms  exempt  the  salaries  of  officers 
and  employees  of  a  State  from  the  income  tax,  but  section  1211  of 
the  Revenue  Act  of  1926,  which  is  retroactive  and  effective  as  to  all 
prior  revenue  acts,  provides  as  follows : 

Any  taxes  imposed  by  the  Revenue  Act  of  1924  or  prior  revenue  Acts  upon 
any  individual  in  respect  of  amounts  received  by  him  as  compensation  for  per- 
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sonal  services  as  an  officer  or  employee  of  any  State  or  political  subdivision 
thereof  (except  to  the  extent  that  such  compensation  is  paid  by  the  United 
States  Government  directly  or  indirectly),  shall,  subject  to  the  statutory  period 
of  limitations  properly  applicable  thereto,  be  abated,  credited,  or  refunded. 

The  above  section  is  the  only  provision  of  the  statute  with  respect 
to  the  compensation  received  by  State  officers  and  employees.  That 
section  does  not  expressly  exempt  the  compensation  of  officers  or 
employees  of  the  State  from  the  Federal  income  tax.  It,  however, 
clearly  indicates  that  it  was  not  the  intention  of  Congress  to  tax 
compensation  for  personal  services  rendered  by  an  officer  or  employee 
of  a  State.  In  effect,  it  merely  incorporates  into  the  statute  the 
principle  that  had  been  long  established  by  judicial  construction 
and  may  fairly  be  considered  as  an  interpretation  of  the  different 
revenue  acts.  The  United  States  Supreme  Court  had  long  prior  to 
the  enactment  of  the  Revenue  Act  of  1926  held  that  the  Federal 
Government  had  no  power  to  levy  or  collect  a  tax  upon  the  compensa¬ 
tion  of  officers  or  employees  of  States.  The  above  section  of  the 
statute,  however,  has  no  relation  to  the  question  as  to  whether  the 
compensation  of  individuals  who  were  neither  officers  nor  employees 
of  a  State  government  should  or  should  not  be  subjected  to  the 
Federal  tax. 

Section  213  (a)  of  the  Revenue  Act  of  1921  reads  in  part  as 
follows : 

Sec.  213.  That  for  the  purposes  of  this  title  (except  as  otherwise  provided  in 
section  233)  the  term  “gross  income” — 

(a)  Includes  gains,  profits,  and  income  derived  from  salaries,  wages,  or  com¬ 
pensation  for  personal  service  (including  in  the  case  of  the  President  of  the 
United  States,  the  judges  of  the  Supreme  and  inferior  courts  of  the  United 
States,  and  all  other  officers  and  employees,  whether  elected  or  appointed,  of 
the  United  States,  Alaska,  Hawaii,  or  any  political  subdivision  thereof,  or  the 
District  of  Columbia,  the  compensation  received  as  such),  of  whatever  kind  and 
in  whatever  form  paid,  or  from  professions,  vocations,  trades  *  *  *. 

The  above  section  is  clearly  broad  enough  to  cover  and  to  impose 
a  tax  upon  the  compensation  received  by  this  petitioner  for  services 
rendered  in  his  professional  capacity  to  the  Commonwealth  of  Ken¬ 
tucky  as  an  attorney.  There  is  no  other  provision  contained  in  the 
statute  which  would  exempt  such  compensation,  and  his  relation¬ 
ship  to  the  Commonwealth  was  not  such  as  to  bring  him  within  the 
scope  of  the  decisions  of  the  Supreme  Court  holding  that  the  Federal 
Government  is  without  authority  to  levy  a  tax  upon  the  agencies  or 
instrumentalities  of  the  States. 

^  Judgment  will  be  entered  on  15  days’  notice 

under  Rule  50. 
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Reginald  C.  Vanderbilt,  Petitioner,  v.  Commissioner  of  Inter¬ 
nal  Revenue,  Respondent. 

James  R.  Deering,  Executor,  Estate  of  Reginald  C.  Vander¬ 
bilt,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  Nos.  2299,  16651.  Promulgated  January  11,  1927. 

The  decedent  owned  and  operated  a  stock-breeding  and  produce 
farm.  He  kept  numerous  mares  and  stallions  for  breeding  pur¬ 
poses,  and  produced  some  vegetables,  poultry,  and  eggs  for  market. 

He  realized  no  income  from  the  sale  of  young  animals  bred  on 
the  farm,  but,  during  the  taxable  years,  received  small  amounts  for 
service  fees  for  stallions  kept  at  stud  and  from  the  sale  of  prod¬ 
uce.  Held,  that,  in  the  circumstances  disclosed  by  the  evidence 
adduced  in  this  appeal,  the  farm  of  the  decedent  was  not  a  busi¬ 
ness  conducted  for  profit.  • 

J.  Harry  Covington ,  Esq.,  and  Spencer  Gordon ,  Esq.,  for  the 
petitioner. 

Shelby  S.  Faulkner,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  deficiencies  in 
income  taxes  for  the  years  1919,  1920,  and  1921,  in  the  respective 
amounts  of  $8,741.73,  $17,692.85,  and  $8,865.48,  or  a  total  of  $35,- 
300.06,  of  which  nearly  all  is  in  controversy.  The  deficiencies  arise 
from  the  action  of  the  Commissioner  in  adding  to  the  gross  income 
of  Reginald  C.  Vanderbilt  for  each  of  the  years  an  amount  represent¬ 
ing  the  loss  sustained  in  operating  a  stock-breeding  and  produce  farm 
for  such  respective  years.  Subsequent  to  the  filing  of  the  first  peti¬ 
tion,  now  under  consideration,  Vanderbilt  died,  and  the  proceeding  is 
prosecuted  by  the  executor  of  his  estate.  By  agreement  of  the 
parties  the  cases  were  consolidated  for  hearing  and  decision. 

FINDINGS  OF  FACT. 

The  decedent  was  a  resident  of  New  York  and  maintained  an  office 
at  No.  3708,  Grand  Central  Terminal,  as  an  agent  of  the  estate  of 
Cornelius  Vanderbilt. 

Prior  to  the  taxable  years  the  decedent  acquired  a  stock-breeding 
farm  of  about  235  acres,  located  at  Portsmouth,  in  the  State  of 
Rhode  Island.  This  property,  designated  as  Sandy  Point  Farm,  was 
equipped  with  some  thirteen  buildings,  which  included  barns,  cot¬ 
tages  for  the  superintendent,  employees,  and  servants,  and  a  structure 
about  250  feet  long,  which  enclosed  and  covered  a  training  and  show 
ring.  The  buildings,  devoted  to  the  purposes  of  the  farm,  repre¬ 
sented  an  investment  of  approximately  $75,000.  In  addition  to  the 
farm  buildings  there  was  a  large  family  mansion  which  was  not 
used  for  any  purpose  during  the  taxable  years. 


1056  5  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS.  (1055) 

Sandy  Point  Farm  was  maintained  primarily  for  breeding  English 
Hackney  horses.  During  the  years  involved  in  this  controversy  the 
decedent  kept  eighteen  or  twenty  mares  and  three  stallions  of  this 
breed.  Two  of  his  stallions  were  prize  winners  in  their  class  at 
various  horse  shows  throughout  the  country.  All  three  of  these 
horses  were  kept  at  stud  on  the  farm,  and  breeding  fees  in  the  usual 
amounts  for  such  animals  were  charged  and  collected  for  their 
services.  Much  of  the  farm  was  in  cultivation  for  the  production 
of  forage  and  grain  for  feeding  the  animals  kept  thereon,  and  there 
was  also  a  considerable  area  cultivated  as  a  truck  and  vegetable 
garden.  Including  the  superintendent  and  his  wife,  there  was  an 
average  of  fourteen  employees  who  devoted  all  their  time  all  the  year 
round  to  actual  farm  work. 

The  decedent  was  at  the  farm  very  frequently,  spending  several 
months  of  each  year  there.  During  the  taxable  years  while  at  the 
farm  he  did  not  live  in  the  large  house  or  mansion,  but  with  his 
personal  servant,  and  any  friends  who  accompanied  him,  he  lodged 
in  a  small  cottage.  At  such  times  meals  for  himself  and  guests  were 
cooked  and  served  by  the  wife  of  the  farm  superintendent,  and  the 
entire  cost  thereof  was  credited  to  farm  income. 

Beginning  prior  to  1913,  and  continuing  through  the  taxable  years, 
the  decedent  advertised  Sandy  Point  Farm  and  the  Hackney  stal¬ 
lions  kept  thereon  in  all  the  leading  journals  devoted  to  fine  horse- 
breeding  news,  and  also  printed  and  had  circulated  many  cards  and 
folders  describing  the  stallions  kept  at  stud  and  setting  forth  the 
pedigrees  of  such  animals  and  the  charges  for  their  services  for 
breeding  purposes.  During  the  same  period  the  decedent  also 
exhibited  some  of  his  animals  at  fairs  and  horse  shows  throughout 
the  country,  and  won  many  cash  prizes  and  trophies  offered  for  the 
best  horses  of  the  Hackney  breed.  He  organized  and  was  president 
of  the  Association  of  American  Horse  Shows  until  the  date  of  his 
death,  and  was  also  president  of  the  American  Hackney  Horse 
Society. 

The  gross  income  of  Sandy  Point  Farm  for  1919  was  $2,285.53,  of 
which  $1,579.26  resulted  from  the  sale  of  vegetables  and  eggs,  and 
$706.27  from  breeding  fees;  for  1921,  $2,506.06,  of  which  $1,934.74 
resulted  from  the  sale  of  vegetables,  etc.,  and  $571.32  from  breeding 
fees.  The  operating  deficits  of  the  farm  for  the  taxable  years  were 
$24,975.28  for  1919,  $30,449.95  for  1920,  and  $26,989.33  for  1921.  In 
his  income-tax  returns  for  such  years,  the  decedent  deducted  such 
respective  deficits  from  his  gross  income  for  each  of  the  several 
years  as  losses  sustained  in  trade  or  business.  Upon  audit  the  Com¬ 
missioner  disallowed  the  deductions  so  made,  on  the  ground  that  the 
losses  were  not  incurred  in  the  trade  or  business  of  the  decedent. 
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OPINION. 

Lansdon:  In  his  original  petition  in  Docket  No.  2299,  the  peti¬ 
tioner,  in  setting  forth  the  alleged  errors  of  the  Commissioner, 
stated  that  “  said  loss  was  sustained  in  a  business  carried  on  for 
profit.”  At  the  hearing,  however,  the  efforts  of  counsel  for  his  ex¬ 
ecutor  were  directed  to  presentation  of  proof  that  the  costs  of  operat¬ 
ing  Sandy  Point  Farm  for  each  of  the  taxable  years  were  ordinary 
and  necessary  business  expenses.  In  his  answer  to  the  original  peti¬ 
tion  the  Commissioner  states  as  a  propositon  of  law  upon  which  he 
relies  that  “  the  expenses  incurred  by  the  petitioner  in  operating  his 
farm  are  not  ordinary  and  necessary  expenses  paid  or  incurred  in 
carrying  on  any  trade  of  business  and  are,  therefore,  not  properly 
deductible  [from  gross  income]  in  computing  net  income  under  the 
provisions  of  sec.  214(a)  (1)  of  the  Revenue  Act  of  1918.”  In  Docket 
No.  16651,  the  petitioner  asserts  and  the  Commissioner  denies  that  the 
decedent  operated  the  farm  in  question  as  his  trade  or  business  dur¬ 
ing  the  year  1921.  It  appears,  therefore,  that  the  petitioner  may  be 
asking  for  a  deduction  from  gross  income  under  one  provision  of  the 
law,  and  that  the  Commissioner  is  disallowing  it  under  a  different 
provision  of  the  same  Act.  Although  the  issues  raised  by  the  plead¬ 
ings  and  argued  at  the  hearing  are  somewhat  confused,  we  shall  con¬ 
sider  that  the  controversy  to  be  adjudicated  arises  from  the  Commis¬ 
sioner’s  disallowance  of  losses  which  it  is  contended  the  decedent  sus¬ 
tained  in  conducting  his  trade  or  business  during  each  of  the  taxable 
years. 

The  Revenue  Act  of  1918,  under  which  relief  is  sought,  provides: 

Sec.  214.  (a)  Tliat  in  computing  net  income  there  shall  be  allowed  as 
deductions : 

******* 

(4)  Losses  sustained  during  the  taxable  year  and  not  compensated  for  bv 
insurance  or  otherwise,  if  incurred  in  trade  or  business. 

The  parties  agree  as  to  the  amount  of  the  losses  in  question,  that 
such  losses  were  sustained  during  the  respective  taxable  years,  and 
that,  if  the  decedent  was  engaged  in  a  trade  or  business,  they  are 
proper  deductions  from  his  gross  income  in  his  income-tax  returns 
for  such  years.  It  remains  for  us,  therefore,  to  determine  (1) 
whether  in  all  circumstances  the  operation  of  a  stud,  stock,  and 
truck  farm  is  a  trade  or  business  within  the  meaning  of  the  taxing 
statute,  and  (2)  if  it  is  a  trade  or  business,  whether  the  decedent 
was  engaged  therein  during  the  years  1919,  1920,  and  1921. 

That  farming  is  a  business  and,  as  such,  is  entitled  to  all  deduc¬ 
tions  from  gross  income  allowed  in  other  branches  of  industry  is 
well  established  both  by  the  courts  and  the  decisions  of  this  Board. 
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Plant  v.  Walsh ,  280  Fed.  722;  Wilson  v.  Eisner ,  282  Fed.  38;  Appeal 
of  J.  H.  Sanford ,  2  B.  T.  A.  181 ;  Appeal  of  Kansas  City  Savings  <& 
Trust  Co .,  2  B.  T.  A.  1253;  Thomas  F.  Sheridan  v.  Commissioner , 
4  B.  T.  A.  1299. 

The  remaining  question  for  our  consideration  is  whether  the  de¬ 
cedent  was  engaged  in  the  business  of  farming  for  profit  during  the 
taxable  years.  It  is  in  evidence  that  he  acquired  Sandy  Point  Farm 
about  the  year  1906.  The  farm  was  equipped  with  all  the  necessary 
buildings  suitable  for  the  purposes  for  which  it  was  operated.  Such 
buildings,  though  substantial,  represented  no  excessive  capital  invest¬ 
ment.  The  mansion  which  was  located  on  the  farm  was  not  used 
during  the  taxable  years.  The  decedent  was  deeply  interested  in 
the  breeding  and  exhibition  of  Hackney  horses.  He  kept  on  the 
farm  about  twenty  breed  mares  and  three  stallions  of  this  breed. 
All  these  animals  were  used  for  breeding  purposes,  and,  in  addi¬ 
tion,  some  of  them  were  exhibited  at  fairs  and  horse  shows,  where 
they  won  many  large  cash  prizes  and  other  valuable  trophies  and 
ribbons.  The  arable  land  on  the  farm  was  all  in  cultivation  for 
the  production  of  forage  crops  and  vegetables.  The  farming  oper¬ 
ations  were  under  the  direction  of  a  superintendent,  and  not  less 
than  twelve  persons  were  employed  in  farm  labor  for  the  entire 
year.  Substantial  amounts  of  money  were  spent  during  many  years 
prior  to  and  during  the  taxable  years  here  involved,  for  the  purpose 
of  advising  the  public  through  advertising  of  the  merits,  pedigrees, 
and  records  of  the  stallions  kept  at  stud  by  the  decedent  and  the 
fees  charged  the  public  for  the  services  of  such  animals  for  breeding 
purposes.  The  decedent  did  not  use  the  farm  as  his  residence,  but 
was  there  often,  and  the  cost  of  his  meals  was  credited  to  farm 
income. 

It  appears  that  Sandy  Point  Farm  was  operated  with  all  the  out¬ 
ward  appearance  of  a  business  conducted  for  profit  or,  at  any  rate, 
with  hope  of  profit  from  operations.  There  is,  however,  a  reverse 
side  to  the  picture.  A  witness,  who  was  the  financial  secretary  of 
the  decedent,  testified  that  the  accounts  of  the  farm  were  kept  by 
himself  in  the  same  books  with  the  other  personal  accounts  of  the 
decedent,  and  that  all  items  of  income  and  expenditure  pertaining 
to  the  operation  of  the  farm  were  in  separate  columns  and  readily 
distinguishable  from  purely  personal  accounts.  This  may  be  true 
but,  if  so,  there  must  have  been  many  items  of  expense  and  income 
omitted  from  such  accounts.  It  is  established  that  the  decedent 
exhibited  his  animals  at  horse  shows  throughout  the  country  and 
won  many  cash  prizes,  but  the  record  fails  to  disclose  that  the 
amounts  of  such  prizes  were  included  in  the  income  of  the  farm  or 
that  the  expense  of  attending  shows  and  fairs  was  not  included  in 
farm  operation  cost.  It  was  also  proved  at  the  hearing  that  about 
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twenty  mares  were  kept  for  breeding  purposes,  but  there  is  no  record 
of  any  sales  of  young  stock.  Three  horses,  one  a  top  liner  at  many 
American  shows,  were  kept  at  stud,  but  the  largest  income  from  this 
source  for  any  one  year  was  only  a  little  more  than  $700,  although 
stud  fees  were  $100,  $50,  and  $35,  for  the  respective  stallions.  Con¬ 
sidering  the  number  of  breeding  animals  kept,  the  evidence  dis¬ 
closes  that  there  should  have  been  at  least  fifteen  young  horses  for 
sale  annually,  of  which  several  should  have  been  high  class  show 
horses  and  the  remainder  good,  salable,  commercial  Hackneys.  The 
receipts  reasonably  to  be  expected  from  this  source  should  have  been 
a  substantial  amount  per  year.  The  income  from  stud  fees  for  three 
horses  of  the  type  owned  by  the  decedent  should  also  have  been 
substantial  in  amount.  Over  and  against  the  income  that  might 
reasonably  have  been  expected,  had  the  farm  been  operated  for  profit, 
are  the  facts  that  it  is  not  in  evidence  that  any  horses,  young  or  old, 
were  ever  sold,  and  that  the  maximum  receipts  from  stud  fees  for 
any  one  of  the  taxable  years  was  slightly  in  excess  of  $700.  The 
number  of  animals  kept  was  small  for  profitable  operation  of  a 
property  of  the  value  and  extent  of  Sandy  Point  F arm.  The  income 
received  from  sales  of  produce  and  fees  was  practically  negligible. 

Counsel  for  the  executor  argued  that  the  fact  that  losses  were 
sustained  raises  no  presumption  that  the  farm  was  not  operated  as 
a  business,  and  seeks  to  support  his  position  by  citing  the  cases  of 
Plant  v.  Walsh  and  Wilson  v.  Eisner ,  supra.  Each  of  these  cases  is 
clearly  distinguishable  from  the  instant  proceeding.  In  the  Plant 
case  the  losses  were  sustained  during  the  earlier  years  of  the  opera¬ 
tion  of  a  very  extensive  agricultural  project.  The  court  holds  that 
in  such  circumstances  losses  may  not  be  regarded  as  evidence  that 
the  enterprise  was  not  conducted  as  a  business.  In  the  instant  pro¬ 
ceeding  the  enterprise  was  established  at  least  twelve  years  before 
the  first  taxable  year,  and,  on  the  admission  of  the  executor’s 
principal  witness  and  also  of  counsel,  sustained  losses  in  each  year 
in  which  it  was  operated.  In  such  conditions  the  operating  losses 
must  have  extinguished  the  original  invested  capital  before  1918,  and, 
had  the  farm  been  operated  for  business  purposes  by  anyone  relying 
on  the  receipts  therefrom  for  livelihood  or  income,  it  would  probably 
have  been  sold  by  the  sheriff  long  before  the  beginning  of  the  tax¬ 
able  years  here  in  question.  In  the  case  of  Wilson  v.  Eisner ,  supra , 
the  taxpayer  made  a  business  of  operating  a  breeding  and  racing 
farm.  During  many  of  the  taxable  years  there  involved,  the  farm 
was  operated  at  a  profit,  and,  for  the  whole  period,  it  was  carried 
on  as  a  business  and  for  the  purpose  of  earning  income  for  its  owner. 

Although  it  is  asserted  that  farming  was  the  only  business  in  which 
decedent  was  actively  engaged  during  the  taxable  years,  the  record 
discloses  that  he  maintained  an  office  in  New  York,  where  he  acted 
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as  an  agent  for  the  estate  of  Cornelius  Vanderbilt,  and  that  he 
received  for  such  services  as  he  may  have  rendered  an  annual  salary 
of  $5,000.  It  is  also  in  evidence  that  during  the  taxable  years  he 
bought  and  sold  considerable  volumes  of  securities,  and  that,  when 
he  sustained  losses  from  such  transactions,  he  deducted  such  losses 
from  his  gross  income  in  his  income-tax  returns. 

We  are  of  the  opinion  that  the  decedent  was  not  engaged  in 
farming  as  a  trade  or  business  during  the  taxable  years.  The  loss 
claimed  from  farm  operations  for  each  of  the  years  in  question 
was  not  a  proper  deduction  from  gross  income. 

Judgment  will  be  entered  for  the  Commissioner . 

Sternhagen,  dissenting :  I  can  not  agree  that  the  operation  of  the 
farm  was  not  a  business.  The  facts  indicate  to  me  that  the  decedent 
conducted  it  as  best  he  could  to  make  a  profit.  That  in  fact  it  was 
not  profitable  is  obviously  not  evidence  against  its  being  a  business, 
Thoirms  F.  Sheridan,  4  B.  T.  A.  1299,  nor  is  the  fact  that  he  had 
other  activities  to  occupy  some  of  his  time.  It  seems  to  me  that  this 
Board  should  be  slow  to  judge  that  the  conduct  of  an  enterprise  is 
so  unbusinesslike  as  to  deprive  it  of  business  deductions.  Only  in 
a  clear  case  should  it  be  done,  and  in  my  opinion  this  is  not  such  a 
case. 

Milliken  and  Murdock  concur  in  this  dissent. 


Milling  Moore  Mercantile  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  7560.  Promulgated  January  11,  1927. 

B.  C.  Wallace ,  C.  P.  A.,  for  the  petitioner. 

W.  H.  Lawder ,  Esq.,  for  the  respondent. 

Smith  :  This  is  a  proceeding  for  the  redetermination  of  a  deficiency 
in  income  tax  for  the  year  1919  in  the  amount  of  $945.57.  The 
petitioner  protests  only  $624.70  of  this  amount,  arising  from  the  dis¬ 
allowance  of  a  deduction  from  gross  income  of  $1,570.64  for  bad 
debts. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  South  Carolina  corporation  with  its  place  of 
business  at  Greenwood,  and  was  engaged  in  the  retail  grocery  busi¬ 
ness.  During  the  year  1919  it  sold  groceries  to  many  different  in¬ 
dividuals  on  credit.  The  corporation  was  dissolved  on  December 
31,  1919,  and  the  business  was  thereafter  conducted  by  the  former 
stockholders  as  partners.  In  opening  the  partnership  books  as  of 
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January  1, 1920,  the  partnership  did  not  take  up  as  assets  the  amounts 
owed  to  the  corporation  twelve  or  thirteen  individuals,  in  the 
aggregate  amount  of  $1,574.60,  for  the  reason  that  they  were  then 
uncollectible.  The  corporation  never  formally  closed  its  books  in 
any  year  but  in  the  treatment  of  uncollected  accounts  eliminated 
them  from  its  assets  on  its  balance  sheets  and  thereafter  dealt  with 
them  as  uncollectible.  During  1920  and  subsequent  years  the  partner¬ 
ship  extended  further  credit  to  some  of  the  corporation’s  debtors 
whose  accounts  were  treated  as  worthless  on  December  31, 1919,  in  the 
manner  above  indicated.  Certain  of  the  debtors  whose  accounts  had 
been  treated  by  the  corporation  as  worthless  had  property  and  at 
least  one  of  the  debtors  had  delivered  to  the  corporation  a  pair  of 
mules  in  settlement  of  his  account.  The  partnership  collected  from 
certain  debtors  in  1919  and  subsequent  years  a  portion  of  the  amounts 
owed  by  them.  The  following  accounts  were  ascertained  to  be 
worthless  and  charged  off  within  the  taxable  year,  within  the  pur¬ 
view  of  section  234(a)  (5)  of  the  Revenue  Act  of  1918: 


W.  H.  Rush— 
Jacob  Johnson. 

Ned  Sanders _ 

J.  P.  Summers 
Joseph  Johnson 
O.  P.  McLean.. 
T.  M.  Dennard. 


$411.  02 
13. 15 
9.  51 
19.  20 
38.  39 
12.  99 
46. 13 


Total 


550.  39 


Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 


L.  J.  Bardwell,  Petitioner,  v.  Commissioner  of  Internal 

4  Revenue,  Respondent. 

Docket  No.  18801.  Promulgated  January  11,  1927. 

Before  a  debt  can  be  deducted  under  section  214(a)(7)  of  the 
Revenue  Act  of  1921,  it  must  be  proven  that  the  ascertainment  of 
worthlessness  took  place  in  the  taxable  year. 

L.  J .  Bardwell  pro  se. 

Jos.  K.  Moyer ,  Esq.,  for  the  respondent. 

The  Commissioner  determined  a  deficiency  of  $238.43  in  the  peti¬ 
tioner’s  individual  income  tax  for  the  calendar  year  1923,  by  dis¬ 
allowing  a  deduction  of  $1,407.50,  claimed  as  a  worthless  debt  under 
section  214(a)  (7)  of  the  Revenue  Act  of  1921. 

The  facts  were  stipulated. 
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FINDINGS  OF  FACT. 

The  petitioner,  who  is  an  individual  residing  in  Minneapolis, 
Minn.,  was  the  owner  of  a  Detroit  Electric  Brougham  automobile 
which  was  used  by  himself  and  family  for  purposes  other  than  in 
his  business. 

On  December  10,  1920,  the  Kansas  Casualty  &  Surety  Co.  of 
Wichita,  Kansas,  issued  to  the  petitioner  its  combination  automobile 
policy  of  insurance,  No.  CA  38194,  covering  a  twelve-month  period 
beginning  December  23,  1920,  at  noon  and  ending  December  23. 
1921,  at  noon. 

During  the  month  of  September,  1921,  while  the  aforementioned 
Detroit  Electric  Brougham  automobile  was  being  operated  by  peti¬ 
tioner’s  daughter,  who  at  that  time  was  of  legal  age,  it  injured  Mary 
M.  Williams,  a  resident  of  Minneapolis,  Minn.,  who  brought  suit 
in  the  District  Court,  Fourth  Judicial  District,  State  of  Minnesota, 
against  the  petitioner  for  damages  in  the  amount  of  $25,100.  This 
suit  was  compromised  for  the  sum  of  $3,207.50  on  April  25,  1923. 

On  March  2,  1922,  in  the  case  of  Vernon  H.  Branch  et  al  v. 
Kansas  Casualty  <&  Surety  Co.  et  al .,  in  the  District  Court  of  Sedg¬ 
wick  Countjr,  Kansas,  a  receiver  was  appointed  for  said  Surety 
Company.  He  later  admitted  liability  on  behalf  of  the  company 
under  the  policy  of  insurance  issued  to  the  petitioner. 

On  account  of  the  financial  condition  of  the  Kansas  Casualty  & 
Surety  Co.,  petitioner’s  attorneys  advised  him  to  accept  the  sum  of 
$1,900  from  said  company  in  preference  to  obtaining  judgment  for 
the  amount  of  $3,207.50  against  the  company. 

On  April  25,  1923,  the  petitioner  paid  to  Mary  M.  Williams  the 
sum  of  $1,307.50  from  his  personal  funds,  at  the  same  time  endorsing 
to  her  the  draft  in  the  amount  of  $1,900  issued  to  him  on  that  day 
by  the  receiver  for  the  Kansas  Casualty  &  Surety  Co.,  which  the 
petitioner  accepted  in  full  payment  of  his  clainTagainst  the  company. 

Petitioner  claimed  a  deduction  in  his  return  in  the  amount  of 
$1,407.50.  However,  he  concedes  now  that  $100  of  this  amount, 
representing  attorneys’  fees,  is  not  an  allowable  deduction,  and 
alleges  error  only  to  the  extent  of  $1,307.50  which  was  disallowed 
as  a  deduction  by  the  Commissioner  for  the  calendar  year  1923. 

OPINION. 

Murdock  :  It  is  the  contention  of  the  petitioner  that  on  and  after 
the  day  of  the  accident  in  September,  1921,  the  insurer  owed  him  a 
debt  in  an  unascertained  amount,  that  the  amount  of  this  debt  was, 
on  the  day  a  compromise  was  agreed  upon,  ascertained  to  be  $3,207.50, 
and  that,  having  ascertained  that  a  portion  of  this  debt  was  wmrth- 
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less,  he  charged  off  $1,307.50  of  it  on  April  25, 1923,  when  he  accepted 
$1,900  from  the  insurer  in  full  payment  of  the  debt.  We  note  that 
the  petitioner  alleged  that  the  policy  of  insurance  was  to  indemnify 
him  against  loss,  but  the  stipulation  is  silent  as  to  the  terms  of  the 
policy.  Before  we  could  decide  this  case  in  favor  of  the  petitioner 
on  the  reasoning  advanced  by  him,  it  might  be  necessary  to  inquire 
more  fully  into  this  question  of  loss  in  relation  to  the  facts  in  the 
case.  In  addition  we  are  unable  to  find  from  the  evidence  that  the 
amount  here  sought  to  be  deducted  was  ever  “  charged  on  ”  by  the 
petitioner  in  his  accounts,  and  therefore  we  must  decide  against  him 
under  the  authority  of  our  decision  in  the  Appeal  of  Charles  A. 
Collin ,  1  B.  T.  A.  305. 

However,  admitting  for  the  moment  the  soundness  of  the  petitioner’s 
contention,  he  has  failed  to  prove  that  in  the  taxable  year  he  ascer¬ 
tained  this  alleged  debt  to  be  worthless.  The  receiver  for  the  insurer 
wTas  appointed  in  March,  1922.  We  do  not  know  when  the  com¬ 
promise  was  first  agreed  upon,  nor  when  the  petitioner’s  attorney 
advised  the  acceptance  of  $1,900.  This  failure  of  proof  is  fatal  to 
the  petitioner’s  claim.  Appeal  of  Murchison  National  Bank ,  1  B.  T. 
A.  617;  Appeal  of  Joseph  E.  Reid  Estate ,  2  B.  T.  A.  1198;  Appeal 
of  Anderson  <&  Lind  Mfg.  Co.,  2  B.  T.  A.  1297;  Appeal  of  Masajiro 
Fumy  a ,  4  B.  T.  A.  357 ;  R.  C.  Middleton  v.  Commissioner ,  5  B.  T.  A. 
205.  See  also  the  Appeal  of  Alemiie  Die  Casting  <&  Manufacturing 
Co.,  1  B.  T.  A.  548,  in  connection  with  charging  off  a  debt  upon  the 
advice  of  an  attorney. 

It  is  agreed  by  all  parties  to  this  appeal  that  this  loss  is  not  de¬ 
ductible  under  section  214(a)(6)  of  the  Revenue  Act  of  1921. 
Charles  N .  Burch  v.  Commissioner,  4  B.  T.  A.  604. 

Judgment  will  he  entered  for  the  C commissioner. 

Phillips  and  Trussell  dissent. 


Appeal  of  Mortimer  G.  Adler. 

Docket  No.  5770.  Promulgated  January  11,  1927. 

The  petitioner  procured  a  policy  of  insurance  on  his  own  life, 
naming  therein  as  beneficiaries  certain  religious  and  charitable  cor¬ 
porations.  Held,  that  the  payment  of  the  premium  was  not  a  gift 
or  contribution  within  the  meaning  of  section  214(a)  (11)  of  the 
Revenue  Act  of  1921. 

W.  W.  Spalding,  Esq.,  for  the  petitioner. 

Henry  Ravenel,  Esq.,  for  the  Commissioner. 

The  Commissioner  determined  a  deficiency  in  income  taxes  for  the 
year  1921  in  the  sum  of  $361.05.  The  petitioner  prays  a  redetermina- 
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tion  of  his  tax  liability  and  alleges  that  the  Commissioner  erred  in 
that  he  disallowed  a  certain  deduction  in  the  sum  of  $1,159  claimed 
by  the  petitioner  by  reason  of  having  paid  said  amount  within  the 
taxable  year  as  premiums  due  upon  a  certain  life  insurance  policy 
the  beneficiaries  of  which  were  religious  and  educational  institutions. 

FINDINGS  OF  FACT. 

Prior  to  the  taxable  year  here  involved,  the  petitioner  procured  a 
policy  of  insurance  upon  his  own  life.  The  beneficiaries  named 
therein  were  religious  and  educational  institutions.  The  policy  con¬ 
tained  a  clause  or  provision  under  which  the  insured  was  permitted 
to  change  the  beneficiaries  named  therein.  During  the  year  1921  the 
petitioner  paid  the  premium  on  said  policy  amounting  to  $1,159. 
During  the  year  1924  the  clause  or  provision  under  which  the  in¬ 
sured  was  permitted  to  change  beneficiaries  was  revoked  or  canceled 
by  an  agreement  between  the  insured  and  the  insurer.  On  his  in¬ 
come-tax  return  for  the  year  in  question,  the  petitioner  claimed  as 
a  deduction  the  amount  of  the  premium  so  paid. 

OPINION. 

Green  :  The  parties  are  in  accord  as  to  the  facts  and  the  only 
question  we  are  called  upon  to  determine  is  whether  the  petitioner, 
as  a  matter  of  law,  is  entitled  to  deduct  the  premium  so  paid  as  a 
contribution  within  the  provisions  of  section  214(a)  (11)  of  the 
Revenue  Act  of  1921,  it  being  conceded  by  the  Commissioner  that 
the  “  organizations  ”  are  religious  or  educational  corporations  within 
the  purview  of  the  statute. 

In  cases  where  the  insured  had  not  reserved  the  right  to  change 
the  beneficiaries  named  in  the  policies,  the  Commissioner  has  here¬ 
tofore  allowed  an  insured  to  take  as  a  deduction  the  amount  of 
premiums  paid  where  the  beneficiaries  of  the  policies  were  corpo¬ 
rations  of  the  sort  mentioned  in  the  statute. 

In  support  of  his  contention  that  the  deduction  should  be  allowed 
even  though  the  right  to  change  the  beneficiary  be  reserved  to  the 
insured,  the  petitioner  calls  our  attention  to  the  ruling  of  the  Com¬ 
missioner  published  as  Law  Opinion  1102,  C.  B.  1-2,  page  50.  In 
that  opinion  the  conclusion  was  reached  that  the  creator  of  a  trust, 
the  income  of  which  was  to  be  distributed  annually,  need  not  in¬ 
clude  in  his  gross  income  the  income  of  the  trust,  even  though  he 
retain  the  right  to  change  beneficiaries  or  make  himself  the  sole 
beneficiary  thereunder  so  long  as  such  action  was  not  taken  by  him. 
In  the  opinion  it  is  pointed  out  that  the  creation  of  the  trust  vests 
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in  the  beneficiaries  an  interest  in  praesenti;  that  the  beneficiaries 
could  not  have  maintained  an  action  to  compel  the  trustee  to  make 
the  annual  payments;  and  that  no  new  rights  were  vested  in  the 
beneficiaries  by  reason  of  the  death  of  the  creator  of  the  trust,  the 
only  effect  being  to  extinguish  the  possibility  of  revocation  or  change 
of  beneficiary. 

It  is  contended  that  the  rights  of  the  beneficiaries  of  the  policy 
of  insurance  taken  out  by  the  petitioner  are  analogous  to  the  rights 
of  the  beneficiaries  of  a  revocable  trust,  to  the  extent  that  they  also 
have  a  definite  vested  interest  in  the  policy  or  its  proceeds.  The 
rights  of  a  beneficiary  named  in  a  life  insurance  policy  wherein  there 
has-  been  reserved  to  the  insured  the  right  to  change  the  beneficiary, 
have  frequently  been  the  subject  of  consideration  by  the  courts. 

In  the  case  of  Mutual  Benefit  Life  Insurance  Co.  v.  Swett ,  222 
Fed.  200,  the  court  said : 

The  rule  is  well  settled  that,  under  an  ordinary  policy  of  life  insurance  in 
which  there  is  no  reservation  of  a  right  to  cut  off  or  modify  the  interest  of' 
the  beneficiary,  the  policy  and  the  money  to  become  due  under  it  belong,  from 
the  time  it  issued,  to  the  person  named  in  it  as  the  beneficiary,  and  that 
the  insured  is  without  power,  whether  by  deed,  assignment  or  will,  or  by~ 
surrender  of  the  policy  for  a  new  one,  or  by  any  other  act  of  his,  to  transfer 
to  any  other  person  the  interest  of  the  person  so  named  as  beneficiary.  In 
such  a  policy  the  beneficiary  acquires,  the  moment  it  is  issued,  a  vested  right 
which  cannot  be  affected  by  any  act  of  the  insured  subsequent  to  the  execution 
of  the  policy,  except  it  be  a  breach  of  condition.  Washington  Central  Bank  v_ 
Hume,  128  U.  S.  195  *  *  *.  If,  however,  by  the  terms  of  the  policy  itself 

there  is  reserved  to  the  insured  the  right,  without  the  consent  of  the  bene¬ 
ficiary,  to  change  the  appointee  with  the  assent  of  the  insurer,  the  beneficiary 
acquires  only  an  expectancy  and  not  a  vested  interest  during  the  life  of  the 
insured.  *  *  *  Hopkins  v.  Northwestern  Life  Assur.  Co.,  99  Fed.  199, 

40  C.  C.  A.  1  (C.  C.  A.  3)  ;  Hogan  v.  Fauerhach  Brewing  Co.,  194  Fed.  846,  848, 
114  C.  C.  A.  634  (C.  C.  A.  7)  *  *  *. 

The  right  so  reserved  rests  upon  the  terms  of  the  contract,  and  is  the  same 
as  that  conferred  on  the  insured  by  the  certificate,  charter,  or  by-laws  of  a 
mutual  or  benefit  association,  when  insurance  is  effected  in  such  an  organiza¬ 
tion.  As  the  policy  to  Swett  stipulated  that  he  might,  on  his  written  request 
of  the  company  for  its  appropriate  indorsement  on  the  policy,  change  the 
beneficiary,  his  wife  did  not  acquire  a  permanent  or  vested  interest  in  it.  The 
existence  of  such  an  interest  during  her  husband’s  lifetime  was  made  impos¬ 
sible  by  the  control  over  the  contract  of  insurance  given  to  him,  independent 
of  her  will.  Her  right  was  inchoate,  a  mere  expectancy  during  his  lifetime,, 
dependent  on  the  will  and  pleasure  of  her  husband  as  holder  of  the  policy, 
and  could  not  vest  until  his  death  happened  with  the  policy  unchanged.  His. 
control  over  the  policy  was,  subject  to  its  terms,  as  complete  as  if  he  himself 
had  been  the  beneficiary.  Denver  Life  Ins.  Co.  v.  Crane,  19  Colo.  App.  191,, 
200,  73  Pac.  875. 

27732-27- 
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See  also  In  re  Hogan ,  194  Fed.  846;  Slocum  v.  Metropolitan  Life 
Insurance  Co.,  245  Mass.  565;  139  N.  E.  816;  Eltonhead  v.  Travelers' 
Insurance  Co.,  163  N.  Y.  S.  838;  and  Wagner  v.  Thierot,  194  N.  Y.  S. 
610. 

The  petitioner  herein,  by  taking  out  the  policy  of  life  insurance, 
did  not  in  so  doing  create  or  vest  in  the  beneficiaries  a  vested  interest 
in  the  policy  or  its  proceeds.  Their  interest,  if  such  it  may  be  called, 
was  a  mere  expectancy.  The  payment  of  premiums  due  upon  the 
policy  did  not  enlarge  this  interest.  The  effect  of  such  payment  was 
only  to  perpetuate  the  expectancy. 

Section  214(a)  (11)  of  the  Revenue  Act  of  1921  provides  that 
there  shall  be  allowed  as  deductions  in  computing  net  income : 

Contributions  or  gifts  made  within  the  taxable  year  to  or  for  the  use 
of:  *  *  *  (B)  any  corporation,  or  community  chest,  fund,  or  foundation, 

organized  and  operated  exclusively  for  religious,  charitable,  scientific,  literary, 
or  educational  purposes,  including  posts  of  the  American  Legion  or  the  women’s 
auxiliary  units  thereof,  or  for  the  prevention  of  cruelty  to  children  or  animals, 
no  part  of  the  net  earnings  of  which  inures  to  the  benefit  of  any  private  stock¬ 
holder  or  individual  *  *  *. 

Contributions  or  gifts  are  deductible  if  they  are  to,  or  for  the 
use  of,  organizations  of  the  type  described  in  the  statute.  Obviously 
the  payment  of  premiums  to  the  insurance  company  is  not  a  contribu¬ 
tion  or  gift  to  the  beneficiaries  named  in  the  policy.  If  such  premium 
payment  is  deductible  it  must  be  because  it  is  a  contribution  or  gift 
“  for  the  use  of  ”  the  beneficiaries.  Two  questions  are  thus  presented  : 
First,  is  such  payment  a  gift  or  contribution;  and,  second,  is  it  for 
the  use  of  the  beneficiary?  In  every  contribution  or  gift  there  are 
at  least  two  essential  elements;  first,  that  the  maker  or  donor  part 
with  something,  and,  second,  that  the  donee  receive  something. 
Under  the  facts  in  this  appeal  it  can  not  be  said  that  the  petitioner, 
by  paying  the  premium,  parted  with  anything  by  way  of  contribu¬ 
tion  or  gift,  for  he  still  retained  the  right  to  name  the  recipient  of 
the  thing  purchased  with  the  payment.  It  is  equally  clear  that  the 
beneficiaries  received  nothing.  For  the  same  reason  it  can  not  be 
said  that  the  payment  was  for  the  use  of  the  beneficiaries.  We  there¬ 
fore  hold  that  the  premium  payment  was  not  a  gift  or  contribution 
within  the  contemplation  of  the  statute. 

We  are  not  called  upon  to  decide  whether  the  petitioner  may  deduct 
premiums  paid  after  he  had  waived  or  revoked  his  right  to  change 
beneficiaries.  That  action  was  taken  in  1924  and  could  have  no 
effect  upon  the  relationship  existing  between  himself  and  the  bene¬ 
ficiaries  in  1921.  The  legal  rights  of  the  parties  were  fixed  by  the 
conditions  then  existing  and  the  right  to  the  deduction  may  not  be 
determined  in  the  light  of  changes  in  the  relationship  effected  in 
subsequent  years. 

Judgment  will  be  entered  for  the  Commissioner. 
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Paducah  Water  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  6055.  Promulgated  January  11,  1927. 

Virgil  Y.  Moore ,  Esq.,  and  Andrew  T.  Smith ,  Esq.,  for  the 
petitioner. 

A.  H.  Fast,  Esq.,  for  the  respondent. 

Deficiencies  of  income  and  profits  taxes  of  $999.74  for  1919, 
$700.30  for  1920,  and  $1,529.26  for  1921 ;  so  much  being  in  con¬ 
troversy  as  arises  from  an  alleged  undervaluation  by  respondent  of 
petitioner’s  plant  on  March  1,  1913,  as  the  basis  for  depreciation. 
The  petitioner  withdrew  the  issues  as  to  the  correctness  of  the  rates 
of  depreciation  used  by  respondent. 

FINDINGS  OF  FACT. 

On  March  1,  1913,  the  petitioner  was  the  owner  of  water  works 
properties  in  Paducah,  Ky.,  the  total  fair  market  value  of  which 
as  a  whole  was  $670,580.  Of  this  amount  $448,040  was  the  value  of 
properties  subject  to  exhaustion,  wear  and  tear  and  obsolescence. 

OPINION. 

Sternhagen  :  The  plant  of  the  petitioner  was  built  in  1886.  Those 
who  built  it  failed  and  the  original  records  of  cost  were  lost.  The 
property  was  then  taken  over  by  a  group  of  business  people  in 
Paducah,  and  in  1888  a  set  of  books  was  opened.  The  new  owners 
placed  on  the  books  a  figure  of  $189,000  representing  plant  value, 
but  this  figure  was  arbitrary  and  not  intended  to  reflect  actual  value, 
since  actual  cost  was  not  known  and  actual  value  was  not  attempted 
to  be  ascertained  at  that  time.  The  only  consideration  which  seems 
to  have  influenced  the  figure  was  the  local  taxes,  and  this  prompted 
a  low  valuation.  Thereafter  it  appears  that  renewals  and  replace¬ 
ments  were  charged  to  expense  and  additions  and  enlargements  were 
charged  to  construction.  Depreciation  seems  not  to  have  been  ac¬ 
counted  for.  The  evidence  is  however  not  entirely  clear  as  to  the 
accounting  between  1888  and  1913.  The  book  value  of  additions  on 
March  1,  1913,  is  said  to  have  been  about  $507,000. 

The  Commissioner  applied  depreciation  rates  prior  to  March  1, 
1913,  and  found  a  plant  value  on  that  date  of  $319,600.  This  he 
used  as  the  basis  for  computing  the  depreciation  deductible  for  the 
years  1919,  1920,  and  1921.  The  petitioner  contests  this  and  seeks 
to  establish  a  value  of  its  assets  of  $670,580. 
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In  support  of  it  valuation  the  petitioner  introduced  evidence  of 
various  kinds,  all  of  which  is  said  to  converge  to  the  conclusion  of 
the  valuation  claimed.  The  respondent  introduced  no  evidence. 

The  president  of  the  petitioner  testified  that  he  had  been  employed 
by  it  since  1897  and  was  thoroughly  familiar  with  its  properties,  its 
accounts  and  its  affairs.  In  his  opinion  the  plant  on  March  1,  1913, 
had  a  fair  market  value  of  “anywhere  from  $650,000  to  $700,000.” 
He  formed  his  opinion  by  taking  into  consideration  an  appraisal 
made  by  engineers,  the  selling  price  of  some  of  its  securities,  and 
the  earnings  of  the  corporation  for  several  years  prior  to  1913. 

The  appraisal  will  be  discussed  later  in  this  opinion.  The  out¬ 
standing  securities  on  March  1,  1913,  consisted  of  $300,000  of  capital 
stock  and  $297,000  of  6  per  cent  and  5  per  cent  bonds.  There  were 
occasional  trades  in  stock  at  par.  The  6  per  cent  bonds  sold  for 
something  above  par  and  the  5  per  cent  bonds  sold  at  par.  The 
earnings  were: 


1910  _ $44,585.99 

1911  _  45,  866.  02 

1912  _  49,  200.  82 

1913  _  49,  576.  00 


Total _  189,228.83 

Average _  47,  307.  20 

These  earnings  would  be  somewhat  modified  if  proper  deprecia¬ 
tion  had  been  taken  and  if  no  capital  items  had  been  charged  to 
expense. 

A  witness  who  had  for  many  years  been  in  business  as  a  contractor 
in  Paducah  and  who  had  been  mayor  of  the  city  in  1920  at  the  time 
when  negotiations  were  pending  for  the  purchase  of  the  plant  by  the 
city,  requiring  an  investigation  of  its  value,  and  who  testified  that 
he  was  familiar  with  the  plant  on  March  1,  1913,  stated  that  he 
thought  the  fair  market  value  on  that  date  was  $650,000.  This 
opinion  was  based  upon  his  familiarity  with  the  properties  and  also 
upon  his  consideration  as  mayor  of  the  valuation  in  1920  for  local 
tax  purposes  and  because  of  its  probable  purchase.  In  considering 
the  purchase  of  the  plant  in  1919  and  1920  the  city  officials  relied 
upon  the  appraisal  of  the  plant  later  discussed  and  decided  that  the 
value  therein  stated  in  1919  was  a  fair  and  proper  price  for  its  pur¬ 
chase  at  that  time.  The  purchase  was  not  made  because  the  city  was 
not  in  a  condition  to  finance  it. 

The  remaining  evidence  consists  principally  of  an  appraisal  made 
by  a  firm  of  engineers  whose  principal  occupation  for  a  number  of 
years  has  been  the  investigation  and  appraisal  of  public  utilities  in 
numerous  municipalities.  This  appraisal  purports  to  state  “  the 
value  of  the  properties  of  the  Paducah  Water  Company  as  it  existed 
on  March  1,  1913,  and  at  prices  then  prevailing.”  It  was  introduced 


(1067) 


PADUCAH  WATER  CO. 


1069 


in  evidence  with  the  testimony  of  the  witness  who  inventoried  the 
property  and  was  explained  in  detail  by  this  witness  and  two  other 
engineers  who  were  directly  responsible  for  it,  and  these  three  wit¬ 
nesses  were  subjected  to  cross  examination  to  disclose  whatever  weak¬ 
nesses  the  appraisal  might  have.  The  engineers  were  employed  in 
1919  to  make  an  inventory  and  appraisal  in  connection  with  the  pro¬ 
posal  of  the  City  of  Paducah  to  exercise  its  option  under  the  fran¬ 
chise  to  purchase  the  plant  from  the  petitioner  at  a  price  to  be  fixed 
in  accordance  with  an  appraisal  to  be  made  by  three  appraisers.  The 
appraisal  was  made  in  the  prescribed  manner,  and  suffice  it  to  say 
that  the  valuation  of  1919  arrived  at  by  these  witnesses  was  substan¬ 
tially  in  accord  with  that  finally  agreed  upon.  Thereafter,  for  rea¬ 
sons  of  financial  inability  and  legal  restrictions,  the  sale  was  not 
consummated,  although,  so  far  as  the  record  discloses,  there  was  no 
dispute  as  to  the  valuation  or  its  true  reflection  of  a  fair  price.  It 
embodied  a  detailed  inventory  of  the  company’s  properties  made  by 
actual  observation  of  the  physical  properties,  their  plans  and  speci¬ 
fications  and  actual  measurements.  All  existing  records  were  exam¬ 
ined,  both  of  the  company  and  the  city.  The  property  was  inspected 
for  its  physical  condition,  records  were  inspected  for  its  age,  and 
from  its  age  and  condition  the  accrued  depreciation  was  determined. 
The  cost  of  reproduction  was  based  upon  both  prewar  prices  in  1913 
and  present  prices  in  1919,  and  took  into  consideration  as  to  each 
item  its  original  cost  if  available,  its  capacity,  its  age,  its  deprecia¬ 
tion,  and  its  condition. 

This  inventory  of  1919  was  subsequently  used  as  the  basis  of 
valuation  of  the  properties  owned  on  March  1,  1913.  An  accurate 
record  had  been  kept  of  the  acquisitions  since  March  1,  1913,  and 
these  were  eliminated  from  the  inventory.  The  reproduction  cost 
was  then  ascertained  by  applying  unit  prices  in  effect  at  that  date, 
and  from  this  accrued  depreciation  was  deducted.  The  resulting- 
figure,  it  was  testified,  was  substantially  the  fair  market  price  or 
value.  In  numerous  instances  the  actual  purchase  price  of  water 
works  plants  had  been  arrived  at  by  taking  the  cost  of  reproduction 
less  accrued  depreciation.  This  is  a  usual  method  of  arriving  at  a 
sales  price  of  such  properties.  A  check  was  also  made  with  ex¬ 
perience  tables  of  the  per  capita  cost  of  water  works  plants  in 
cities  of  various  sizes,  and  the  valuation  in  question  was  found  to 
be  lower  than  that  of  plants  in  other  cities  of  comparable  size. 

The  report  of  the  engineers  is  as  follows : 

In  accordance  with  your  request  we  have  made  an  Appraisal  of  the  value 
of  the  properties  of  the  Paducah  Water  Co.  as  it  existed  on  March  1,  1913, 
and  at  prices  then  prevailing. 
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This  Appraisal  is  based  upon  a  detailed  inventory  of  your  property  as  of 
October  1,  1919,  from  which  there  have  been  eliminated  all  items  added  in 
the  interval  between  March  1,  1913,  and  October  1,  1919. 

The  Appraisal  shows  the  cost  new,  and  accrued  depreciation  as  of  March  1. 
1913,  and  the  present  worth  or  net  physical  value  as  of  that  date.  As  you 
know,  cast  iron  pipe,  pumping  equipment,  and  other  water  works  construction 
items  are  of  relatively  long  life.  We  have  made  a  physical  inspection  of  the 
various  items  entering  into  your  property,  and  are  of  the  opinion  that  the 
amounts  set  forth  herein,  as  accrued  depreciation  for  the  several  items, 
represents  the  best  measure  of  the  depreciation  which  the  property  had  suffered 
up  to  March  1,  1913. 

In  the  summarization  of  the  detailed  figures  of  the  various  items,  totals  are 
taken  to  the  nearest  $10.00,  although  all  details  are  worked  out  to  the  nearest 
dollar. 

The  report  herein  shows  the  summarization  of  figures  as  well  as  all  details 
entering  into  their  computations. 

The  following  is  the  summary : 


Item, 

Description. 

Cost 

new. 

Depre¬ 

ciation. 

1 

Present 

worth 

March 

1,  1913. 

2 

Real  Estate . . . . . _  _ 

52,  500 

0 

52,500 

3 

Intake.  _ _ _  ...  ..  . . 

22, 080 

3, 030 

19^  050 

4 

Main  Station  Building _  _  .  .  _ 

27, 070 

3;  150 

23;  920 

5 

The  Brick  Stack _ _ _  ... _ 

2,  750 

850 

1,900 

6 

The  Duplex  Units  _ _ _  _ 

8,000 

1,010 

6,  990 

7 

Six  M.  G.  P.  D.  DeLaval  Low  Service  Unit.  _  _ 

5, 020 

490 

4,530 

8 

Eight  M.  G.  P.  D.  DeLaval  High  Service  Unit _ _ 

7,040 

680 

6,  360 

9 

Five  M.  G.  P.  D.  DeLaval  High  Service  Unit _  ...  ...  _ 

5,  030 

490 

4,540 

10 

The  No.  1  Holly  Pumping  Engine _ _  _  . 

12,  500 

3,  850 

8,  650 

11 

The  No.  2  Holly  Pumping  Engine _  _  . 

17,  500 

910 

16,  590 

12 

Auxiliary  Equipment. _ _  _ 

12,  850 

1,070 

11,  780 

13 

Pipe  in  Station _ _ _ _ _  _  _  _ 

11,  090 

570 

10,  520 

14 

Pipe  in  Station  Yard _ _ _  _  _ _ 

6,  260 

110 

6,150 

15 

Boilers  in  Main  Building _  ...  .  .  . . 

10,  750 

3, 480 

7,  270 

16 

The  New  Boiler  House . . . . .  ..  .  . . 

14,110 

150 

13, 960 

17 

The  Steel  Stack _ _ _ _ 

6,  520 

450 

6,  070 

18 

The  Stirling  Boiler  and  Stokers.  _  .  _ 

12,  680 

460 

12,  220 

19 

Steel  Coagulating  Basin. . .  . . 

24,  880 

2,  770 

22, 110 

20 

Concrete  Coagulating  Basin _  _ _ _ 

29,  730 

70 

29, 660 

21 

The  Solution  House . . .  ..  . . .  ..  .  .  ... 

2,  600 

330 

2,  270 

22 

Filter  Building,  Filters  &  Clear  Well _  .  .  ...  . 

39,  090 

3, 070 

36, 020 

23 

The  Standpipe _ _ _  .  . 

14,  950 

4, 900 

10, 050 

24 

Pipe  in  Street  Mains . .  . .  . . 

98,  900 

1,630 

97,  270 

25 

Specials  in  Street  Mains... _ _  .  _ 

5, 940 

100 

5,  840 

26 

Laying  Mains . . . . . . . 

60,  030 

990 

59,040 

27 

Cutting  Through  Pavements 

28 

Steam  Railroad  Crossings . . . . . . . . 

2,  280 

40 

2,240 

29 

Street  Railway  Crossings . . . . . . . . . 

1,170 

20 

1,150 

30 

Miscellaneous  Crossings. . . . . . . . 

310 

10 

300 

31 

Valves  and  Valve  Boxes _ _ _ _ _ _ _ 

3,  250 

430 

2, 820 

32 

Fire  Plugs  . . . . . . . . . . 

13, 050 

1,710 

11,  340 

33 

Meters  and  Meter  Vaults _ _  _  _ _ _ _ _ ... 

8,  260 

830 

7,430 

34 

Miscellaneous  Inventories.. .  _ _ _ _ 

20,  000 

0 

20,000 

- 

558, 190 

37,  650 

520,  540 

1 

Preliminary  Cost _  ...  .  .  _  .  _ _ _ _ 

8,  370 

0 

S,  370 

35 

Engineering  &  Supervision. _ _  _  _  _ 

27,910 

1,880 

26, 030 

36 

Administrative  Costs.  _  _  .  ... 

11, 160 

750 

10,  410 

37 

Contingent  Costs . . . . .  .  . . 

22,  330 

1,510 

20,  820 

627,  960 

41,  790 

586, 170 

38 

Lost  Interest  During  Constr . . . . . 

25, 120 

1,670 

23, 450 

653,  080 

43,  460 

609,  620 

39 

Going  Concern  Value  10% _ _  .  _ _ _ _ 

60,  960 

Total _ _ _ _ _ _ _ 

$670,  580 
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We  have  considered  all  the  evidence  and  have  reached  the  con¬ 
clusion.  in  view  of  the  extensive  testimony  as  to  the  basis  of  the 
valuation  arrived  at  and  of  the  full  opportunity  given  to  test  its 
soundness,  that  the  figure  of  $670,580  is  fairly  supported  by  the 
evidence  and  represents  the  fair  market  value  of  the  petitioner’s 
property  on  March  1,  1913.  This  is  our  judgment,  after  a  proper 
consideration  of  all  the  relevant  facts,  Minnesota  Rate  Cases ,  230 
U.  S.  352,  434,  and  not  because  of  any  slavish  adherence  to  a  rule 
of  cost  of  reproduction  less  depreciation,  Georgia  Railway  Co.  v. 
Railroad  Commission,  262  U.  S.  625,  630.  In  this  case  the  cost  of 
reproduction  new,  less  accrued  depreciation,  was  shown  to  have  been 
carefully  and  intelligently  made  and  to  coincide  with  fair  market 
value.  Taken  together  with  all  the  other  evidence,  we  may  not 
disregard  it  and  approve  instead  the  depreciated  book  value  used 
by  the  respondent,  which  proceeded  from  an  arbitrary  entry  made 
in  1888. 

The  respondent  points  to  Kinsman  Transit  Co .,  1  B.  T.  A.  552; 
Rockford  Malleable  Iron  Works ,  2  B.  T.  A.  817;  Tibby-Brawner 
Glass  Co.,  2  B.  T.  A.  918;  Knapp  dfc  Spencer  Co.,  3  B.  T.  A.  1243, 
as  cases  in  which  evidence  of  no  less  weight  was  held  inadequate  to 
prove  value.  In  Kinsman  Transit  Co.,  1  B.  T.  A.  552,  it  wras  held 
that  an  arbitrary  rate  of  depreciation  could  not  be  applied  without 
a  showing  that  it  fairly  reflected  actual  depreciation  of  the  par¬ 
ticular  property  under  consideration.  It  was  said,  however,  that : 

The  value  of  any  vessel  at  a  particular  time  is  a  question  of  fact  which 
must  be  proved  by  competent  evidence.  The  reconstruction  cost  less  actual 
depreciation  sustained  is  important  evidence  of  value  and  has  in  it  important 
elements  to  prove  either  the  market  value  or  actual  value ;  but  depreciation  is 
ordinarily  something  to  be  concretely  determined  by  inspection,  and  in  deter¬ 
mining  the  rate  of  depreciation  to  be  applied  to  property  of  the  character 
herein  for  the  purpose  of  ascertaining  value  as  of  a  particular  date  in  the  past, 
it  is  highly  important  that  the  history  of  the  vessel,  the  character  of  repairs, 
the  actual  use  to  which  the  vessel  has  been  put,  and  all  relevant  facts  tending 
to  show  the  depreciation  sustained  be  placed  before  us,  and  upon  these  facts, 
assisted  by  the  testimony  of  such  expert  witnesses  as  may  be  produced,  a  fair 
judgment  can  be  exercised  as  to  the  amount  of  depreciation  sustained  which 
will  more  nearly  approximate  the  actual  depreciation  sustained  than  the  appli¬ 
cation  of  a  formula  or  flat  rate  of  theoretical  depreciation  which  only  serves 
to  produce  grotesque  results. 

In  the  present  case  these  requirements  have  been  met  as  far  as 
qualified  engineers  were  able  to  meet  them.  In  Rockford  Malleable 
Iron  Works,  2  B.  T.  A.  817,  the  sole  evidence  of  value  was  a  formal 
computation  to  arrive  at  an  assumed  cost  of  reproduction  less  as¬ 
sumed  depreciation.  The  evidence  was  to  the  effect  that  it  did  not 
purport  to  reflect  value,  which  might  have  been  quite  different.  In 
the  present  case,  the  history  of  the  sale  of  water  works  plants  dis- 
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closes  that  most  of  such  sales  prices  are  fixed  upon  the  basis  of 
appraisals  such  as  the  one  before  us.  The  hearsay  testimony  in 
Tibby-Br  emmet  Glass  Co.,  2  B.  T.  A.  918,  is  not  like  the  first-hand 
statements  of  the  witnesses  in  the  present  case.  The  decision  in 
Knapp  <&  Spencer  Co.,  3  B.  T.  A.  1243,  does  not  disclose  the  evi¬ 
dence,  and  in  matters  such  as  this,  requiring  a  consideration  of  the 
weight  of  the  evidence,  the  absence  of  an  opinion  removes  it  from 
consideration  here.  These  cases  indicate  that,  in  determining  ques¬ 
tions  of  fact  such  as  this,  each  case  must  be  decided  upon  its  own 
evidence. 

Of  this  total  valuation  of  the  plant  and  business  as  a  whole  it  is 
clear  there  must  be  some  eliminations  to  arrive  at  the  figure  to  which 
annual  depreciation  deductions  shall  be  applied.  The  petitioner 
voluntarily  eliminates  item  2,  real  estate,  $52,500,  and  item  39,  going 
concern  value  10  per  cent,  $60,960,  leaving  the  aggregate  of  the  re¬ 
maining  items,  $557,120,  as  the  value  of  the  depreciable  assets  to 
which  it  contends  the  undisputed  rate  is  to  be  applied.  The  re¬ 
spondent  urges  that,  in  addition  to  the  elimination  of  the  two  items 
mentioned,  the  depreciable  value  should  be  reduced  by  the  elimina¬ 


tion  of  the  following  items : 

1  Preliminary  cost _  $8.  370 

34  Miscellaneous  inventories _ _  20,  000 

35  Engineering  and  supervision _  26,  030 

36  Administrative  costs _  10,  410 

37  Contingent  costs _ . _  20,  820 

38  Lost  interest  during  construction _  23,  450 


In  this  the  position  of  the  respondent  is  sound,  and  we  hold  that 
these  items  should  be  eliminated.  The  petitioner  argues  that  these 
items  are  all  factors  which  go  to  make  up  the  value  of  its  property, 
and  that,  since  this  value  is  the  only  issue,  it  should  not  be  reduced. 
But  this  overlooks  the  real  issue,  which  is  the  value  of  such  properties 
as  are  the  subject  of  the  deductions  for  exhaustion,  wear  and 
tear  and  obsolescence.  While  it  is  true,  as  the  evidence  shows, 
that  a  purchaser  of  the  total  properties  would  include  in  the 
purchase  price  an  amount  which  would  reimburse  the  owner  for  an 
assumed  expenditure  for  these  intangible  items,  it  does  not  follow 
that  they  represent  value  of  the  physical  structures.  This  must  be 
true  if  it  is  to  be  believed  that  the  appraisal  correctly  sets  forth  the 
separate  values  of  the  physical  properties  listed.  For  if  the  valuation 
of  each  item  of  physical  structure  is  to  be  accepted  as  correct,  it 
can  not  at  the  same  time  be  augmented  b}r  a  proportionate  share  of 
the  aggregate  intangible  value;  and  it  likewise  follows  that  if  the 
aggregate  valuation  of  all  the  physical  items  added  together  is  cor¬ 
rect,  it  can  not  at  the  same  time  be  augmented  by  the  aggregate  value 
of  the  intangibles  and  still  be  correct.  Either  the  value  of  eacli 

o 

physical  item  would  be  required  to  be  proportionately  augmented — 
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an  impracticable  task,  see  Telephone  &  Railroad  Depreciation 
Charges ,  118  I.  C.  C.  295 — or  the  value  of  the  aggregate  of  physical 
items  would  require  augmentation  by  all  intangibles.  Either  of  these 
hypotheses  would  assume  that  the  true  value  of  the  physical  struc¬ 
tures  had  not  been  correctly  stated,  an  assumption  not  supported  by 
the  testimony.  Not  all  capital  investment  as  of  March  1,  1913,  is 
subject  to  the  annual  deduction  for  exhaustion.  This  is  plain  as  to 
land  and  should  be  equally  plain  as  to  intangibles  having  an  uncer¬ 
tain  or  indefinite  life.  This  does  not  mean  that  the  investment  rep¬ 
resented  by  such  items  is  not  recoverable,  but  only  that  its  recovery 
must  await  the  ultimate  sale  or  disposition  of  the  property  instead 
of  coming  out  of  annual  income. 

We  have  therefore  foimd  as  a  fact,  in  accordance  with  this  opinion, 
that  the  basis  for  the  depreciation  at  the  agreed  rate  is  $448,040, 
which  is  the  remainder  after  subtracting  from  the  total  value  of 
$670,580  the  sum  of  $222,540,  representing  the  eight  items  aforesaid. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 

Trammell  concurs  in  the  result  only. 
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DECISIONS 

OF  THE 


UNITED  STATES  BOARD  OF  TAX  APPEALS 


Appeals  of  H.  F.  Kerr  and  A.  E.  Clegg. 

Docket  Nos.  1973,  1975.  Promulgated  January  15,  1927. 

1.  The  Board  has  no  jurisdiction  to  inquire  into  the  motives  of 
the  Commissioner  in  making  an  assessment  or  into  the  conduct 
of  his  subordinates  in  levying  or  enforcing  it,  nor  does  the  fact  that 
the  United  States  is  not  suable  in  tort  confer  such  jurisdiction. 

2.  A  deficiency  otherwise  found  to  be  valid  will  not  be  disapproved 
on  the  ground  that  the  Commissioner  has  failed  to  grant  a  hearing 
authorized  by  law  prior  to  making  an  assessment  based  on  the 
alleged  deficiency. 

3.  Upon  a  sale  of  stock,  where  the  seller  tenders  and  delivers  to 
the  buyer  the  certificates  of  stock  and  the  buyer  tenders  to  the 
seller  the  correct  amount  of  money  in  payment  and  places  the 
money  in  the  hands  of  the  seller,  who  takes  it  and  places  it  on  a 
table  before  his  attorney  for  counting  and  the  attorney  counts  it, 
finds  it  correct  in  amount,  and  places  it  in  a  bag  and  another  of 
the  seller’s  agents  starts  to  carry  it  away,  the  transaction  of  sale  is 
completed  and  the  income,  if  any,  is  received. 

4.  Under  such  circumstances  the  sale  is  not  rendered  incomplete 
or  the  receipt  of  income  prevented  by  the  fact  that  representatives 
of  the  Commissioner,  whose  presence  in  the  banking  room  wThere 
the  transaction  occurred  was  unknown  to  the  seller  but  known 
to  the  buyer,  served  notice  of  an  assessment  and  demand  for  taxes, 
and  notice  of  statutory  lien  on  the  seller  personally  before  the 
money  was  all  counted,  and  on  the  seller’s  agent  after  the  count 
was  completed  and  the  money  placed  in  the  bag. 

5.  Under  the  above  facts  the  sale  is  not  rendered  incomplete  or 
the  receipt  of  income  prevented  by  the  fact  that  the  Government 
agents  refused  to  allow  the  seller  (petitioner)  to  have  unrestricted 
custody  and  control  of  the  funds  and  insisted  that  the  funds  be 
placed  in  a  trust  company  under  certain  restrictions,  the  income 
from  the  funds  on  deposit  being  paid  to  the  seller. 
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6.  So  far  as  concerns  the  receipt  of  income,  where  legal  posses¬ 
sion  by  petitioner  of  the  proceeds  of  a  sale  is  once  established  as  a 
fact,  the  length  of  the  unrestricted  possession  is  immaterial  and  the 
transaction  is  not  affected  by  subsequent  events. 

7.  Before  the  provisions  of  section  250(e)  of  the  Revenue  Act  of 
1921  authorizing  a  penalty  of  5  per  centum  and  interest  of  1  per 
centum  per  month  may  be  invoked,  the  provisions  of  the  law  must 
be  strictly  complied  with  and  a  legal  demand  must  be  made. 

Charles  Evans  Hughes ,  Esq.,  and  W.  0.  Morgan ,  Esq.,  for  the 
petitioners. 

A.  Colder  Mackay,  Esq.,  and  M.  B.  Leming,  Esq.,  for  the  Com¬ 
missioner. 

The  appeals  in  these  cases  are  from  alleged  deficiencies  in  income 
and  profits  taxes  for  the  year  1920,  amounting  to  $1,564,400.30  in 
the  case  of  IT.  F.  Kerr  and  $1,529,190.19  in  the  case  of  A.  E.  Clegg. 
The  letters  of  the  Commissioner  rejecting  claims  for  abatement  of 
the  assessments  covering  said  taxes,  from  which  the  appeals  were 
prosecuted,  were  dated  December  16,  1924. 

Petitioners  allege  error  on  the  part  of  the  Commissioner : 

(1)  In  determining  that  a  profit  was  realized  upon  the  sale  in 
1920  of  petitioners’  stock  in  the  American  Ship  and  Commerce 
Navigation  Corporation. 

(2)  In  determining  that  petitioners  realized  or  received  in  1920 
the  proceeds  of  said  sale. 

(3)  In  rejecting  petitioners’  claims  for  abatement. 

The  facts  and  circumstances  are  identical  in  the  two  cases  and  the 
alleged  income  upon  which  the  deficiencies  were  based  arose  out  of 
the  same  transaction.  The  appeals  were  consolidated  for  hearing 
and  this  decision  will  cover  both  appeals. 

FINDINGS  OF  FACT. 

H.  F.  Kerr  and  A.  E.  Clegg,  petitioners  herein,  during  the  taxable 
year  1920  and  prior  thereto,  were  subjects  of  Great  Britain.  Both 
of  the  petitioners  applied  for  United  States  citizenship  prior  to  the 
year  1920,  but  neither  of  them  became  a  naturalized  citizen  of  the 
United  States  until  after  the  year  1920.  During  the  taxable  year 
and  for  some  years  prior  thereto  petitioners  resided  in  New  York 
City,  being  engaged  in  the  business  of  operating  steamships. 

In  1919  the  Kerr  Navigation  Corporation,  a  New  York  corpora¬ 
tion,  hereinafter  called  the  Old  Navigation  Corporation,  owned 
eight  ocean-going  vessels.  The  Kerr  Steamship  Co.,  Inc.,  a  Dela¬ 
ware  corporation,  was  the  operating  agent  and  broker  for  the  Old 
Navigation  Corporation.  The  petitioners  in  1919  and  prior  years 
were  stockholders  in  the  Kerr  Steamship  Co.,  Inc.,  and  the  Old 
Navigation  Corporation,  their  stock  having  been  acquired  subse- 
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quent  to  March  1,  1913.  In  September,  1919,  there  occurred  a 
reorganization  of  the  Old  Navigation  Corporation  by  the  terms  of 
which  the  eight  vessels,  together  with  other  assets  of  that  corpora¬ 
tion,  were  transferred  to  the  American  Ship  and  Commerce  Naviga¬ 
tion  Corporation,  a  New  York  corporation,  hereinafter  called  the 
New  Navigation  Corporation,  in  consideration  of  40,000  shares  of 
Class  A  and  35,000  shares  of  Class  B  stock  of  the  latter  corporation. 
Under  the  reorganization  plan  the  American  Ship  and  Commerce 
Corporation,  a  Delaware  corporation,  hereinafter  called  the  Holding 
Corporation,  acquired  by  purchase  a  majority  of  the  outstanding 
capital  stock  of  the  New  Navigation  Corporation. 

Under  the  reorganization  above  referred  to,  and  by  virtue  of  their 
previous  holdings  in  the  Old  Navigation  Corporation,  petitioners 
acquired  substantial  stock  interests  in  the  New  Navigation  Corpora¬ 
tion,  which  stock  they  owned  on  August  28,  1920,  the  date  of  the 
transaction  here  in  issue. 

On  September  3,  1919,  the  New  Navigation  Corporation,  the  Hold¬ 
ing  Corporation,  and  the  Kerr  Steamship  Co.,  Inc.,  entered  into 
an  agreement,  known  as  the  Operating  Agreement,  whereby  the  New 
Navigation  Corporation  appointed  the  Kerr  Steamship  Co.,  Inc., 
its  exclusive  agent  to  manage  and  operate  the  vessels  acquired  from 
the  Old  Navigation  Corporation  and  all  other  vessels  that  it  might 
acquire  during  the  existence  of  the  agreement.  The  Holding  Cor¬ 
poration  had  the  right  to  terminate  said  agreement  at  any  time  upon 
ninety  days’  notice  and  upon  compliance  with  a  certain  other  agree¬ 
ment  referred  to  therein  as  being  executed  simultaneously  therewith. 
Said  Operating  Agreement  provided,  among  other  things: 

Whereas  simultaneously  with  the  execution  hereof  and  pursuant  to  the  said 
Plan  of  Re-organization  a  contract  is  to  be  entered  into  in  substantially  the 
form  of  the  contract  hereto  annexed  between  the  Holding  Company  and  the 
Kerr  Navigation  Corporation  and  Mr.  H.  F.  Kerr  and  the  New  Navigation 
Company  establishing  the  option  therein  provided  for  the  sale  to  the  Holding 
Company  of  stock  of  the  New  Navigation  Company  *  *  * 

******* 

Sixth  : — This  contract  shall  continue  in  effect  for  the  period  of  five  years 
from  and  after  the  date  hereof  unless  sooner  terminated  by  the  joint  action 
of  the  New  Navigation  Company  and  of  the  Holding  Company  which  corpora¬ 
tion  shall  have  the  right  to  terminate  this  agreement  at  any  time  upon  ninety 
days  notice  to  the  Steamship  Company  in  writing  signed  by  the  New  Naviga¬ 
tion  Company  and  by  the  Holding  Company  and  upon  the  performance  by 
the  Holding  Company  of  its  obligation  expressed  in  the  said  agreement  a  copy 
of  which  is  hereto  annexed  providing  for  an  option  for  the  sale  to  the  Holding 
Company  of  stock  of  the  New  Navigation  Company  and  the  termination  hereof 
shall  not  become  effective  except  upon  such  performance  by  the  Holding 
Company  of  such  obligation  for  the  purchase  of  such  stock. 

On  the  same  day,  September  3,  1919,  a  second  agreement,  known 
as  the  Option  Agreement,  was  entered  into  between  the  Holding 
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Corporation,  the  Old  Navigation  Corporation,  H.  F.  Kerr,  and  the 
New  Navigation  Corporation,  which  provided,  inter  alia: 

The  Holding  Company  does  hereby  agree  with  Mr.  Kerr  and  does  hereby 
agree  with  the  Kerr  Navigation  Corporation  for  the  benefit  of  such  stockholders 
of  the  Kerr  Navigation  Corporation  who  shall  upon  the  reorganization  provided 
for  in  the  said  plan  receive  any  of  the  40,000  shares  of  Class  A  stock  or  any 
of  the  35,000  shares  of  the  Class  B  stock  of  the  New  Navigation  Company  that 
if  within  the  period  of  five  years  from  and  after  the  date  hereof  notice  to 
terminate  the  New  Operating  Agreement  shall  be  given  by  the  joint  action  of 
the  New  Navigation  Company  and  the  Holding  Company  then  at  any  time 
within  the  period  of  ninety  days  after  the  giving  of  such  notice  any  stockholder 
of  the  Kerr  Navigation  Corporation  who  shall  upon  the  reorganization  pro¬ 
vided  for  in  the  said  plan  for  reorganization  have  received  any  of  the  Class  A 
stock  or  any  of  the  Class  B  stock  of  the  New  Navigation  Company  shall  have 
the  option  to  sell  to  the  Holding  Company  at  the  price  hereinafter  specified 
such  Class  A  stock  and  such  Class  B  stock  of  the  New  Navigation  Company 
and  the  Holding  Company  hereby  agrees  in  such  event  to  buy  such  stock  at 
such  price.  The  price  for  the  Class  A  stock  upon  such  sale  shall  be  One 
Hundred  dollars  ($100.)  per  share  plus  Seven  Dollars  ($7.00)  per  share  per 
annum  for  the  period  from  the  date  of  issue  thereof  up  to  the  time  of  such 
sale  less  the  amount  of  dividends  paid  upon  such  stock  since  the  date  of  issue. 
The  price  for  the  Class  B  stock  upon  such  sale  shall  be  One  Hundred  dollars 
($100.)  per  share. 

The  Old  Navigation  Corporation  was  dissolved  in  October,  1919, 
and  upon  dissolution  petitioner  Clegg  received  11,547  shares  Class  A 
and  12,629  shares  Class  B  stock,  and  petitioner  Kerr  received  11,547 
shares  Class  A  and  12,630  shares  Class  B  stock  in  the  New  Naviga¬ 
tion  Corporation. 

The  Holding  Corporation  and  the  New  Navigation  Corporation  on 
July  24,  1920,  terminated  the  said  New  Operating  Agreement,  pur¬ 
suant  to  the  terms  of  said  agreement,  and  shortly  thereafter  the  peti¬ 
tioners  herein  duly  notified  the  Holding  Corporation  of  their  election 
to  exercise  the  option  given  them,  as  stockholders  of  the  Old  Naviga¬ 
tion  Corporation,  under  the  said  Option  Agreement  to  sell  their  stock 
in  the  New  Navigation  Corporation  to  the  Holding  Corporation  at 
the  agreed  price.  On  the  morning  of  Saturday,  August  28,  1920, 
pursuant  to  said  notice,  the  petitioners,  accompanied  by  their  attor¬ 
neys,  Herbert  Noble  and  Scott  Scammell,  a  Mr.  Heath,  an  employee 
of  said  attorneys,  Thomas  Clegg,  a  brother  of  petitioner  Clegg,  and 
an  ex-police  inspector  in  the  employ  of  the  petitioners,  went  to  the 
office  of  the  Holding  Corporation  for  the  purpose  of  delivering  their 
stock  in  the  New  Navigation  Corporation  and  receiving  pay¬ 
ment  therefor  in  accordance  with  said  Option  Agreement.  Upon  their 
arrival  a  Mr.  Lishawa,  treasurer  of  the  Holding  Corporation,  called  in 
a  Mr.  Harriman,  an  officer  of  the  corporation,  and  George  A.  Ellis,  at¬ 
torney  for  the  corporation.  Petitioners’  attorney  Noble  stated  that 
they  had  come  to  tender  to  the  Holding  Corporation  petitioners’  stock 
in  the  New  Navigation  Corporation  and  handed  the  stock  certificates 
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to  Ellis  for  examination.  Ellis,  after  examining  the  certificates,  re¬ 
turned  them  to  Noble  and  asked  in  what  form  petitioners  desired 
payment,  whereupon  petitioners  demanded  payment  in  legal  tender. 
Petitioners  demanded  legal  tender  in  order  to  make  it  difficult  for 
the  Holding  Corporation  to  comply  with  the  terms  of  the  Option 
Agreement,  compliance  with  which  was  a  condition  of  terminating 
the  Operating  Agreement,  which  Kerr  and  Clegg  did  not  want  to  be 
terminated.  Neither  the  Holding  Corporation  nor  the  Government 
officials  knew  prior  to  the  morning  of  August  28,  1920,  that  legal 
tender  was  to  be  demanded.  After  some  delay  the  parties  agreed  to 
conclude  the  transaction  at  the  Chase  National  Bank,  with  which  the 
Holding  Corporation  had  arranged  for  the  required  amount  of  legal 
tender.  Both  parties  then  proceeded  to  the  Chase  National  Bank, — 
the  petitioners,  their  attorneys,  Noble  and  Scammell,  Thomas 
Clegg,  Heath  and  the  ex-police  inspector,  in  the  party  representing 
the  petitioners,  and  Harriman,  Ellis,  Lishawa,  and  Frederick  H. 
Stokes,  an  associate  of  Ellis,  in  the  party  representing  the  Holding 
Corporation.  At  the  bank  Walter  Camp,  Jr.,  and  a  Mr.  Robinson, 
officers  of  the  Holding  Corporation,  joined  its  party.  At  the  bank 
the  parties  gathered  at  a  table  or  desk  in  the  main  banking  room,  and 
there  waited  for  the  arrival  of  a  bank  official  with  the  money,  having 
been  advised,  when  petitioners  requested  a  private  room,  that  a 
private  room  was  not  available,  although  certain  private  offices  about 
the  room  were  unoccupied  at  the  time.  The  total  amount  of  money 
involved  in  the  transaction  wTas  $4,913,819.60. 

In  May,  1920,  Walter  B.  Wight,  an  auditor  in  the  Income  Tax 
Unit  of  the  Bureau  of  Internal  Revenue,  was  sent  to  New  York  to 
investigate  the  affairs  of  these  petitioners  and  the  various  companies 
in  which  they  were  interested.  Said  auditor  was  engaged  con¬ 
tinuously  in  such  investigation  throughout  the  summer  of  1920  to 
August  28,  1920,  and  for  some  months  subsequent  thereto.  After 
several  months  of  investigation  and  while  engaged  in  the  investiga¬ 
tion  of  petitioner  Kerr’s  business  affairs,  said  auditor  was  advised  by 
Kerr  that  he  was  going  abroad,  but  had  given  petitioner  Clegg  a 
power  of  attorney  with  full  authority  to  act  in  his  stead.  Said  audi¬ 
tor  upon  further  inquiry  was  informed  that  Clegg  was  also  going 
abroad,  and  at  that  time  he  thought  the  information  referred  to  peti¬ 
tioner  Clegg,  but  later  it  developed  it  referred  to  Thomas  Clegg, 
brother  of  the  petitioner.  During  his  investigation  Wight  learned 
of  the  reorganization  of  the  Old  Corporation  and  the  exchange  of 
stock  and  the  Option  Agreement,  above  referred  to.  Upon  being 
informed,  within  a  few  days  prior  to  August  28,  1920,  of  petitioners’ 
intention  of  going  abroad,  said  auditor  sought  to  learn  from  the 
Holding  Corporation  whether  demand  for  the  payment  of  the  money 
29765—27 - 2 
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for  the  stock  had  been  made  by  petitioners.  Said  auditor  first  came 
in  contact  with  Harriman,  or  anyone  else  representing  the  Holding 
Corporation,  sometime  in  the  week  ending  August  28,  1920,  during 
which  week  he  was  frequently  in  touch  with  Harriman  and  Ellis. 
Said  auditor,  being  informed  of  the  election  of  petitioners  to  sell 
their  stock  under  the  Option  Agreement,  requested  Harriman  to  keep 
him  advised  of  all  the  details  concerning  the  transaction  so  that  he  or 
some  Government  representatives  might  be  present  when  the  pay¬ 
ment  was  made.  Auditor  Wight  reported  to  the  Bureau  of  Internal 
Revenue  at  Washington,  D.  C.,  the  information  he  had  obtained. 
Harrison  B.  McCawley,  Assistant  Solicitor,  was  instructed  to  do 
what  he  could  to  prevent  Kerr  and  Clegg  from  getting  out  of  the 
country  with  the  money.  Prior  to  the  week  ending  August  28,  1920, 
no  information  had  been  given  to  said  auditor  by  either  Harriman  or 
Ellis,  nor  did  said  auditor  know  either  of  said  gentlemen.  On  the 
morning  of  August  28,  1920,  said  auditor  was  informed,  by  Harri¬ 
man  or  Ellis,  that  petitioners  had  come  to  their  (the  Holding  Cor¬ 
poration’s)  office  to  tender  their  (petitioners’)  stock  and  had  de¬ 
manded  payment  therefor  in  legal  tender,  and  that  the  payment 
would  be  made  at  the  Chase  National  Bank.  Wight  then  requested  that 
they  keep  in  touch  with  him,  so  that  he,  with  others,  could  be  present 
when  the  transaction  took  place. 

Auditor  Wight,  knowing  of  petitioners’  decision  to  exercise  the 
option  to  sell  their  stock,  on  August  27,  1920,  communicated  by  tele¬ 
phone  to  the  Bureau  of  Internal  Revenue  at  Washington,  D.  C.,  the 
information  and  figures  upon  which  the  Acting  Commissioner  of 
Internal  Revenue  on  August  27,  1920,  made  a  special  or  summary 
assessment  of  income  taxes  alleged  to  be  due  from  these  petitioners. 
The  computation  of  the  tax  so  assessed  was  based  upon  the  informa¬ 
tion  and  figures  developed  in  the  investigation  of  the  affairs  of 
petitioners.  At  the  time  of  said  assessment  Wight  had  not  investi¬ 
gated  the  affairs  of  the  petitioners  as  to  their  income  tax  liability 
for  1920,  but  he  did  know  of  the  election  to  exercise  the  option  to  sell 
their  stock.  In  arriving  at  the  amount  of  tax  so  assessed  against 
each  petitioner  the  auditor  considered  both  the  reorganization  of  the 
Old  Navigation  Corporation  in  1919,  resulting  in  the  acquisition  by 
petitioners  of  new  stock  in  exchange  for  old  stock,  and  the  proposed 
sale  of  stock  to  be  made  by  petitioners  on  August  28,  1920,  and 
determined  that  upon  the  basis  of  either  transaction  the  amount  of 
tax  would  be  substantially  the  same.  The  assessment  certificates  so 
issued  by  the  Acting  Commissioner  of  Internal  Revenue  on  August 
27,  1920,  and  the  Assessment  List  attached  thereto,  purported  to  be 
an  assessment  of  additional  income  tax  in  August,  1920.  The  Assess¬ 
ment  List  purported  to  be  the  August  Special  1920  List  of  income 
tax  against  these  petitioners  and  showed  the  amount  of  tax  to  be 
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$1,501,288.20  as  due  from  each  of  the  petitioners,  or  a  total  of 
$3,002,576.40  as  due  from  both.  Opposite  the  name  of  each  peti¬ 
tioner  on  the  Assessment  List,  and  under  the  heading  of  “  Remarks,” 
appeared  the  words  and  figures  “  1920  Dummy  S.  A.  8/27/20,”  which 
meant  that  it  was  a -Special  Assessment  of  August  27,  1920,  made 
where  no  return  had  been  filed  by  the  taxpayer.  Said  assessment 
of  August  27,  1920,  purported  to  be  an  assessment  of  income  taxes 
due  from  these  petitioners  for  1920.  The  Commissioner  did  not 
declare  the  taxable  period  terminated  during  the  year  1920.  The 
said  assessment  of  August  27,  1920,  was  taken  from  Washington  to 
New  York  by  Daniel  B.  Priest,  an  Assistant  Solicitor  of  Internal 
Revenue,  and  was  received  in  the  office  of  the  Collector  of  Internal 
Revenue  for  the  Second  District  of  New  York  on  the  evening  of 
August  27,  1920.  On  August  28,  1920,  there  was  issued  by  said 
collector,  addressed  to  each  of  the  petitioners,  a  notice  and  demand 
for  the  tax  so  assessed,  subpoenas  to  appear  before  the  collector,  and 
notices  of  a  statutory  lien  for  taxes.  Said  notices  of  lien  were  on 
the  regular  Government  form  of  “  Notice  of  Tax  Lien  Under  Internal 
Revenue  Laws,”  and  asserted  the  lien  provided  for  by  Rev.  Stats., 
section  3186.  A  notice  of  lien  was  issued  as  to  each  of  the  petitioners 
for  the  income  tax  so  assessed  and  by  its  terms  was  a  lien  asserted 
against  all  property  of  the  petitioners  not  exempt  under  Rev.  Stats., 
section  3187.  Certain  of  said  notices  recited  the  “Period  of  Lia¬ 
bility  ”  as  the  year  1920  and  others  as  the  year  1919.  The  copy  of 
lien  served  on  petitioner  H.  F.  Kerr  was  substantially  as  follows : 

NOTICE  OF  TAX  LIEN  UNDER  INTERNAL  REVENUE  LAWS. 

United  States  Internal  Revenue, 

2nd  District  of  New  York,  N.  Y. 

August  28,  1920. 

Pursuant  to  the  provisions  of  an  Act  of  Congress,  approved  March  4,  1913, 
notice  is  hereby  given  that  there  have  been  assessed,  under  the  internal-revenue 
laws,  against  the  following-named  person,  firm,  or  company  taxes  (including 
penalties),  which  remain  unpaid  and  which,  with  all  costs  and  interest  are, 
under  the  provisions  of  Section  3186  of  the  Revised  Statutes  of  the  United 
States,  as  amended  by  Section  3,  Act  of  March  1,  1879,  a  lien  upon  all  property 
and  the  rights  to  property  belonging  to  the  said  delinquent,  except  only  such 
property  as  is  specially  exempted  from  such  lien  under  the  provisions  of  Sec¬ 
tion  3187  of  the  Revised  Statutes  of  the  United  States,  to  wit:  (Black  bag 
containing  approximately  $4,900,000  in  Box  3061). 

Name  of  delinquent _ _ _ H.  F.  Kerr 

Residence,  or  place  of  business _ 44  Beaver  St.  New  York,  N.  Y. 

Articles  or  occupation  subject  to  tax _ Income  Tax 

Period  of  liability _ 1920 

Amount  of  tax  assessed _ $1,501,288.20 

Additional  (penalty)  tax  assessed _ 

Date  of  receipt  of  assessment  list  by  collector _ August  27,  1920 

(Signed)  Wm.  H.  Edwards, 

Collector. 
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Wight,  McCawley,  Priest,  and  a  Mr.  Kostant,  a  deputy  collector  in 
the  office  of  the  Collector  of  Internal  Revenue  for  the  Second  District 
of  New  York,  on  the  morning  of  August  28,  1920,  went  to  the  Chase 
National  Bank,  taking  with  them  the  notices  and  other  papers  above 
mentioned,  and  were  present  in  the  bank  when  the  transaction  in¬ 
volving  the  sale  of  stock  took  place,  but  they  were  not  in  the  group 
of  men  representing  the  parties  to  the  sale  nor  was  their  presence 
known  to  petitioners.  The  Government  officials  were  stationed  at 
various  points  about  the  bank  and  the  corridor  leading  to  the  exit. 

While  waiting  for  the  arrival  of  the  bank  official  with  the  money, 
Noble  handed  the  certificates  of  stock  owned  by  petitioners  to  Ellis, 
who  again  examined  them  and  returned  them  to  Noble,  who  in  turn 
placed  them  on  the  table.  Ellis  suggested  that  receipts  be  prepared 
to  be  executed  by  the  petitioners  upon  payment  of  the  purchase  price, 
but  Noble  advised  him  that  no  receipts  would  be  given  and  that  the 
Holding  Corporation  was  not  entitled  to  any  receipts  for  the  money. 
Thereupon  Ellis  said,  “Well,  Mr.  Noble,  of  course  if  you  are  not 
going  to  give  us  any  receipts,  we  will  make  this  payment  to  Mr.  Kerr 
and  to  Mr.  Clegg  personally.  We  have  got  witnesses  for  that  at 
least.”  Noble  protested  vigorously  against  this  procedure.  In  a 
short  time  the  bank  officials  appeared  with  the  money  and  placed  it 
in  two  piles  or  stacks  on  the  table.  Thereupon  Noble  said,  “Well, 
we  are  ready  to  close,”  and  Ellis  replied,  “  You  know,  Mr.  Noble, 
what  I  told  you.  Mr.  Kerr  and  Mr.  Clegg  must  come  up  here  and 
tender  their  stock  and  get  the  money  if  they  want  it.”  Noble  again 
protested  against  such  a  procedure  and  asserted  that  he,  as  attorney, 
was  authorized  to  act  for  petitioners.  Noble  inquired  if  they  might 
count  the  money,  to  which  Ellis  agreed  that  they  might. 

Ellis  picked  up  from  the  table  the  certificates  of  stock  belonging 
to  petitioner  Kerr  and  asked  Kerr  if  he  tendered  the  shares  of  stock 
therein  recited,  and  demanded  payment  therefor,  pursuant  to  the 
terms  of  said  Option  Agreement.  Kerr  replied  that  he  did.  There¬ 
upon  Ellis  picked  up  one  stack  of  the  money,  stating  that  the  Holding 
Corporation,  pursuant  to  said  Option  Agreement,  thereby  paid  to 
him  the  money  (naming  the  amount)  for  his  stock,  and  handed  it  to 
petitioner  Kerr,  who  immediately  placed  it  on  the  table  in  front  of 
Noble.  Ellis  thereupon  put  the  certificates  of  stock  which  had  be¬ 
longed  to  Kerr  in  his  pocket.  Ellis  then  picked  up  the  certificates 
of  stock  belonging  to  petitioner  Clegg  and  asked  Clegg  if  he  tendered 
the  shares  of  stock  therein  recited,  and  demanded  payment  therefor, 
pursuant  to  the  terms  of  said  Option  Agreement.  Clegg,  after  some 
delay  and  evasion,  replied  that  he  did,  whereupon  Ellis  picked  up  the 
second  stack  of  money,  stating  that  the  Holding  Corporation,  pur¬ 
suant  to  said  Option  Agreement,  thereby  paid  to  him  the  money 
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(naming  the  amount)  for  his  stock,  and  handed  it  to  petitioner 
Clegg,  who  immediately  placed  it  on  the  table  in  front  of  Noble. 
Ellis  then  put  the  certificates  of  stock  which  had  belonged  to  Clegg 
in  his  pocket,  and,  with  the  others  of  his  party  representing  the 
Holding  Corporation,  withdrew  some  distance  from  the  table  and 
prepared  to  leave  the  bank.  Noble  and  his  associate,  Scammell,  pro¬ 
ceeded  to  count  the  money.  Petitioners  Kerr  and  Clegg,  after  plac¬ 
ing  the  money  on  the  table  in  front  of  Noble,  withdrew  from  the 
table  and  started  to  leave  the  bank  to  return  to  their  offices.  As 
the  petitioners  were  leaving  the  bank  and  just  as  they  reached  the 
outer  door  opening  onto  the  street  from  the  corridor  of  the  bank, 
they  were  stopped  by  the  Government  officials  waiting  there  and 
served  with  notices  and  demands  for  taxes,  subpoenas  to  appear  be¬ 
fore  the  Collector  of  Internal  Revenue,  and  notices  of  a  statutory 
lien. 

The  notice  and  demand  for  taxes  asserted  that  taxes  in  the  amount 
of  $1,501,288.20  has  been  assessed  against  each  petitioner  and  de¬ 
manded  immediate  payment  of  such  tax.  The  petitioners  then  re¬ 
turned  to  the  table  in  the  banking  room  and  handed  the  papers  served 
on  them  to  their  attorneys.  Upon  inquiry  by  their  attorneys  peti¬ 
tioners  protested  that  they  did  not  owe  any  taxes.  Noble  inquired 
of  Priest  what  these  notices  meant  and  was  advised  that  they  were 
notices  of  an  assessment  of  additional  taxes  for  1919.  Noble  and 
Scammell  then  continued  counting  the  money  and  on  conclusion 
found  it  correct  in  amount.  The  money  was  placed  in  a  black  bag 
belonging  to  Thomas  Clegg,  specifically  brought  for  this  purpose. 
McCawley  approached  the  table  and  served  a  notice  of  lien  for  taxes 
on  Noble  and  also  pasted  a  similar  notice  on  the  bag  containing  the 
money.  At  that  time  the  money  was  in  the  bag  and  in  reply  to  an 
inquiry  from  McCawley,  Noble  stated  that  the  money  was  in  his 
(Noble’s)  possession.  Petitioners’  attorneys  sought  an  explanation 
from  McCawley  as  to  what  taxes  were  referred  to  and  were  advised 
that  they  were  for  additional  income  taxes  for  1919. 

The  Government  officials  refused  to  permit  petitioners  or  their  at¬ 
torneys  to  remove  the  money  to  their  personal  safe  or  vault  and 
insisted  that  the  matter  must  remain  in  the  same  situation  as  then 
existed.  Petitioner  Clegg  then  arranged  with  the  Equitable  Safe 
Deposit  Co.  for  a  box  in  its  vaults  in  which  to  place  the  money. 
Thomas  Clegg  took  hold  of  the  bag  containing  the  money  and  started 
as  though  to  carry  it  away  when  a  Government  official  interfered 
and  also  took  hold  of  the  bag,  and  there  was  a  scuffle  over  the  pos¬ 
session  of  it.  Accompanied  by  the  petitioners  and  their  representa¬ 
tives,  and  the  other  Government  officers,  and  with  Thomas  Clegg  and 
Kostant  jointly  carrying  the  bag,  the  party  proceeded  to  the  Equi- 
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table  Safe  Deposit  Co.  The  bag  of  money  was  placed  in  a  box  in 
the  vaults  of  that  company  and  notices  of  tax  lien  were  served  on  the 
company  and  on  its  secretary,  Frank  E.  Ryon,  and  similar  notices 
were  posted  on  the  box  and  on  the  vault  containing  the  bag  of  money. 
Said  box  was  taken  in  the  name  of  Thomas  Clegg,  brother  of  peti¬ 
tioner  Clegg,  with  Noble  as  a  deputy.  The  Government  officers  ad¬ 
vised  Ryon  not  to  allow  anyone  access  to  said  box  except  by  consent 
of  either  the  Commissioner  or  the  Collector.  On  August  31,  1920, 
McCawley  filed  copies  of  said  notices  of  lien  with  the  Clerk  of  the 
United  States  District  Court  in  New  York  City.  Thereafter  the  peti¬ 
tioners,  through  their  attorneys,  entered  into  a  series  of  negotiations 
and  conferences  with  the  Commissioner  and  Solicitor  of  Internal 
Revenue  in  an  effort  to  obtain  the  release  of  this  money  from  the 
claims  of  the  Government  and  from  the  restrictions  upon  their  use 
of  the  money  resulting  from  such  claims.  In  the  course  of  such  nego¬ 
tiations  petitioners  on  August  31,  1920,  wrote  to  Priest,  referring 
to  a  conference  held  that  day  between  Priest,  Johnson  (Solicitor  of 
Internal  Revenue),  McCawley  and  Wight,  representing  the  Govern¬ 
ment,  and  Noble  and  Kermit  Roosevelt  representing  petitioners,  in 
which  they  said,  inter  alia: 

We  really  desire  to  immediately  place  all  of  the  funds  received  by  us  in  a 
“replacement  fund”  (so-called)  so  that  we  may  acquire  American  Flag  Ships 
under  the  provisions  of  the  Jones  Bill  and  the  regulations  of  the  Shipping 
Board. 

The  Government  officials,  however,  refused  to  release  the  money 
from  the  claims  of  the  Government,  but  in  the  early  part  of  Septem¬ 
ber,  1920,  did  consent  to  the  placing  of  the  money  on  deposit,  to  be 
invested  and  reinvested  in  securities,  the  interest  and  income  there¬ 
from  to  be  paid  to  the  petitioners,  provided  that  the  principal  sum, 
and  the  securities  in  which  invested,  should  remain  subject  to  the  lien 
of  the  Government  for  taxes. 

By  letters  dated  September  7,  1920,  the  petitioners  deposited  all 
of  the  money  received  as  proceds  of  the  sale  of  stock  in  the  Empire 
Trust  Co.  upon  the  terms  and  with  the  instructions  therein  set  forth. 
By  letters  dated  September  7,  1920,  the  Empire  Trust  Co.  agreed  to 
accept  said  money  for  deposit  upon  the  terms  therein  set  forth,  and 
by  further  letters  of  the  same  date  acknowledged  receipt  of  said 
money.  By  letters  also  dated  September  7,  1920,  the  Collector  of 
Internal  Revenue  for  the  Second  District  of  New  York  consented  to 
the  delivery  of  the  money  by  the  Equitable  Safe  Deposit  Co.  to  the 
Empire  Trust  Co.  Said  letters  of  September  7,  1920,  were  identical 
in  all  particulars  with  respect  to  each  of  the  petitioners,  except  as  to 
the  name  of  the  petitioner  and  the  amount  of  money  transferred,  the 
amount  belonging  to  petitioner  Kerr  being  $100  more  than  the 


(1073) 


H.  F.  KERR  ET  AL. 


1083 


amount  belonging  to  petitioner  Clegg.  The  following  are  copies  of 
the  letters  dated  September  7,  1920,  written  by  the  above  named  par¬ 
ties  with  reference  to  the  transfer  of  the  money  belonging  to  peti¬ 
tioner  Clegg : 

September  7th,  1920. 

Collector  of  Internal  Revenue, 

Second  District  of  New  York, 

Custom  House  Building, 

New  York  City,  N.  Y. 

Dear  Sir: 

It  is  our  understanding  that  there  is  now  in  the  possession  of  the  Equitable 
Safe  Deposit  Company  of  New  York  the  sum  of  $2,456,859.80  in  currency  be¬ 
longing  to  Mr.  A.  E.  Clegg,  104  Eighth  Avenue,  Brooklyn,  N.  Y.,  and  that  the 
said  Safe  Deposit  Company  was  served  with  notice  of  a  lien  in  the  amount  of 
$1,501,288.20  for  alleged  unpaid  income  tax  assessed  against  Mr.  Clegg  on 
August  27,  1920,  which  notice  of  lien  was  served  under  date  of  August  28, 
1920. 

It  is  our  further  understanding  that  Mr.  Clegg  has  requested  you  to  permit 
the  transfer  of  the  above  mentioned  fund  from  the  Equitable  Safe  Deposit 
Company  of  New  York  to  the  Empire  Trust  Company  to  invest  and  reinvest, 
including  the  loaning  of  the  same  on  call  loans  (no  investments,  however,  to 
be  made  in  securities  and  enterprises  in  which  Mr.  Clegg  is  personally  inter¬ 
ested)  and  to  continue  such  investments  and  reinvestments  from  time  to  time. 

Mr.  Clegg  has  assured  us  that  he  intends  to  become  a  fully  naturalized 
American  citizen  in  the  course  of  the  next  few  months,  and  he  has  further 
assured  us  that  it  is  his  desire,  expectation  and  intention  to  arrange  to  have 
this  money  invested  in  American  flag  ships  under  the  provisions  of  the  Jones 
Bill  and  such  regulations  as  the  Shipping  Board  shall  establish,  it  being  his 
desire  that  this  fund  shall  constitute  a  “  replacement  fund  ”  so-called. 

In  consideration  of  your  granting  Mr.  Clegg's  request,  we  hereby  undertake 
the  following. 

1.  We  will  hold  the  above  mentioned  fund  and  the  securities  in  which  the  same 
may  from  time  to  time  be  invested,  at  all  times  subject  to  the  above  mentioned 
lien  and  also  subject  to  any  additional  lawful  liens  that  may  be  imposed  by 
law  within  the  next  ninety  days  with  respect  to  said  fund. 

2.  We  assure  you  further  that  if  the  above  transfer  is  made  the  fund  in 
question  will  be  invested  and  reinvested,  including  the  loaning  of  the  same  on 
“call  loans”  (no  investments  to  be  made  in  securities  or  enterprises  in  which 
Mr.  Clegg  is  personally  interested)  by  us  in  such  a  way  as  will  at  all  times 
protect  the  interests  of  the  United  States  Government  as  well  as  the  interest  of 
Mr.  Clegg  in  maintaining  the  fund  at  its  maximum  amount. 

3.  We  agree  that  no  part  of  the  above  named  fund  will  be  subject  to  check 
or  draft  by  Mr.  Clegg  or  anybody  acting  under  authority  from  him,  or  will 
be  withdrawn  by  him  or  any  of  his  agents  or  by  anyone  at  any  time  before 
the  above  mentioned  lien  or  any  lawful  lien  which  may  be  imposed  within 
the  next  ninety  days  is  duly  removed  or  before  authority  of  such  withdrawal 
is  given  by  you  or  by  the  Commissioner  of  Internal  Revenue,  whichever  event 
shall  the  earlier  occur. 

4.  We  further  agree  that  if,  after  consideration  of  the  claim  for  abatement 
of  the  above  mentioned  assessment  which  we  understand  will  be  duly  filed 
by  Mr.  Clegg  the  Commissioner  of  Internal  Revenue  acting  in  pursuance  of 
law  should  direct  you  as  Collector  of  Internal  Revenue  to  make  demand  for 
the  payment  of  the  tax  as  assessed,  we  will  pay  to  you  out  of  the  fund  in 
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question  the  amount  of  such  assessment,  it  being  understood,  however,  that 
Mr.  Clegg  does  not  waive  his  right  to  make  payment  under  protest,  or  othei 
lawful  right. 

If  you  decide  to  accede  to  the  above  mentioned  request  of  Mr.  Clegg,  we 
will  advise  you  of  the  receipt  of  said  fund  and  will  from  time  to  time  make 
any  reports  which  may  be  requested  by  you  as  to  the  amount  and  status  of 
such  fund. 

Respectfully,  Empire  Trust  Company, 

(Signed)  LeRoy  W.  Baldwin,  President. 

September  7th,  1920. 

Equitable  Safe  Deposit  Company  of  New  York, 

43  Exchange  Place, 

New  York  City,  N.  Y. 

Dear  Sirs : 

It  having  been  represented  to  me  that  Mr.  A.  E.  Clegg,  who  has  deposited 
in  Box  No.  3081  of  your  institution  the  sum  of  Two  million,  four  hundred 
fifty-six  thousand,  eight  hundred  fifty-nine  and  80/100  dollars  subject  to  lien 
imposed  by  law  upon  the  failure  of  Mr.  Clegg  to  pay  additional  income  tax 
for  the  year  1919,  assessed  under  date  of  August  27th,  1920,  proposes  to  place 
such  fund  in  the  hands  of  the  Empire  Trust  Company,  120  Broadway,  New 
York  City,  for  investment  and  reinvestment  including  loaning  the  same  on  “  call 
loans,”  and  the  said  Empire  Trust  Company  having  advised  me  that  they  will 
accept  such  fund  subject  to  the  lien  now  imposed  and  any  other  lien  which  may 
be  imposed  upon  such  fund  within  ninety  days,  this  authorizes  you  to  deliver 
said  fund  to  the  Empire  Trust  Company  and  if  such  delivery  is  made  relieves 
you  from  any  liability  which  may  have  been  incurred  by  you  upon  receipt  of 
notice  of  the  above  named  lien. 

Respectfully,  (Signed)  Wm.  H.  Edwards, 

Collector  of  Internal  Revenue, 

Second  District  of  New  York. 

Sept.  7,  1920. 

Empire  Trust  Company, 

120  Broadway,  „ 

New  York,  N.  Y. 

Dear  Sirs : 

I  hand  you  herewith  $2,456,859.80,  which  I  request  you  to  invest  and  reinvest, 
including  the  loaning  of  the  same  on  call  loans,  (no  investments,  however,  to  be 
made  in  securities  in  enterprises  in  which  I  am  personally  interested),  and  to 
continue  such  investments  and  reinvestments,  from  time  to  time,  holding  the 
same  and  the  securities  acquired ;  subject,  nevertheless,  to  a  lien  dated  August 
28th,  1920,  for  $1,501,288.20,  based  upon  an  assessment  dated  August  27th,  1920, 
made  by  the  Commissioner  of  Internal  Revenue  for  alleged  unpaid  income  tax. 

Within  the  next  thirty  days  approximately,  I  expect  to  give  you  further 
instructions  in  respect  to  the  foregoing  funds,  my  desire,  expectation  and  inten¬ 
tion  being  to  arrange  to  have  this  money  invested  in  American  Flag  Ships 
under  the  provisions  of  the  Jones  Bill  and  the  regulations  which  the  Shipping 
Board  shall  establish. 

I  am  expecting  to  have  conferences  with  the  Commissioner  of  Internal  Reve¬ 
nue,  and  other  proper  United  States  authorities,  to  arrive  at  a  conclusion  in 
respect  to  the  assessment  and  lien  above  referred  to  and  will  upon  the  con¬ 
clusion  of  those  conferences  give  you  further  instructions. 
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Will  you  please  advise  the  Collector  of  Internal  Revenue  for  the  Second 
District  of  New  York,  that  you  hold  the  above  funds  subject  to  the  aforesaid 
assessment  and  lien  and  send  him,  if  you  will,  a  copy  of  this  letter  for  his 
information  ? 

Yours  very  truly,  (Signed)  A.  E.  Clegg. 

September  7,  1920. 

A.  E.  Clegg,  Esq., 

104  Eighth  Avenue, 

Brooklyn,  New  York. 

Dear  Sir : 

We  acknowledge  the  receipt  from  the  Equitable  Safe  Deposit  Company  for 
your  account  of  Two  million  four  hundred  and  fifty-six  thousand  eight  hundred 
and  fifty -nine  dollars  and  eighty  cents  ($2,456,859.80)  which  we  are  to  hold 
and  invest  and  reinvest  subject  to  the  terms  of  your  letter  of  even  date,  of 
which  a  copy  is  hereto  attached,  and  to  the  terms  of  our  letter  of  today  to  Mr. 
William  H.  Edwards,  Collector  of  Internal  Revenue,  of  which  a  copy  is  also 
attached.  We  shall  render  to  you  from  time  to  time  the  interest  and  income 
therefrom  less  our  commission. 

Respectfully,  Empire  Trust  Company, 

(Signed)  LeRoy  W.  Baldwin,  President. 

September  7th,  1920. 

William  H.  Edwards,  Esq., 

Collector  of  Internal  Revenue, 

2nd  District  of  New  York, 

Custom  House,  New  York  City,  N.  Y. 

Dear  Sir: 

We  have  today  received  from  the  Equitable  Safe  Deposit  Company  the  sum 
of  Two  million  four  hundred  fifty-six  thousand  eight  hundred  and  fifty-nine 
dollars  and  eighty  cents  ($2,456,859.80)  belonging  to  Mr..  A.  E.  Clegg  which  we 
agree  to  hold  and  invest  and  reinvest  as  instructed  in  Mr.  Clegg’s  letter  of  even 
date,  of  which  we  enclose  a  copy.  We  understand  that  this  money  is  subject  to 
a  lien  imposed  on  the  basis  of  an  assessment  of  additional  income  tax  against 
Mr.  Clegg  for  the  year  1919,  and  wTe  shall  hold  the  same  subject  to  the  terms 
of  our  other  letter  to  you,  of  today,  in  the  same  matter. 

Respectfully,  Empire  Trust  Company, 

(Signed)  LeRoy  W.  Baldwin,  President. 

In  addition  to  the  foregoing  letters,  on  the  same  day  each  of  the 
petitioners  also  addressed  letters  identical  in  form  with  each  other 
to  the  Empire  Trust  Co.  with  reference  to  the  letters  of  that  com¬ 
pany  to  the  Collector  of  Internal  Revenue  setting  forth  the  terms 
upon  which  the  money  would  be  received  for  deposit.  The  following 
is  a  copy  of  the  letter  of  petitioner  Clegg : 

September  7,  1920. 

Empire  Trust  Company, 

120  BroadwTay, 

New  York,  N.  Y. 

Dear  Sirs : 

Referring  to  your  letter  of  even  date  to  the  Collector  of  Internal  Revenue, 
Second  District  of  New  York,  I  consent  without  waiving  any  legal  rights  against 
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the  Collector  of  Internal  Revenue  or  the  United  States  Government,  to  the  de¬ 
livery  by  you  of  the  same  and  to  the  terms  thereof,  upon  the  distinct  under¬ 
standing  and  condition  that  you  are  to  give  five  (5)  days’  notice,  in  wilting, 
addressed  to  the  office  of  my  attorneys,  Messrs.  Noble,  Morgan  and  Scammell, 
115  Broadway,  New  York  City,  N.  Y.,  of  any  proposed  payment  of  any  part  of 
the  moneys  referred  to  therein  to  the  Collector  of  Internal  Revenue,  in  order 
that  I  may  properly  protest  against  the  said  payment  and  otherwise  preserve 
all  my  legal  rights. 

Very  truly  yours,  (Signed)  A.  E.  Clegg. 

The  entire  proceeds  of  the  sale,  amounting  to  $4,913,819.60,  was 
originally  deposited  in  one  account  under  the  title  “  Account  of  Col¬ 
lector  of  Internal  Revenue,  Second  District  of  N.  Y.,  a/c  Kerr- 
Clegg.”  Subsequently  the  fund  was  divided  and  the  amount  be¬ 
longing  to  petitioner  Kerr  was  placed  in  a  separate  account  entitled 
“  Collector  of  Internal  Revenue,  Second  District  N.  Y.,  and  H.  F. 
Kerr.”  Similar  action  was  taken  with  reference  to  the  amount  be¬ 
longing  to  Clegg,  whose  account  was  designated  “  Collector  of  In¬ 
ternal  Revenue,  Second  District  N.  Y.,  and  A.  E.  Clegg.” 

All  of  the  money  so  deposited  by  the  petitioners,  has  remained  on 
deposit  at  the  Empire  Trust  Co.  upon  the  terms  and  conditions  con¬ 
tained  in  the  letters  set  forth  above,  with  the  exception  of  $300,000 
withdrawn  during  the  year  1921  by  each  of  the  petitioners  with  the 
consent  of  the  Bureau  of  Internal  Revenue.  All  interest  and  income 
derived  from  said  money  on  deposit  and  the  securities  in  which  in¬ 
vested  has  been  paid  to  the  petitioners. 

On  September  7,  1920,  the  Collector  of  Internal  Revenue  issued  to 
and  served  upon  each  of  the  petitioners  a  second  notice  and  demand 
for  taxes  assessed,  with  a  penalty  of  5  per  cent  on  the  amount  of 
taxes  named,  to  wit,  $1,501,288.20.  On  September  15,  1920,  the  peti¬ 
tioners  each  filed  with  the  Collector  of  Internal  Revenue  a  claim  for 
abatement  of  the  taxes  so  assessed  against  each  of  them.  On  October 
1,  1920,  the  Commissioner,  in  reply  to  a  request  for  information  as  to 
the  basis  of  said  assessments,  addressed  identical  letters  to  each  of  the 
petitioners,  a  copy  of  the  letter  sent  to  petitioner  Clegg  being  as 
follows : 

October  1,  1920. 

Mr.  Alfred  E.  Clegg, 

44  Beaver  Street, 

New  York,  New  York. 

Sir: 

Complying  with  the  request  of  Messrs.  Noble,  Morgan  &  Scammell,  your 
attorneys,  you  are  advised  that  the  recent  assessment  against  you  for  addi¬ 
tional  income  tax  for  the  year  1919  was  based  upon  the  following  facts : 

Subsequent  to  March  1,  1913,  you  purchased  shares  of  stock  in  the  Kerr 
Navigation  Corporation,  organized  and  existing  under  the  laws  of  the  state 
of  New  York.  During  the  year  1919  this  corporation  sold  all  of  its  assets  to 
the  American  Ship  and  Commerce  Navigation  Corporation,  also  organized  and 
existing  under  the  laws  of  the  state  of  New  York,  and  received  in  payment 
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therefor  slightly  less  than  a  majority  of  the  outstanding  shares  of  capital 
stock  of  that  corporation.  Subsequently  to  this  sale  the  Kerr  Navigation 
Corporation  was  dissolved,  and  in  the  course  of  that  dissolution  you  received 
as  liquidating  dividends  a  pro  rata  number  of  shares  of  stock  in  the  American 
Ship  and  Commerce  Navigation  Corporation,  which  shares  of  stock  were  of  a 
fair  market  value,  when  received  by  you,  in  excess  of  the  cost  of  your  shares 
of  stock  in  the  Kerr  Navigation  Corporation. 

This  excess  was,  under  the  authority  of  Section  201(c)  of  the  Revenue  Act 
of  1918,  and  the  Rules  and  Regulations  adopted  by  this  Bureau  pursuant 
thereto,  income  for  the  year  1919,  and  should  have  been  included  by  you  in 
your  original  return  for  that  year. 

Respectfully,  (Signed)  Wm.  M.  Williams, 

Commissioner. 

In  September,  1920,  the  Commissioner  made  an  assessment  against 
the  Kerr  Navigation  Corporation  of  additional  income  and  profits 
taxes  totaling  $6,517,795.48,  and  on  September  8,  1920,  the  Collector 
of  Internal  Revenue,  Second  District  of  New  York,  issued  to  the 
Kerr  Navigation  Corporation  notices  and  demands  for  the  addi¬ 
tional  taxes  so  assessed.  On  September  15,  1920,  the  Kerr  Navi¬ 
gation  Corporation  filed  claims  for  abatement  of  these  additional 
taxes.  The  Commissioner  upon  consideration  of  said  claims  for 
abatement  allowed  said  claims  in  part  and  redetermined  the  addi¬ 
tional  taxes  due  to  be  $1,381,530.85.  The  Kerr  Navigation  Corpo¬ 
ration  then  submitted  to  the  Commissioner  an  offer  of  compromise 
in  settlement  of  said  taxes,  and  on  July  7,  1923,  the  Solicitor  of 
Internal  Revenue  advised  the  Kerr  Navigation  Corporation,  through 
their  attorneys,  that  the  Commissioner  had  decided  to  accept  $900,000 
in  compromise  of  said  additional  income  and  profits  taxes.  The 
case  was  thereafter  closed  by  the  payment  of  $900,000  by  the  Kerr 
Navigation  Corporation. 

After  the  deposit  of  the  funds  in  the  Empire  Trust  Co.  the  peti¬ 
tioners  continued  their  efforts  to  obtain  the  release  of  their  money 
from  the  claims  of  the  Government  and  declared  their  intention  to 
invest  said  money  in  the  building  of  new  ships  in  American  ship¬ 
yards  so  as  to  bring  themselves  within  the  provisions  of  section  23 
of  the  Merchant  Marine  Act  of  1920.  On  October  13,  1920,  each 
of  the  petitioners  addressed  identical  letters  to  the  Commissioner, 
enclosing  therewith  identical  letters  addressed  on  the  same  date  by 
each  of  them  to  the  United  States  Shipping  Board  and  the  Col¬ 
lector  of  Internal  Revenue.  A  copy  of  the  letter  and  enclosures 
forwarded  by  petitioner  Clegg  is  as  follows : 

October  13,  1920. 

Honorable  William  M.  Williams, 

Commissioner  of  Internal  Revenue, 

Washington,  D.  C. 

Dear  Sir : 

In  the  Matter  of  the  Assessment  of  $1,501,288.20  against  A.  E.  Clegg  for 
Additional  Income  Tax  for  the  year  1919. 
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On  September  7,  1920  there  was  placed  in  the  hands  of  the  Empire  Trust 
Company  of  New  York  the  sum  of  $2,456,859.80,  such  sum  representing  the 
gross  proceeds  arising  from  the  sale  of  an  interest  in  ten  ships,  each  docu¬ 
mented  under  the  laws  of  the  United  States,  built  prior  to  January  1,  1914, 
such  sale  having  been  made  by  selling  on  the  28th  of  August  1920  certain 
shares  of  stock  of  Kerr  Navigation  Corporation  (in  whose  name  the  said  ships 
were  documented).  The  sum  above  mentioned  was  subject  to  the  claim  of  the 
Government  for  an  alleged  lien  on  account  of  the  above  mentioned  assessment 
for  additional  income  tax  for  the  year  1919.  This  transfer  of  funds  was  the 
subject  of  letters  dated  the  7th  of  September  1920,  copies  of  all  of  which  are 
on  file  with  you. 

Relative  to  the  fund  above  mentioned  I  have  written  the  United  States  Ship¬ 
ping  Board  a  letter  dated  the  15th  of  September  1920  which  letter  is  set  out 
in  full  below  viz. : 

September  15,  1920. 

United  States  Shipping  Board, 

Admiral  W.  S.  Benson,  Chairman, 

Washington,  D.  C.  ’ 

Gentlemen : 

I,  the  undersigned,  A.  E.  CLEGG,  have  sold  my  interest  in  10  ships,  each 
documented  under  the  laws  of  the  United  States,  built  prior  to  January  1,  1914, 
by  selling,  on  August  29,  1920,  certain  shares  owned  by  me  of  the  stock  of  Kerr 
Navigation  Corporation  (in  whose  name  the  said  ships  were  documented),  and 
I  desire  to  invest  the  entire  proceeds,  available,  arising  from  the  said  sale  in 
the  building  of  new  ships  in  American  ship  yards,  such  ships  to  be  documented 
under  the  laws  of  the  United  States  and  to  be  of  the  type  approved  by  the 
United  States  Shipping  Board. 

On  September  7th,  1920,  I  placed  the  gross  proceeds  ($2,456,859.80)  arising 
from  the  sale  of  my  interest  in  the  said  ships,  in  the  hands  of  the  Empire 
Trust  Company  of  New  York,  accompanied  by  a  letter  in  the  course  of  which 
I  said : 

“  Within  the  next  thirty  days  approximately  I  expect  to  give  further  instruc¬ 
tions  in  respect  to  the  foregoing  fund,  my  desire,  expectation  and  intention 
being  to  arrange  to  have  this  money  invested  in  American  flag  ships  under  the 
provisions  of  the  Jones  Bill  and  the  regulations  which  the  Shipping  Board  shall 
establish.” 

The  proposed  investment  is  intended  to  be  made  pursuant  to  the  provisions 
of  Section  23  of  the  Merchant  Marine  Act  1920  (otherwise  known  as  the  Jones 
Bill)  which  provides  in  the  second  paragraph  thereof  as  follows: 

“  That  during  the  period  of  ten  years  from  the  enactment  of  this  Act  any 
person  a  citizen  of  the  United  States  who  may  sell  a  vessel  documented  under 
the  laws  of  the  United  States  and  built(  prior  to  January  1,  1914,  shall  be 
exempt  from  all  income  taxes  that  would  be  payable  upon  any  of  the  proceeds 
of  such  sale  under  Title  I,  Title  II  and  Title  III  of  the  Revenue  Act  of  1918  if 
the  entire  proceeds  thereof  shall  be  invested  in  the  building  of  new  ships  in 
American  shipyards,  such  ships  to  be  documented  under  the  laws  of  the  United 
States  and  to  be  of  a  type  approved  by  the  board.” 

I  desire  and  intend  to  claim  in  respect  to  the  proceeds  of  the  sale  above 
mentioned  the  exemption  provided  for  by  Section  23  above,  and  to  do  all 
things  necessary  to  entitle  myself  to  this  exemption ;  and  in  order  that  I  may 
to  this  extent  aid  in  developing  and  encouraging  the  maintenance  of  American 
flag  ships,  may  I  not  count  upon  the  cooperation  and  aid  of  the  Shipping  Board 
within  the  meaning  of  the  Jones  Bill,  to-wit,  the  upbuilding  of  American  Mer- 
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chant  Marine,  that  it  will  so  formulate  its  rules  and  regulations  as  w'ill  jiermit 
the  investment  of  the  fund  above  mentioned  in  American  flag  ships. 

I  am  having  plans  prepared  for  the  type  of  ships  in  which  to  make  this 
investment,  which  as  soon  as  ready,  I  will  submit  for  approval  pursuant  to  the 
provisions  of  the  above  mentioned  Section  23. 

It  is  not  likely  that  the  new  ships,  in  the  building  of  which  I  propose  to 
invest  the  proceeds  of  the  sale  above  mentioned,  can  be  completed  before  the 
15th  of  March  1921,  which  is  the  date  on  which  returns  of  income  for  the  year 
1920  are  required  to  be  filed  under  the  Revenue  Act  of  1918.  Accordingly  it 
is  not  likely  that  the  making  of  the  investment  can  be  completed  directly,  by 
the  15th  of  March  1921.  It  seems  probable  that  the  provisions  of  the  first 
paragraph  of  Section  23  of  the  Merchant  Marine  Act  1920  providing  for 
the  setting  aside  of  funds,  under  Rules  and  Regulations  to  be  made  by  the 
Board,  in  a  replacement  or  trust  fund  for  investment,  is  intended  to  apply  to 
a  case  such  as  this  where  it  may  be  impossible  to  invest  the  proceeds  of  the 
sale  above  mentioned  prior  to  the  time  for  the  filing  of  the  next  income  tax 
return.  Accordingly  will  you  t>lease  let  me  know  the  rules  and  regulations 
which  have  been  made  by  the  United  States  Shipping  Board  relative  to  the 
setting  aside  of  such  funds  for  investment  as  above  mentioned.  If  no  such 
rules  and  regulations  have  yet  been  made,  I  beg  to  request  you  to  either 
promulgate  the  necessary  rules  and  regulations  or  advise  me  as  to  your  require¬ 
ments  relative  to  the  investment  of  the  proceeds  of  the  sale  above  mentioned, 
in  a  replacement  or  trust  fund  for  the  purpose  of  being  invested  in  the  building 
of  new  ships  in  American  shipyards,  such  ships  to  be  documented  under  the 
laws  of  the  United  States  and  to  be  of  a  type  approved  by  the  Board. 

Will  you  please  advise  me  what  regulations  have  been  worked  out  between 
the  Treasury  and  the  Shipping  Board  to  facilitate  this  purpose? 

All  of  the  vessels  owned  by  the  Kerr  Navigation  Corporation  are  documented 
under  the  laws  of  the  United  States  and  were  built  x>rior  to  January  1,  1914. 
The  Kerr  Navigation  Corporation  is  incorporated  under  the  laws  of  the  State 
of  New  York  under  the  special  provisions  thereof  relating  to  navigation  cor¬ 
porations.  Its  sole  business  is  that  of  operating  ocean  going  steamships.  This 
same  situation  existed  at  the  time  of  the  sale  made  by  me  as  above  stated  of 
certain  shares  of  stock  of  the  Kerr  Navigation  Corporation. 

At  the  beginning  of  1916,  my  associate,  Mr.  H.  F.  Kerr,  and  I  organized  the 
Kerr  Steamship  Line  (a  partnership).  We  developed  a  large  business  and 
early  placed  at  the  disposal  of  the  Shipping  Board  our  shipping  organization 
and  agency  facilities  in  Europe  and  elsewhere.  We  were  able  to  make  our 
business  grow  very  rapidly  and  on  June  1st,  1917,  we  organized  the  Kerr 
Steamship  Company,  Inc.,  which  took  over  the  business  and  assets  of  the  Kerr 
Steamship  Line. 

At  or  about  this  time  we  got  together  a  group  of  associates  and  with  them 
and  the  Kerr  Steamship  Company,  Inc.,  arranged  for  the  purchase  of  eight 
Austrian  ships,  the  title  of  which  was  on  July  17th,  1917,  taken  by  the  Kerr 
Navigation  Corporation,  then  organized.  These  ships  carried  war  supplies  to 
Europe  throughout  the  war,  some  of  them  being  requisitioned  for  a  time  by 
General  Pershing  in  Europe  and  all  being  requisitioned  in  turn  by  the  Shipping 
Board.  During  the  war  I  served  on  the  Shipping  Board  and  Shipping  Control 
Committee  as  manager  of  trans-Atlantic  and  trans-Pacific  trade,  and  after  the 
Armistice  was  the  first  Assistant-Director  of  Operations  to  be  appointed  in 
New  York  for  the  Atlantic  Coast. 

In  1919  my  associates  above  mentioned  and  myself  assisted  in  bringing  about 
a  reorganization  of  the  Kerr  Navigation  Corporation  for  the  purpose  of  secur- 
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ing  additional  capital  to  be  invested  in  the  purchase  of  additional  American 
flag  ships.  In  accordance  with  the  plan  of  reorganization,  the  eight  former 
Austrian  ships  above  mentioned  were  turned  over  to  the  new  corporation 
which  also  secured  new  capital  to  the  extent  of  $7,600,000.  This  new  corpora¬ 
tion  assumed  the  name  of  the  Kerr  Navigation  Corporation  (which  was  there¬ 
upon  dissolved),  carried  on  the  business  formerly  done  by  that  corporation, 
and,  with  part  of  the  new  capital  provided  in  the  reorganization,  purchased 
from  the  United  States  Shipping  Board  three  other  ships  so  that  it  is  now  the 
owner  of  ten  American  flag  ships  (one  of  the  original  eight  ships  having  been 
lost  at  sea). 

My  associates  and  I,  with  others,  were  also  instrumental  in  acquiring  other 
foreign  ships  for  the  American  flag,  which  carried  war  supplies  to  Europe 
during  the  war.  I  make  mention  of  these  facts  in  order  that  the  identification 
of  myself,  Mr.  Kerr,  and  of  my  other  associates  and  the  Kerr  Steamship  Com¬ 
pany,  Inc.,  with  the  upbuilding  of  the  American  Merchant  Marine  may  be 
recalled  to  your  attention.  My  purpose  to  devote  the  proceeds  from  the  sale 
of  my  interest  in  the  ships  of  the  Kerr  Navigation  Corporation  on  August  29th, 
1920,  is  merely  to  further  carry  out  the  efforts  which  my  associates  and  I 
have  made  in  developing  shipping  for  American  flag  ships. 

Shortly  after  the  11th  of  November  1920  I  shall  be  entitled  to  become  and 
expect  and  intend  to  become  a  fully  naturalized  American  citizen.  My  first 
citizenship  papers  were  taken  out  immediately  after  the  signing  of  the  Armi¬ 
stice,  November  11,  1918.  All  of  my  business  interests  are  in  the  United  States, 
and  I  am  and  have  been  actively  engaged  in  the  steamship  business  and  expect 
to  continue  to  be  during  the  remainder  of  my  life ;  furthermore,  I  reside  and 
expect  to  reside  in  the  Ur  ited  States  for  the  rest  of  my  life. 

If  arrangements  can  be  made  with  the  Shipping  Board  for  the  appropriate 
dedication  of  the  funds  mentioned  in  new  American  Ships,  the  building  of  the 
ships  will  not  have  been  completed  before  I  shall  have  become  an  American 
citizen  and  the  purpose  of  the  Act  of  Congress  in  the  maintenance  and  upbuild¬ 
ing  of  the  American  Merchant  Marine  will  be  kept  in  view  and  this  purpose  and 
object  attained  as  the  primary  end  of  the  law,  as  well  as  my  own  object,  upon 
the  working  out  of  an  appropriate  method  of  having  these  funds  invested  as 
above  mentioned. 

My  associate,  Mr.  Kerr,  is  making  a  similar  application  in  respect  to  the 
$2,456,959.80  received  by  him  as  the  gross  proceeds  of  the  sale  of  his  interest 
in  the  ten  ships  above  mentioned.  Will  you  be  good  enough  to  arrange  for 
conferences  needed  to  put  this  application  through? 

Respectfully  yours, 


A.  E.  Clegg. 


I  beg  to  reaffirm,  in  this  letter  to  you,  all  of  the  statements  made  in  my  letter 
to  the  United  States  Shipping  Board  which  is  set  out  in  full  above. 

Attached  hereto  is  a  copy  of  a  letter  of  even  date  herewith,  which  I  am 
writing  to  the  Honorable  William  H.  Edwards,  Collector  of  Internal  Revenue 
for  the  Second  District  of  New  York,  relative  to  this  matter. 

I  hereby  claim,  in  respect  to  the  $2,456,859.80  above  mentioned,  the  exemption 
provided  for  by  Section  23  of  the  Merchant  Marine  Act  1920.  This  section  is 
set  forth  in  the  above  copy  of  my  letter  to  the  Shipping  Board.  I  desire  to 
do  all  things  necessary  to  entitle  myself  to  the  exemption  now  claimed,  and 
if  you  have  any  special  form  on  which  you  desire  to  have  the  claim  filed  I  will 
appreciate  it  if  you  will  furnish  me  such  form.  Will  you  also  kindly  let  me 
know  whether  there  are  any  other  things  which  you  would  like  to  have  done  in 
connection  with  the  filing  of  this  claim  for  the  exemption  above  mentioned. 


(1073) 


H.  F.  KERR  ET  AL. 


1091 


I  desire  a  hearing  on  this  claim  before  any  action  is  taken  or  conclusion 


reached  by  you. 

Section  23  of  the  Merchant  Marine  Act  1920  apparently  contemplates  co¬ 
ordinated  action  by  the  United  States  Shipping  Board,  the  Treasury  Depart¬ 
ment  and  the  Commissioner  of  Internal  Revenue.  Accordingly  I  request  that 
you  take  all  action  necessary  in  connection  with  the  Treasury  Department  and 
the  Shipping  Board  in  order  tb  arrange  for  a  full  hearing  on  this  claim. 
Will  you  not  be  good  enough  to  advise  me  relative  to  such  hearing. 

My  associate,  Mr.  H.  F.  Kerr,  is  making  a  similar  claim  and  application  in 
respect  to  the  $2,456,959.80  received  as  the  gross  proceeds  of  his  interest  in  the 
ten  ships  above  mentioned. 

Respectfully  yours, 


(Signed)  A.  E.  Clegg. 


The  letter  to  the  Collector  was  as  follows : 

October  13,  1920. 

Honorable  William  H.  Edwards, 

Collector  of  Internal  Revenue, 

Second  District,  New  York, 

Custom  House,  New  York  City. 

Dear  Sir: 

In  the  Matter  of  the  Assessment  of  $1,501,288.20  against  A.  E.  Clegg  for 
Additional  Income  Tax  for  the  year  1919. 

On  September  7,  1920,  there  was  placed  in  the  hands  of  the  Empire  Trust 
Company  of  New  York  the  sum  of  $2,456,859.80,  such  sum  representing  the 
gross  proceeds  arising  from  the  sale  of  an  interest  in  ten  ships,  each  documented 
under  the  laws  of  the  United  States,  built  prior  to  January  1,  1914,  such  sale 
having  been  made  by  selling  on  the  28th  of  August  1920  certain  shares  of 
stock  of  Kerr  Navigation  Corporation  (in  whose  name  the  said  ships  were 
documented).  The  sum  above  mentioned  was  subject  to  the  claim  of  the 
Government  for  an  alleged  lien  on  account  of  the  above  mentioned  assessment 
for  additional  income  tax  for  the  year  1919.  This  transfer  of  funds  was  the 
subject  of  letters  dated  the  7th  of  September  1920,  copies  of  all  of  which  are 
on  file  with  you. 

Relative  to  the  fund  above  mentioned  I  have  written  the  United  States 
Shipping  Board  a  letter  dated  the  15th  of  September  1920  which  letter  is  set 
out  in  full  below  viz. : 

gM  »!»  Mg  Mg 
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I  beg  to  reaffirm,  in  this  letter  to  you,  all  of  the  statements  made  in  my 
letter  to  the  United  States  Shipping  Board  which  is  set  out  in  full  above. 

Attached  hereto  is  a  copy  of  a  letter  of  even  date  herewith,  which  I  am 
writing  to  the  Honorable  William  M.  Williams,  Commissioner  of  Internal 
Revenue,  Washington,  D.  C.,  relative  to  this  matter. 

I  hereby  claim  in  respect  to  the  $2,456,859.80  above  mentioned  the  exemption 
provided  for  in  Section  23  of  the  Merchant  Marine  Act  1920.  This  section  is 
set  forth  in  the  above  copy  of  my  letter  to  the  Shipping  Board.  I  desire  to  do 
all  things  necessary  to  entitle  myself  to  the  exemption  now  claimed. 

I  beg  to  request  you  to  permit  the  investment  of  the  above  mentioned  sum 
of  $2,456,859.80,  upon  which  a  lien  has  been  claimed  by  the  Govenment,  in  the 
building  of  new  American  flag  ships  as  proposed  in  my  letter  to  the  United 
States  Shipping  Board  above  set  forth,  and  as  provided  for  in  Section  23  of  the 
Merchant  Marine  Act  1920.  I  request  that  as  soon  as  the  form  of  the  invest¬ 
ment  shall  have  been  determined  and  as  soon  as  the  United  States  Shipping 
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Board  shall  have  advised  me  as  to  the  rules  and  regulations  made,  or  to  be 
made  by  them,  for  setting  aside  this  money  in  a  trust  fund  for  investment  for 
the  purposes  above  mentioned,  you  will  authorize  the  Empire  Trust  Company, 
wh  ch  now*  holds  the  fund,  to  transfer  the  same  so  as  to  make  possible  the  pro¬ 
posed  investment  in  American  flag  ships. 

As  you  will  note  from  my  letters  to  the  United  States  Shipping  Board  and 
to  the  Commissioner  of  Internal  Revenue,  I  desire  to  have  a  full  hearing  upon 
this  claim  for  exemption. 

My  associate,  Mr.  H.  F.  Kerr,  is  making  a  similar  claim  and  appl  cation  in 
respect  to  the  $2,456,959.80  received  as  the  gross  proceeds  of  the  sale  of  his 
interest  in  the  ten  ships  above  mentioned. 

Respectfully, 


(Signed)  A.  E.  Clegg. 


On  September  15,  1921,  an  extension  of  time  for  filing  having  been 
granted,  each  petitioner  filed  with  the  Collector  of  Internal  Revenue 
his  income-tax  return  for  the  calendar  vear  1920.  These  returns 
were  due,  in  the  absence  of  an  extension  granted,  on  or  before  March 
15,  1921.  Petitioners  kept  their  accounts  upon  the  cash  receipts  and 
disbursements  basis  and  made  their  tax  returns  upon  that  basis. 
Neither  of  the  petitioners  included  in  his  income  for  1920,  as  re¬ 
ported  on  said  returns,  any  amount  of  the  proceeds  from  the  afore¬ 
said  sale  of  stock  on  August  28,  1920,  but  each  attached  to  his  re¬ 
turn  an  exhibit  setting  forth  the  transaction  of  August  28,  1920,  and 
alleged  that  no  income  had  been  received  by  either  of  them  in  1920 
from  said  transaction. 

The  claims  for  abatement  of  taxes  assessed  on  August  27,  1920, 
and  designated  b}^  the  Commissioner  as  additional  income  taxes  for 
1919,  filed  by  the  petitioners  September  15,  1920,  were  referred  to  the 
Committee  on  Appeals  and  Review  of  the  Bureau  of  Internal  Reve¬ 
nue,  which  recommended  early  in  1921  that  the  assessments  be  abated 
as  to  said  year  1919.  On  February  9,  1923,  the  Commissioner  ad¬ 
vised  the  petitioners  that  their  income-tax  returns  for  1917,  1918. 
1919  and  1920  had  been  examined  and  set  forth  a  statement  of  the  re¬ 
sults  of  such  examination.  The  Commissioner  therein  advised  the 
petitioners  that  their  claims  for  abatement  of  the  assessments  of  ad¬ 
ditional  taxes  for  1919  would  be  allowed  but  that  there  were  due  ad¬ 
ditional  taxes  for  the  year  1920  upon  the  alleged  profit  derived  from 
the  sale  of  stock  on  August  28,  1920,  in  the  amount  of  $1,564,400.30 
in  the  case  of  petitioner  Kerr,  and  of  $1,529,190.19  in  the  case  of 
petitioner  Clegg.  The  Commissioner  likewise  advised  the  petitioners 
of  their  right  to  appeal,  in  accordance  with  section  250(d)  of  the 
Revenue  Act  of  1921,  within  thirty  days  and  show  cause  why  the 
additional  tax  should  not  be  paid.  The  petitioners  each  duly  filed 
an  appeal  to  the  Commissioner  and  sought  a  hearing  thereon. 

On  February  12,  1924,  before  the  petitioners  had  been  heard  on 
their  last  said  appeals,  the  Commissioner  made  an  assessment  of 
additional  income  taxes  for  1920  against  each  of  the  petitioners,  in 
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the  amount  of  $1,564,400.30  against  Kerr,  and  in  the  amount  of 
$1,529,190.19  against  Clegg.  On  February  14,  1924,  the  Commis¬ 
sioner  issued  to  each  of  the  petitioners  a  certificate  of  overassessment 
as  to  1919,  allowing  their  claims  for  abatement  of  assessments  of 
additional  income  taxes  for  said  year.  On  March  26,  1924,  the 
Collector  of  Internal  Revenue  issued  notices  and  demands  for  taxes 
to  each  of  the  petitioners,  giving  notice  of  the  assessment  of  addi¬ 
tional  income  taxes  for  1920  against  each  of  them,  the  amount 
assessed  against  Kerr  being  $1,564,400.30,  and  the  amount  assessed 
against  Clegg  being  $1,529,190.19.  The  Collector  thereby  demanded 
immediate  payment,  from  Kerr  on  the  amount  so  assessed  less  $269,- 
042.85,  or  a  net  amount  of  $1,295,357.45,  and  from  Clegg  of  the 
amount  so  assessed  less  $278,583.52,  or  a  net  amount  of  $1,250,606.67. 
The  petitioners  protested  to  the  Commissioner  against  the  assessment 
of  additional  taxes  before  they  had  been  granted’  a  hearing  on  their 
appeals,  as  provided  for  in  section  250(d)  of  the  Revenue  Act  of 
1921,  and  on  April  4,  1924,  the  Commissioner  sent  a  letter  to  the 
Collector,  admitting  that  the  assessments  had  been  made  inadver¬ 
tently  while  appeals  were  pending,  and  authorizing  and  directing 
him  to  receive  abatement  claims.  The  letter  was  as  follows : 

April  4,  1924. 

Collector  of  Internal  Revenue, 

Second  District  New  York, 

New  York,  N.  Y. 

Reference  is  made  to  an  additional  assessment  of  income  taxes  for  tlie  year 

1920  in  the  amount  of  $1,529,190.19  assessed  against  Alfred  E.  Clegg,  44  Beaver 
Street,  New  York,  N.  Y.,  the  assessment  appearing  at  page  5,  line  6,  of  the  Feb¬ 
ruary  1924  Commissioner’s  assessment  list  for  your  district,  and  also  to  an 
additional  assessment  of  income  taxes  for  the  year  1920  in  the  amount  of 
$1,564,400.30  assessed  against  Henry  F.  Kerr,  44  Beaver  Street,  New  York,  N.  Y., 
the  assessment  appearing  at  page  15,  line  8,  of  the  February,  1924  Commis¬ 
sioner’s  assessment  list  for  your  district. 

It  now  appears  that  the  provisions  of  section  250(d)  of  the  Revenue  Act  of 

1921  were  not  fully  complied  with  in  these  cases.  Although  appeals  were  filed 
in  both  cases  and  hearings  were  requested,  inadvertently  opportunity  was  not 
afforded  for  the  hearings.  Mr.  William  O.  Morgan,  attorney  for  the  taxpayers, 
called  at  this  office  this  morning  and  protested  against  the  action  taken  by  the 
Bureau  in  assessing  the  additional  taxes  without  first  granting  hearings.  As 
the  law  clearly  contemplates  that  hearings  shad  be  granted  in  the  case  of  any 
additional  assessments  unless  the  collection  of  the  tax  is  in  jeopardy,  which 
does  not  appear  to  be  the  case  in  this  instance,  it  is  believed  advisable  to  grant 
a  hearing  in  each  of  these  cases  before  proceeding  further. 

In  view  of  the  fact  that  section  250(d)  of  the  Revenue  Act  of  1921  has  not 
been  complied  with,  you  are  authorized  and  directed  to  receive  abatement 
claims  which  will  be  filed  by  these  taxpayers  against  the  additional  assessments 
referred  to  above.  You  will  forward  the  abatement  claims  immediately  to 
this  office,  taking  care  in  your  letter  of  transmittal  to  make  specific  reference 
to  the  designation  appearing  in  the  upper  left-hand  corner  of  this  letter.  Mr. 
Morgan  stated  that  there  remains  on  deposit  with  the  Empire  Trust  Company 
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approximately  the  sum  of  $4,300,000,  which  under  an  agreement  entered  into 
with  the  taxpayers  is  subject  to  the  payment  of  any  additional  income  taxes 
which  may  be  found  to  be  due.  In  view  of  the  peculiar  circumstances  it  is 
believed  that  you  may  properly  withhold  any  action  in  respect  to  the  collection 
of  the  assessments  pending  action  by  this  office  upon  the  abatement  claims. 

(Signed)  D.  H.  Blair, 

Commissioner. 

On  April  5,  1924,  each  of  the  petitioners  filed  a  claim  for  abate¬ 
ment  of  the  assessment  of  additional  taxes  for  1920,  made  on  Febru¬ 
ary  12,  1924,  upon  the  grounds:  (1)  that  they  did  not  receive  any 
profit  in  1920  upon  the  sale  of  stock  on  August  28,  1920,  and  (2)  that 
prior  to  said  assessments  the  petitioners  had  appealed  from  the 
proposed  assessments  and  had  not  been  granted  a  hearing  on  said 
appeal,  as  provided  by  section  250  (d),  Revenue  Act  of  1921. 

The  Commissioner  on  December  16,  1924,  mailed  a  letter,  identical 
in  each  case  except  as  to  the  addressee  and  the  amount  stated  therein, 
to  each  of  the  petitioners  advising  them  that  their  claims  for  abate¬ 
ment  of  additional  income  taxes  for  the  year  1920  would  be  rejected. 
The  Commissioner’s  letter  to  petitioner  Clegg  is  as  follows: 

Your  claim  for  the  abatement  of  $1,529,190.19  additional  income  taxes 
assessed  for  the  year  1920  has  been  examined  and  will  be  rejected  for  the 
reason  that  the  Solicitor  of  Internal  Revenue  has  held  that  a  profit  resulted 
from  the  sale  in  1920  of  your  stock  in  the  American  Ship  and  Commerce 
Navigation  Corporation  which  constituted  income  realized  in  that  year. 

The  rejection  will  officially  appear  in  the  next  schedule  to  be  approved  by 
the  Commissioner. 

From  this  determination  of  the  Commissioner  the  petitioners  ap¬ 
pealed  to  this  Board,  the  petitions  in  each  case  being  filed  February 
11,  1925. 

The  stock  in  the  Kerr  Navigation  Corporation  owned  by  petition¬ 
ers  prior  to  the  reorganization  in  1919  was  acquired  by  the  petitioners 
subsequent  to  March  1,  1913.  The  57,738  shares  of  Kerr  Navigation 
Corporation  stock  owned  by  Kerr  cost  him  $290,740.  Pursuant  to 
the  reorganization  in  1919  he  received  for  his  old  stock  11,547  shares 
Class  A  and  12,630  shares  Class  B  stock  in  the  American  Ship  and 
Commerce  Navigation  Corporation.  Upon  the  sale  of  his  new  stock 
on  August  28,  1920,  he  received  a  total  of  $2,456,959.80,  or  a  net  gain 
of  $2,166,219.80  over  the  cost  of  his  old  stock.  The  57,737  shares  of 
Kerr  Navigation  Corporation  stock  owned  by  Clegg  cost  him 
$290,735.  Pursuant  to  the  reorganization  in  1919  he  received  for 
his  old  stock  11,547  shares  Class  A  and  12,629  shares  Class  B  stock  in 
the  American  Ship  and  Commerce  Navigation  Corporation.  Upon 
the  sale  of  his  new  stock  on  August  28,  1920,  he  received  a  total  of 
$2,456,859.80,  or  a  net  gain  of  $2,166,124.80  over  the  cost  of  his  old 
stock.  Neither  of  the  petitioners  herein  has  paid  income  or  profits 
taxes  on  the  gain  so  received. 
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OPINION. 

Van  Fossan  :  The  first  and  controlling  question  to  be  determined 
in  this  case  is  whether  or  not  under  the  facts  as  set  out  above  there 
was  a  receipt  by  petitioners  in  1920  of  the  proceeds  of  the  sale.  We 
are  of  the  opinion  that  there  was  such  receipt.  We  are  led  to  this 
conclusion  by  the  clear  weight  of  the  evidence,  especially  that  of 
petitioners’  own  witnesses  concerning  the  transaction  at  the  Chase 
National  Bank;  by  the  conduct  of  petitioners  and  their  representa¬ 
tives  during  said  transaction ;  by  the  statements  of  petitioners  in  let¬ 
ters  addressed  to  various  parties  showing  that  they  considered  they 
had  received  the  money;  by  the  fact  that  the  interest  and  income 
from  the  funds  have  been  paid  to  and  received  by  petitioners;  by 
the  fact  that,  regardless  of  what  their  instructions  may  have  been, 
the  only  things  officially  done  by  the  Government  agents  were  to 
serve  notice  of  assessments,  subpoenas,  and  notices  of  a  statutory  lien 
against  the  funds,  and,  by  agreement  with  petitioners,  arrange  for 
their  safe-keeping ;  by  the  fact  that  the  United  States  has  never  had 
possession  of  the  money  and  has  never  claimed  any  right  or  interest 
in  said  funds  except  as  arose  from  its  lien  under  the  statute;  and 
finally  by  a  consideration  of  the  legal  effect  of  the  assertion  by  the 
United  States  of  a  statutory  lien  for  taxes. 

The  record  of  the  case  from  which  we  must  sift  the  material  facts 
is  voluminous  and  conflicting.  It  is  replete  with  charges  by  peti¬ 
tioners  of  illegal  conduct  and  conspiracy  on  the  part  of  the  Govern¬ 
ment  officials  and  with  countercharges  by  the  Government  of  intended 
tax  evasion  by  petitioners.  These  matters  are  not,  however,  deter¬ 
minative  of  the  issues  here  presented.  This  Board  is  not  the  forum 
for  the  trial  of  such  questions,  however  aggrieved  the  parties  may 
feel.  If  unlawful  processes  were  employed  in  the  proceedings  here 
under  discussion,  if  the  statutory  lien  was  illegally  asserted,  or  if  the 
United  States  has  unlawfully  interfered  with  petitioners’  enjoyment 
of  their  property,  petitioners  might  at  any  time  have  resorted  to  the 
courts  for  such  redress  as  the  law  affords  them.  In  any  event,  the 
Board  has  no  jurisdiction  to  grant  relief  to  persons  so  aggrieved. 
It  has  no  jurisdiction  to  inquire  into  the  motives  of  the  Commis¬ 
sioner  in  making  an  assessment  or  into  the  conduct  of  his  subordi¬ 
nates  in  levying  or  enforcing  it.  We  could  not  relieve  of  a  deficiency 
otherwise  found  to  be  valid  even  if  it  were  established  that  the  con¬ 
duct  of  the  Government  agents  in  levying  the  assessment  or  their 
actions  in  enforcing  it  were  not  to  be  approved.  If,  in  spite  of  all 
alleged  irregularities,  petitioners  concluded  the  sale  of  their  stock 
and  received  the  proceeds  therefrom,  they  received  taxable  income. 

What,  then,  is  the  position  of  petitioners?  They  admit  that  they 
sold  and  delivered  the  stock ;  that  the  money  was  tendered  to  them  in 
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payment;  that  they  took  it  into  their  hands  for  counting;  that  they 
counted  it  and  found  it  correct  in  amount;  that  they  put  it  in  a  bag 
and  started  to  carry  it  away ;  that  they  arranged  for  its  safe-keeping ; 
that  the  safe  deposit  box  was  taken  in  their  names;  that  they  wrote 
letters  (voluntarily)  referring  to  the  money  as  having  been  received 
by  them;  that  the  money  was  deposited  at  their  request  in  the  trust 
company;  that  they  have  received  all  interest  and  income  from  the 
money  so  deposited ;  that  the  money  belongs  to  them  and  that  title  is 
in  them.  Petitioners  admit  all  of  these  facts  and  yet  contend  they 
have  never  “  received  ”  the  money  or  come  into  possession  of  it. 
They  predicate  this  position  on  the  facts  (as  they  allege)  that  while 
Noble  and  Scammell  were  counting  the  money  a  notice  of  assessment 
and  a  statutory  lien  were  served  on  Kerr  and  Clegg  and  later  a  copy 
of  the  notice  of  lien  was  served  on  Noble;  that  as  Thomas  Clegg 
started  to  carry  the  bag  away  a  Government  man  also  grabbed  hold 
of  it;  that  a  Government  official  stated  they  had  instructions  to 
“  seize  and  impound  ”  the  money ;  that  a  lien  notice  was  served  on  the 
safe  deposit  company  and  on  the  box  containing  the  bag;  that  their 
letters  of  September  7,  1920,  to  the  trust  company  were  practically 
dictated  by  the  Government  officials;  and  that  they  have  never  been 
permitted  the  unrestricted  enjoyment  and  use  of  the  funds. 

Even  if  all  of  the  above  alleged  facts  were  admitted,  our  decision 
would  not  be  altered.  We  believe  that  petitioners  received  the 
money,  notwithstanding. 

A  most  succinct  and  conclusive  statement  of  the  situation  was  made 
by  the  witness  Scammell,  one  of  petitioners’  attorneys,  when  in  reply 
to  the  question,  “  Did  you  make  actual  delivery  of  them  [stock  certifi¬ 
cates]  ?  ”  he  said,  “  They  had  the  certificates  and  we  had  the  money.” 
Here  is  the  whole  transaction  in  a  nutshell.  The  sale  had  been 
made,  the  certificates  had  been  delivered  and  the  money  received  in 
payment.  If  any  doubt  remained  as  to  the  conclusiveness  and  com¬ 
pleteness  of  their  acts,  it  would  be  removed  by  his  further  statement, 
when  he  says,  “  *  *  *  we  had  finished  counting  the  money  and 

the  certificates  were  on  the  table  and  the  transaction  was  completed 
and  at  the  moment  of  completion  this  notice  of  assessment  was  served 
on  Mr.  Noble  *  *  The  conclusion  consequent  on  this  state¬ 

ment,  “the  transaction  was  completed,'1  can  not  be  avoided.  Mc- 
Cawley,  who  served  the  notice  (also  called  as  a  witness  by  petition¬ 
ers)  testified  that  in  reply  to  his  question,  “Who  is  in  possession  of 
this  money?”  Noble  replied,  “I  am.”  Two  things  only  were  im¬ 
portant  in  the  consummation  of  the  sale, — the  delivery  of  the  stock  to 
the  Holding  Company  and  the  receipt  by  the  petitioners  of  the  cor¬ 
rect  amount  of  money  in  payment  therefor.  When  these  two  events 
occurred,  when  their  existence  coincided  in  fact,  the  transaction  was 
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completed  and  receipt  of  income  was  accomplished.  No  interference 
by  third  parties  after  this  event  could  undo  that  which  had  already 
been  done.  The  notices  were  not  served  until  the  money  was  in 
Noble’s  possession.  The  parties  had  passed  the  place  where  either 
might  recall  his  agreement  or  retrace  his  steps.  The  transaction  was 
completed. 

In  view  of  this  fact,  which  is  supported  by  the  clear  weight  of 
the  evidence,  the  conflict  of  testimony  between  Noble  and  Ellis  as 
to  the  exact  moment  of  the  delivery  of  the  stock  and  the  precise 
manner  of  making  payment  to  Kerr  and  Clegg,  which  conflict  is 
resolved  in  the  findings  of  fact,  on  the  bases  of  the  preponderance 
of  the  evidence,  as  well  as  the  preponderance  of  the  probabilities, 
in  favor  of  Ellis,  becomes  immaterial. 

It  is  not  a  little  difficult  to  follow  the  reasoning  employed  by  peti¬ 
tioners.  Their  argument  is  something  to  this  effect :  To  have  “  re¬ 
ceipt  ”  one  must  get  possession ;  “  to  possess  is  to  have  absolute 
power  of  dealing  with  the  thing  oneself  and  absolute  power  of  ex¬ 
cluding  the  action  of  everybody  else.”  Therefore,  since  the  Govern¬ 
ment  agents  filed  a  lien  against  the  money  and  refused  to  let  Kerr 
and  Clegg  walk  away  with  it,  since  they  required  that  the  mone}^  be 
kept  intact  and  properly  supervised,  it  follows  that  “  *  *  *  Kerr 

and  Clegg  did  not  have  the  absolute  power  of  dealing  with  the 
money  and  they  did  not  have  the  absolute  power  of  excluding  the 
action  of  everybody  else  and  therefore  under  all  the  definitions  of 
k  possession  ’  they  did  not  have  possession  of  the  money.”  Hence 
they  contend  there  was  no  receipt.  Obviously,  under  the  conditions 
laid  down  by  petitioners’  counsel,  a  man  is  not  in  possession  of  an 
automobile  though  he  drives  it  and  uses  it  daily  as  his  own,  because 
under  a  chattel  mortgage  he  may  not  sell  it  or  remove  it  from  the 
State.  It  is  unnecessary  to  multiply  examples  of  the  effect  of  a  con¬ 
tention  which  would  vitiate  the  effect  of  all  liens  and  most  legal 
restrictions. 

Every  case  must  be  judged  in  the  light  of  its  facts  and  by  the 
character  of  the  particular  proceedings.  The  fact  that  in  certain 
cases  under  criminal  laws  or  under  ejectment  statutes  certain  inter¬ 
pretations  have  been  given  to  certain  words  does  not  require  that 
here,  under  a  taxing  statute,  the  same  interpretation  shall  govern. 
The  facts  in  the  instant  case  will  readily  distinguish  it  from  any  of 
those  cited  by  counsel  for  petitioners  as  authority  for  their  position. 

The  only  thing  actually  done  by  the  Government  agents  on  August 
28  was  to  take  such  steps  as  they  deemed  necessary  to  perfect  the 
statutory  lien  on  the  money  paid  to  Kerr  and  Clegg  and  to  assure 
themselves  of  the  preservation  of  the  fund  intact.  The  situation 
presented  many  unusual  phases.  The  evidence  discloses  that  Kerr 
and  Thomas  Clegg  had  made  reservations  for  sailing  to  Europe  on 
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or  about  August  28,  1920,  and  actually  did  sail  soon  thereafter.  The 
Government  agents  believed  the  case  required  effective  action.  The 
fact  that  in  the  judgment  of  petitioners  these  agents  exceeded  the 
bounds  of  their  authority  or  acted  with  more  vigor  than  petitioners 
felt  was  justified  presents  of  itself  no  basis  on  which  a  deficiency 
may  be  disapproved,  nor  does  the  fact  that  the  United  States  is  not 
suable  in  tort  confer  on  this  Board  any  right  to  question  a  deficiency 
on  that  account. 

We  have  indicated  that  we  are  not  impressed  by  this  argument  of 
counsel  that  the  petitioners  did  not  receive  the  money  because  they 
have  never  been  permitted  the  unrestricted  possession,  enjoyment 
and  use  of  the  funds.  Receipt  is  one  thing.  Unrestricted  possession, 
enjoyment  and  use  is  another  and  a  very  different  thing.  Receipt 
depends  on  the  consummation  of  the  transaction  between  the  Holding 
Company  and  petitioners  and  not  upon  subsequent  events.  The  sale 
was  made,  the  stock  was  delivered,  the  money  was  paid,  counted  and 
found  correct,  the  money  was  placed  in  the  bag.  Physical  possession 
being  in  petitioners,  all  conditions  being  satisfied,  the  sale  was  com¬ 
pleted  and  receipt  was  legally  accomplished. 

Nor  is  it  material  that  possession  may  have  been  interfered  with. 
Possession  is  a  fact.  It  either  exists  or  it  does  not.  Once  it  exists 
the  length  of  the  unrestricted  enjoyment  is  immaterial.  If  posses¬ 
sion  Avas  had  by  petitioners,  it  matters  not  how  man}'  liens  may  have 
been  asserted,  or  by  whom. 

Assuming  for  the  moment  that,  as  Noble  asserted,  at  the  time 
the  Government  serATed  the  notices  of  lien  on  him  the  money  had 
not  been  placed  in  the  bag;  how  does  this  alter  the  situation?  He 
admits  that  after  a  conference  they  placed  the  money  in  the  bag 
and  that  Thomas  Clegg  started  to  walk  away  with  it.  He  also 
states  that  thereafter  he  deli\Tered  the  certificates  of  stock  to  the 
Holding  Company.  By  this  course  of  action  they  wai\Ted  any  right 
they  might  have  had  to  claim  that  the  transaction  had  been  inter¬ 
rupted  before  completion.  They  elected  to  go  ahead  with  it  and 
the  transaction  was  completed.  Even  under  such  facts,  which  are 
those  most  favorable  to  petitioners,  petitioners  received  the  money. 

Petitioners  admit  that  payment  was  made  by  the  Holding  Com¬ 
pany  and  that  the  stock  was  delivered  to  it.  By  inference  they 
admit  that  they  have  now  no  right  of  action  against  the  Holding 
Company  for  the  price  of  the  stock  or  its  recovery.  They  even 
admit  that  the  money  in  question  “  belongs  to  them.”  How,  then, 
was  ownership  transferred?  When  the  money  passed  from  the 
hands  of  the  Holding  Company,  to  whom  did  it  pass?  Who  re¬ 
ceived  it?  Obviously  not  the  Chase  National  Bank,  from  whom  it 
originally  came;  not  the  United  States,  for  it  was  neither  tendered 


(1073) 


H.  F.  KERR  ET  AL. 


1099 


to,  received  by,  touched  nor  claimed  by  the  United  States.  The 
money  was  not  abandoned;  possession  must  have  been  in  somebody. 
Tender  and  delivery  were  made  to  Kerr  and  Clegg.  Noble  then 
took  the  money  in  his  hands.  From  the  moment  it  left  the  posses¬ 
sion  of  the  Holding  Company  it  has  never  been  out  of  the  hands 
of  petitioners  or  their  agents.  Facts  are  the  most  complete  answer 
to  any  theory.  The  conclusion  from  the  facts  in  this  case  seems 
inescapable.  Petitioners  had  legal  possession  and  with  legal  pos¬ 
session  went  receipt. 

Petitioners  place  great  emphasis  on  the  alleged  “  seizing  and 
impounding  ”  of  the  fund  by  the  Government.  But  when  the  al¬ 
leged  seizing  occurred,  the  property  belonged  to  petitioners  (this 
they  admit),  Noble  had  possession,  “the  transaction  was  completed 
the  seizing  and  impounding,  therefore,  if  such  occurred,  were  from 
the  possession  of  petitioners,  of  property  which  belonged  to  them, 
after  the  completion  of  the  sale  and  payment.  Assuming  that  there 
was  a  seizing  and  impounding,  which  in  our  opinion  is  not  proved, 
such  action  would  merely  take  the  parties  as  it  found  them  and 
would  create  no  new  rights  between  them.  It  had  no  retroactive 
effect.  It  would  not  void  the  sale  or  render  it  incomplete.  The 
placing  of  a  statutory  lien  against  property  is  an  every-day  occur¬ 
rence.  To  hold  that  such  an  action  prevented  the  receipt  of  income 
would  defeat  the  very  purpose  of  the  law  in  aid  of  which  the  statu¬ 
tory  lien  was  created. 

When  we  pass  from  the  transaction  of  August  28,  1920,  to  the 
subsequent  events  we  find  ample  corroboration  of  the  conclusion 
announced  above  that  petitioners  received  the  money  in  fact  and 
in  law. 

On  August  31,  1920,  while  the  details  of  the  matter  were  still  very 
fresh  in  mind,  petitioners  on  their  own  motion  and  without  the 
knowledge  or  suggestion  of  the  Government  wrote  to  Priest  in  the 
office  of  the  Solicitor,  stating  that  it  was  their  “  desire  to  devote  the 
'proceeds  received  on  the  28th  instant  ”  to  the  acquisition  of  steamers 
under  American  registry.  They  repeated  the  admission  in  a  later 
paragraph  of  the  same  letter,  referring  to  the  “  funds  received  by  us.” 
On  September  15,  1920,  again  on  their  own  motion,  they  wrote  the 
Shipping  Board,  each  petitioner  referring  to  the  funds  received  by 
his  associate,  as  being  “  received  by  him  ”/  and  on  October  13,  1920, 
they  each  wrote  the  Commissioner  and  the  Collector  of  Internal 
Revenue  (surely  the  last  persons  to  whom  an  admission  of  receipt 
of  income  would  be  made  if  it  were  not  a  fact),  reaffirming  all  state¬ 
ments  made  in  the  Shipping  Board  letters,  and  again  each  referred 
to  the  funds  his  associate  had  “  received  as  the  gross  proceeds  of  the 
sale  of  his  interest  in  the  ten  ships  above  mentioned The  explana- 
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tion  of  counsel  for  petitioners  that  what  petitioners  meant  was  that 
“the  money  belonged  to  them  ”  and  that  they  were  "  entitled  to  re¬ 
ceive  ”  it  is  neither  convincing  nor  is  it  supported  by  the  evidence. 

The  above  letters  are  not  included  in  those  which  petitioners  claim 
were  written  under  duress.  Their  statements  stand  out  as  clear  and 
distinct  admissions  of  receipt.  They  can  not  lightly  be  explained 
away.  Indeed,  they  need  no  explanation.  They  speak  for  themselves 
and  prove  beyond  a  doubt  that  petitioners  considered  that  they  had 
received  the  money.  Even  the  charge  of  duress  as  to  the  letters  of 
September  7,  1920,  is  entirely  answered  and  disproven  by  petitioners’ 
later  statements  in  the  Shipping  Board  letters,  when,  of  his  own  elec¬ 
tion,  each  states  “  on  September  7,  1920,  I  placed  the  gross  pro¬ 
ceeds  ($2,456,859.80)  arising  from  the  sale  of  my  interest  *  *  * 

in  the  Empire  Trust  Company  *  * 

There  is  a  further  fact  which  we  deem  important  as  corroborative 
of  receipt.  Petitioners  have  at  all  times  received  the  income  from 
the  funds  in  the  Empire  Trust  Co.  Although  there  are  situations 
where  income  may  go  to  one  party  while  ownership  and  possession 
are  in  another,  income  is  not  casually  paid  to  one  not  entitled  to 
receive  it.  If  petitioners  never  received  the  mone}^  and  never  came 
into  possession  of  it,  certainly  they  were  not  entitled  to  the  income 
from  the  funds  on  deposit.  It  is  difficult  to  reconcile  with  reason 
the  position  of  petitioners  by  which  they  admit  the  presence  of  all 
of  the  facts  and  elements  usually  demonstrative  of  receipt  but  deny 
the  conclusion  consequent  from  these  facts. 

In  view  of  our  conclusion  that  petitioners  came  into  actual  receipt 
of  the  money  at  the  time  of  the  sale  on  August  28,  1920,  it  becomes 
unnecessary  to  consider  the  question  of  constructive  receipt. 

Our  discussion  has  perhaps  already  sufficiently  indicated  that  in 
our  opinion  petitioners  have  relied  on  a  misconception  of  the  pur¬ 
pose  and  a  misunderstanding  of  the  effect  of  a  statutory  lien  for 
taxes.  Such  a  lien  is  not  an  assertion  of  title  nor  does  it  depend  on 
possession.  It  is  merely  a  form  of  security  and  an  extraordinary 
remedy  afforded  the  United  States  in  aid  of  its  tax  laws.  The 
statute  says  that  under  certain  circumstances  unpaid  taxes  “  shall 
be  a  lien  in  favor  of  the  United  States  ”  upon  “  all  property  and 
rights  of  property”  of  the  taxpayer.  The  filing  of  such  a  lien  is 
notice  that  the  United  States  has  an  unpaid  tax  claim  and  its  perfec¬ 
tion  gives  the  United  States  a  certain  preference  in  payment.  The 
limitation  on  the  control,  enjoyment  and  use  of  the  property  that 
follows  the  filing  of  the  lien  is  merely  the  intended  consequence  of 
the  law.  The  compulsion  resulting  from  this  limitation  and  the 
possibility  of  the  sale  of  the  property  to  satisfy  the  lien  are  the  legal 
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bases  on  which  the  effectiveness  of  the  lien  rests.  Be  it  always 
remembered  that  the  lien  which  was  here  asserted  was  a  statutory 
proceeding  authorized  by  Federal  law.  The  lien  has  never  been 
declared  invalid  or  illegal  by  any  court.  If  petitioners  received  the 
money  the  lien  attached ;  if  they  did  not  the  lien  was  futile  gesture. 
Though  the  lien  depended  for  effectiveness  on  receipt  of  the  money 
by  petitioners,  receipt  was  in  nowise  controlled  or  affected  by  the 
lien. 

There  remains  to  consider  only  whether  or  not  the  deficiencies  in 
that  case  are  subject  to  a  penalty  of  5  per  centum  and  interest  at  the 
rate  of  1  per  centum  per  month  as  provided  by  section  250  (e)  of  the 
Revenue  Act  of  1921. 

Before  a  taxpayer  becomes  liable  to  the  above  penalty  and  interest 
charge,  the  terms  of  the  Act  imposing  it  must  be  strictly  complied 
with.  A  legal  demand  must  be  made.  The  assessment  of  August  27, 
1920,  has  been  abated  and  is  therefore  disposed  of.  The  assessment 
of  February  12,  1924,  was  made  while  an  appeal  was  pending  with 
the  Commissioner  and  before  granting  the  hearing  provided  by  sec¬ 
tion  250  (d)  of  the  Act.  Since  no  proper  legal  demand  could  be 
predicated  on  such  an  assessment,  we  are  of  the  opinion  that  the 
deficiencies  are  not  subject  to  the  above  penalty  and  interest. 

The  determination  of  the  Commissioner  as  to  the  deficiencies  is 
approved. 

Judgment  will  be  entered  after  15  days’ 
notice ,  under  Rule  50. 

Arundell  and  Milliken  not  participating. 

Phillips,  dissenting:  Upon  the  hearing  of  this  proceeding  a  con¬ 
flict  developed  in  the  testimony  of  the  witnesses  as  to  what  happened 
at  the  Chase  National  Bank  on  August  21.  Having  heard  the 
witnesses,  considered  the  weight  to  be  given  their  testimony,  the 
probabilities  of  the  situation,  and  the  extent  to  which  their  testimony 
checks  into  the  time  which  was  taken  up  by  the  transactions,  I  find 
myself  unable  to  accept  the  version  which  has  been  incorporated 
into  the  findings  of  fact.  In  such  circumstances  I  must,  most  re¬ 
luctantly,  record  my  dissent  from  the  findings  so  far  as  they  relate 
to  what  transpired  at  the  Chase  National  Bank  on  that  date.  With¬ 
out  going  into  a  detailed  discussion  of  the  evidence,  it  is  sufficient  to 
say  that  I  am  satisfied  that  the  Government  agents  interrupted  the 
transaction  before  payment  for  the  stock  had  been  accepted  by  the 
taxpayers,  and  that  from  that  moment  these  agents  prevented  the 
taxpayers  from  coming  into  possession  of  the  money,  not  by  reason 
of  any  legal  lien,  but  by  reason  of  an  illegal  seizure  under  color  of  the 
authority  of  their  office. 
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The  prevailing  opinion  speaks  of  the  Government  agents  as  filing 
a  lien  against  the  money  and  taking  steps  to  perfect  this  lien.  If 
the  agents  did  in  fact  merely  subject  this  money  to  a  statutory  lien, 
I  would  have  no  doubt  that  the  result  reached  is  correct,  whatever  the 
facts  may  be  with  reference  to  the  time  when  the  lien  was  asserted 
and  the  money  accepted.  I  am  unable,  however,  to  find  any  basis  in 
fact  or  in  law  to  sustain  the  theory  that  the  transaction  constituted 
the  assertion  of  a  statutory  lien  for  taxes. 

The  Government  agents  claimed  to  act  under  section  3186  of  the 
Revised  Statutes  by  reason  of  a  purported  assessment  of  income  taxes 
upon  1920  income  made  on  August  27,  1920.  This  assessment  was 
based  upon  a  computation  of  profit  on  a  transaction  which  had  not 
yet  taken  place  when  the  assessment  was  made.  Under  ordinary  cir¬ 
cumstances,  taxes  on  1920  income  were  not  due  and  no  assessment 
could  be  made  until  1921.  The  only  exception  to  this  of  which  I 
know,  or  to  which  my  attention  has  been  called,  was  contained  in 
section  250  (g)  of  the  Revenue  Act  of  1918. 1  As  no  attempt  was 
made  by  the  Commissioner  to  comply  with  the  provisions  of  that 
section,  the  purported  assessment  was  an  illegal  and  invalid  act. 

Even  though  the  assessment  could  be  considered  a  legal  and  valid 
act,  the  acts  of  the  Government  agents  were  nevertheless  illegal. 
Section  3186  of  the  Revised  Statutes,2  under  which  they  purported  to 
act,  provides  for  the  imposition  of  a  lien  upon  the  property  of  a  per- 


1  This  section,  so  far  as  material,  reads  : 

Sec.  250.  (g)  If  the  Commissioner  finds  that  a  taxpayer  designs  quickly  to  depart  from 
the  United  States  or  to  remove  his  property  therefrom,  or  to  conceal  himself  or  his  prop¬ 
erty  therein,  or  to  do  any  other  act  tending  to  prejudice  or  to  render  wholly  or  partly 
ineffectual  proceedings  to  collect  the  tax  for  the  taxable  year  then  last  past  or  the  tax¬ 
able  year  then  current  unless  such  proceedings  be  brought  without  delay,  the  Commis¬ 
sioner  shall  declare  the  taxable  period  for  such  taxpayer  terminated  at  the  end  of  the 
calendar  month  then  last  past  and  shall  cause  notice  of  such  finding  and  declaration  to 
be  given  the  taxpayer,  together  with  a  demand  for  immediate  payment  of  the  tax  for  the 
taxable  period  so  declared  terminated  and  of  the  tax  for  the  preceding  taxable  year  or 
so  much  of  said  tax  as  is  unpaid,  whether  or  not  the  time  otherwise  allowed  by  law  for 
filing  return  and  paying  the  tax  has  expired ;  and  such  taxes  shall  thereupon  become 
immediately  due  and  payable.  In  any  action  or  suit  brought  to  enforce  payment  of  taxes 
made  due  and  payable  by  virtue  of  the  provisions  of  this  subdivision  the  finding  of  the 
Commissioner,  made  as  herein  provided,  whether  made  after  notice  to  the  taxpayer  or 
not,  shall  be  for  all  purposes  presumptive  evidence  of  the  taxpayer’s  design. 

2  This  section  read,  in  1920,  as  follows  : 

If  any  person  liable  to  pay  any  tax  neglects  or  refuses  to  pay  the  same  after  demand, 
the  amount  shall  be  a  lien  in  favor  of  the  United  States  from  the  time  when  the  assess¬ 
ment  list  was  received  by  the  collector,  except  when  otherwise  provided,  until  paid,  with 
the  interest,  penalties,  and  costs  that  may  accrue  in  addition  thereto  upon  all  property 
and  rights  to  property  belonging  to  such  person  :  Provided,  however,  That  such  lien  shall 
not  be  valid  as  against  any  mortgagee,  purchaser,  or  judgment  creditor  until  notice  of 
such  lien  shall  be  filed  by  the  collector  in  the  office  of  the  clerk  of  the  district  court  of 
the  district  within  which  the  property  subject  to  such  lien  is  situated :  Provided  further. 
Whenever  any  State  by  appropriate  legislation  authorizes  the  filing  of  such  notice  in  the 
office  of  the  registrar  or  recorder  of  deeds  of  the  counties  of  that  State,  or  in  the  State 
of  Louisiana  in  the  parishes  thereof,  then  such  lien  shall  not  be  valid  in  that  State  as 
against  any  mortgagee,  purchaser,  or  judgment  creditor,  until  such  notice  shall  be  filed 
in  the  office  of  the  registrar  or  recorder  of  deeds  of  the  county  or  counties,  or  parish  or 
parishes  in  the  State  of  Louisiana,  within  which  the  property  subject  to  the  lien  is 
situated. 
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son  who  after  demand  neglects  or  refuses  to  pay  any  tax  for  which 
he  is  liable.  The  section  does  not  authorize  or  provide  for  the  seiz¬ 
ure  or  distraint  of  property  and  no  seizure  or  distraint  is  neces¬ 
sary  to  create  the  lien  which  is  provided  for  in  the  section.  Sections 
3187,  3188,  3190,  3193,  et  seq .,  of  the  Revised  Statutes  provide  a  com¬ 
plete  system  for  distraint,  levy  and  sale  of  property  for  unpaid  taxes. 
No  attempt  was  made  to  proceed  under  those  sections,  and  in  fact  no 
legal  proceeding  could  have  been  taken  under  those  sections  until 
ten  days  after  notice  and  demand  for  payment.  Even  under  the 
stringent  provisions  for  distraint,  the  collector  could  not  have  seized 
and  retained  more  cash  than  was  necessary  to  pay  the  taxes  assessed, 
and  fees,  if  any. 

It  is  well  settled  that,  in  order  to  support  and  enforce  a  statutory 
lien  for  taxes,  all  the  prerequisites  of  the  laws  granting  the  lien 
must  be  strictly  complied  with.  Thatcher  v.  Powell ,  6  Wheat.  119; 
Parker  v.  Rule's  Lessee ,  9  Cr.  64;  Ronkendorff  v.  Taylor ,  4  Pet.  349. 
Stead's  Executors  v.  Course ,  4  Cr.  403;  Early  v.  Doe,  16  How.  610; 
Williams  v.  Peyton's  Lessee ,  4  Wheat.  77 ;  Mayhew  v.  Davis ,  4 
McLean,  213;  United  States  v.  Allen ,  14  Fed.  263. 

The  lien  requires  an  assessment,  a  notice  that  the  tax  is  due,  and  a 
specific  demand  upon  the  individual  taxpayer.  United  States  v. 
Pacific  Railroad ,  1  Fed.  97. 

I  must  conclude  that  possession  of  the  money  was  not  taken  under 
any  authorized  levy  upon  it  under  proceedings  to  distrain,  that 
there  was  no  provision  of  the  law  which  authorized  the  agents  to 
impound  it,  and  that  possession  was  taken  by  them  without  any 
authority  or  warrant  of  law  but  by  virtue  of  superior  force  coupled 
with  the  provisions  of  the  Federal  laws  making  it  a  crime  to  resist 
Federal  officers.1 

This  is  further  borne  out  by  the  undisputed  testimony  that  the 
agents  expressly  stated  that  they  would  not  take  an  amount  of  legal 
tender  sufficient  to  pajr  the  purported  assessment  and  permit  the  tax¬ 
payers  to  retain  the  balance.  The  truth  of  the  matter,  as  disclosed 
by  the  evidence  in  this  appeal,  is  that  the  officers  of  the  Govern¬ 
ment  had  determined  that  the  proceeds  of  the  sale  should  be  tied 

1  Section  65  of  the  Criminal  Code  provides : 

Sec.  65.  Whoever  shall  forcibly  assault,  resist,  oppose,  prevent,  impede,  or  interfere  with 
any  officer  of  the  customs  or  of  the  internal  revenue,  or  his  deputy,  or  any  person  assist¬ 
ing  him  in  the  execution  of  his  duties,  or  any  person  authorized  to  make  searches  and 
seizures,  in  the  execution  of  his  duty,  or  shall  rescue,  attempt  to  rescue,  or  cause  to  be 
rescued,  any  property  which  has  been  seized  by  any  person  so  authorized ;  *  *  * 

shall  be  fined  not  more  than  two  thousand  dollars,  or  imprisoned  not  more  than  one  year, 
or  both ;  and  whoever  shall  use  any  deadly  or  dangerous  weapon  in  resisting  any  person 
authorized  to  make  searches  or  seizures,  in  the  execution  of  his  duty,  with  intent  to  com¬ 
mit  a  bodily  injury  upon  him  or  to  deter  or  prevent  him  from  discharging  his  duty,  shall 
be  imprisoned  not  more  than  ten  years. 
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up  until  the  taxpayers  had  settled  not  only  the  tax  liability  which 
purported  to  have  been  assessed  against  them,  but  also  additional 
taxes  which  these  officers  believed  were  due  from  a  corporation  in 
which  the  taxpayers  were  interested  as  the  principal  stockholders; 
and  in  accomplishing  that  purpose  these  officials  did  not  intend  to 
be  hampered  by  any  restriction  placed  in  the  law  for  the  protection 
of  the  property  of  taxpayers. 

As  I  view  the  evidence,  it  establishes  that  the  taxpayers  were  in 
the  act  of  consummating  a  sale  of  their  stock  when  the  Government 
officials  interfered  and  stated  in  no  uncertain  terms  that  their  in¬ 
structions  were  to  seize  and  impound  the  proceeds,  which  they 
subsequently  did,  illegally.  The  taxpayers  had  two  possible  courses 
of  action.  They  might  refuse  to  proceed  with  the  sale,  in  which 
case  the  default  under  the  retender  agreement  would  be  theirs  and 
the  Harriman  interests  would  be  in  a  position  to  make  the  stock 
of  the  corporation  worthless.  They  might  proceed  with  the  sale, 
permit  the  Government  agents  to  take  the  money  and  later  fight  the 
matter  out  with  the  Government.  The  Government  agents  had  in¬ 
sisted  that  the  taxpayers  might  not  take  a  single  dollar  of  the  pro¬ 
ceeds,  but  did  consent  that  it  should  be  placed  in  a  safe  deposit 
vault  in  the  names  of  the  taxpayers  but  subject  to  Government  con¬ 
trol.  The  taxpayers  chose  what  appeared  to  them  to  be  the  lesser 
of  the  two  evils,  consummated  the  sale,  and  permitted  the  proceeds 
to  be  taken  into  the  control  of  the  Government  agents  in  accordance 
with  the  steps  which  those  agents  had  outlined  prior  to  the  consum¬ 
mation  of  the  sale.  In  such  circumstances,  remembering  that  the 
action  of  the  agents  was  not  the  imposition  of  a  lien  but  was  an 
illegal  impounding  of  the  money,  can  it  be  said  that,  although  the 
sale  was  consummated  in  1920,  the  proceeds  were  realized  in  that 
year  within  the  provisions  of  section  213  of  the  Revenue  Act  of  1918, 
which  stated : 

The  amount  of  all  such  items  shall  be  included  in  the  gross  income  for  the 
taxable  year  in  which  received  by  the  taxpayer  *  *  *. 

There  is  no  contention  that  a  sale  did  not  take  place;  the  conten¬ 
tion  is  that  the  receipt  of  the  proceeds  was  deferred  by  reason  of  the 
circumstances  and  that  any  gain  is  to  be  accounted  for  in  the  year 
in  which  the  proceeds  become  available  to  the  taxpayers.  The  situa¬ 
tion  presented  is  unique.  Upon  the  facts  as  I  conceive  them  to  be, 
it  is  my  considered  opinion  that  the  proceeds  of  the  sale  were  not 
received  by  the  taxpayers  within  the  taxable  year,  the  taxpayers 
being  upon  a  cash  receipts  and  disbursements  basis. 
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Counsel  for  the  Commissioner  contend  that  the  Government  can 
not  be  estopped  from  collecting  taxes  by  reason  of  the  acts  of  its 
officers.  Possibly  so,  but  neither  can  a  taxpayer  be  required  to 
report  as  income  something  which  he  did  not  receive  on  the  ground 
that  it  was  a  Federal  officer  who  prevented  him  from  realizing  the 
incoXne.  The  question  is  not  one  of  estoppel;  it  is  rather  whether 
the  taxpayers,  who  keep  their  accounts  and  make  their  returns  on  a 
cash  receipts  and  disbursements  basis,  received  cash  or  its  equivalent 
in  1920  from  the  sale.  As  I  have  pointed  out  above,  this  is  not  a 
case  where  the  property  was  used  to  pay  a  liability  or  taken  under 
proceedings  to  distrain,  or  under  any  other  proper  proceeding,  in 
either  of  which  cases  it  would  seem  that  there  could  be  no  question 
that  a  taking  or  receipt  by  a  legally  authorized  officer  would  be  a 
receipt  by  the  person  against  whom  the  proceeding  was  taken. 

It  is  further  urged  that  the  money  was  received  by  the  taxpayers 
when,  after  the  Government  agents  had  made  known  their  intention, 
the  taxpayers  nevertheless  proceeded  with  the  sale  and  permitted 
the  proceeds  to  be  impounded.  Everyone  concerned  had  by  that  time 
recognized  that  the  taxpayers  were  not  to  be  allowed  to  take  the 
ttioney.  They  were  surrounded  by  officials  who  had  already  advised 
them  in  very  positive  terms  of  their  intention  to  seize  and  impound 
this  money  and  who  had  refused  to  permit  the  taxpayers  to  have 
any  part  of  it.  By  virtue  of  their  office,  if  not  by  virtue  of  superior 
physical  force,  the  officers  dominated  the  situation.  The  taxpayers’ 
efforts  to  secure  the  money  had  been  made  and  had  been  unsuccessful ; 
under  protest  they  had  made  the  only  arrangelnent  which  seemed 
possible,  which  was  to  place  it  in  a  safe  deposit  box  in  their  name  but 
under  control  of  the  Government  agents  until  some  other  arrange¬ 
ment  could  be  made,  and  anything  which  was  done  after  that  was 
merely  to  carry  out  the  arrangement  already  made. 

All  that  the  taxpayers  received  at  the  time  of  the  sale  was  the 
right  to  recover  the  proceeds.  Possession,  control,  and  the  power  to 
use  and  enjoy  the  money  was  never  theirs.  Even  the  right  to 
recover  it  was  not  against  the  United  States,  for  the  money  was  not 
received  by  it  in  payment  of  taxes,  but  was  at  most  a  personal  action 
against  those  who  had  taken  possession  unlawfully.  I  can  not  be¬ 
lieve  that  this  is  sufficient  to  constitute  the  receipt  of  cash  within  the 
purview  of  the  statute  and  must  express  my  dissent  from  the  con¬ 
clusion  reached. 

Murdock  and  Trussell  concur  in  this  dissent. 
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Fort  Pitt  Spring  &  Manufacturing  Go.,  Petitioner,  u.  Commis¬ 
sioner  of  Internal  Revenue,  Respondent. 

Docket  No.  10906.  Promulgated  January  19.  1927. 

On  May  15,  1921,  an  extension  of  time  having  been  theretofore 
obtained,  the  petitioner  filed  its  return  for  the  year  11)20,  showing 
a  net  income  of  $165,508.12  and  the  tax  due  thereon  to  be 
$64,114.37.  ,  To  the  return  was  attached  an  application  for  special 
assessment.  On  December  15,  1921,  it  filed  a  claim  in  abatement 
pending  the  decision  on  its  claim  for  special  assessment.  The 
Commissioner  allowed  the  claim  for  special  assessment  and  as  a 
consequence,  after  the  recomputation  of  the  tax,  allowed  the  claim 
in  abatement  in  part.  The  petitioner  appealed  as  to  the  part  dis¬ 
allowed.  The  Commissioner  moved  to  dismiss  the  proceeding  on 
the  ground  that  he  had  not  determined  a  deficiency  inasmuch  as 
the  total  tax  which  he  found  to  be  due  was  less  than  the  amount 
shown  on  the  return  to  be  due.  Motion  granted. 

George  Maurice  Morris ,  Esq.,  for  the  petitioner. 

Henry  Ravenel ,  Esq.,  for  the  respondent. 

This  petition  was  heard  on  the  Commissioner’s  motion  to  dismiss 
on  the  ground  that  no  deficiency  has  been  determined  for  1920,  the 
year  here  involved. 

FINDINGS  OF  FACT. 

On  Mach  15,  1921,  the  petitioner  filed  a  tentative  return  for  1920 
showing  an  estimated  tax  of  $65,000,  and  paid  $17,000  as  the  first 
installment.  On  the  same  date  an  extension  wTas  granted  to  May  15, 
1921,  for  filing  the  return.  Later  a  further  extension  was  granted  to 
June  15.  The  return  was  filed  June  14,  1921,  showing  a  tax  of 
$64,114.37  on  a  net  income  of  $165,508.12.  Accompanying  the  return 
was  an  application  for  assessment  of  profits  taxes  under  section  328 
of  the  Revenue  Act  of  1918.  1 

On  December  15,  1921,  a  claim  was  filed  by  the  petitioner  for  the 
abatement  of  $13,267.65  of  the  amount  of  tax  shown  on  its  return 
for  1920  “  until  such  time  as  the  decision  of  the  Commissioner  of 
Internal  Revenue  upon  its  application  aforementioned,  shall  enable 
the  amount  of  said  tax  to  be  accurately  determined/’  Assessment 
of  the  tax  under  section  328  was  allowed  by  the  Commissioner,  and 
under  date  of  November  21,  1925,  a  letter  was  directed  bv  the 
Commissioner  to  the  petitioner  reading  in  part  as  follows : 

IT  :  E  :  SM 

CCB-C0311  Nov.  21,  1926. 

Fort  Pitt  Spring  &  Manufacturing  Company, 

P.  O.  Box  917, 

Pittsburgh,  Pennsylvania. 

Sirs : 

Reference  is  made  to  your  corporation  income  and  profits  tax  return  for  the 
calendar  year  1920. 
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You  are  advised  that  after  careful  consideration  and  review,  your  application 
under  the  provisions  of  Section  327  for  the  assessment  of  your  profits  tax  as 
prescribed  by  Section  328  of  the  Revenue  Act  of  1918  has  been  allowed.  Your 
profits  tax  is  based  upon  a  comparison  with  a  group  of  representative  concerns 
which  in  the  aggregate  may  be  said  to  be  engaged  in  a  like  or  similar  trade 
or  business  to  that  of  your  company. 

The  result  of  the  audit  under  the  above-mentioned  provisions  is  as  follows : 

Net  income 


Net  Income,  Bureau  letter  April  24,  1925 _ $161,  590.  50 

Deductions : 

(a)  “Capital  expenditures  *’  adjustment  reversed _ $466.62 

(b)  “Replacements”  allowed  as  expense _  646.29 

(c)  Depreciation  on  restored  items _  141.07 

(d)  Interest _  18.64 

-  1,  272.  62 

Corrected  Net  Income _ $160,  317.  88 


Computation  of  Tax. 

Profits  Tax  Section  328 _ : _ $40, 619.  48 


Net  Income _ $160,  317.  88 

Less : 

Profits  TaxJ. _ $40,619.48 

Exemption _  2,  000.  00  42,  619.  48 

Taxable  at  10% _ $117,  698.  40  11,  769.  84 


Total  tax  liability _  52,  389. 32 

Tax  assessed : 

Original  Account  No.  404409 _ $64, 114.  37 

Tax  liability _  52,  389. 32 

Overassessment  indicated _ $11,  725.  05 


In  accordance  with  the  above  conclusions,  your  claim  for  the  abatement  of 
$13,267.65  will  be  rejected  for  $1,542.60. 

This  petition  alleging  the  determination  of  a  deficiency  in  the 
amount  of  $1,542.60  based  on  the  Commissioner’s  letter  of  November 
21,  1925,  was  filed  on  January  13,  1926.  The  only  allegation  of 
error  set  forth  in  the  petition  is  the  failure  of  the  Commissioner 
further  to  reduce  net  income  by  allowing  a  further  deduction,  under 
ordinary  and  necessary  expenses,  in  the  amount  of  $17,824.89,  alleged 
to  have  been  paid  to  employees  as  compensation  for  services  rendered. 

OPINION. 

Green  :  The  Commissioner  has  moved  to  dismiss  this  appeal  on  the 
ground  that  no  deficiency  has  been  determined  against  the  petitioner 
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for  the  year  1920  within  the  meaning  of  section  273  of  the  Revenue 
Act  of  1924,  which  defines  a  deficiency  as  follows : 

Sec.  273.  As  used  in  this  title  the  term  “  deficiency  ”  means — 

(1)  The  amount  by  which  the  tax  imposed  by  this  title  exceeds  the  amount 
shown  as  the  tax  by  the  taxpayer  upon  his  return ;  but  the  amount  so  shown 
on  the  return  shall  first  be  increased  by  the  amounts  previously  assessed  (or 
collected  without  assessment)  as  a  deficiency,  and  decreased  by  the  amounts 
previously  abated,  credited,  refunded,  or  otherwise  repaid  in  respect  of  such 
tax;  or 

(2)  If  no  amount  is  shown  as  the  tax  by  the  taxpayer  upon  his  return,  or  if 
no  return  is  made  by  the  taxpayer,  then  the  amount  by  which  the  tax  exceeds 
the  amounts  previously  assessed  (or  collected  without  assessment)  as  a 
deficiency;  but  such  amounts  previously  assessed,  or  collected  without  assess¬ 
ment,  shall  first  be  decreased  by  the  amounts  previously  abated,  credited, 
refunded,  or  otherwise  repaid  in  respect  of  such  tax. 

The  Commissioner  has  taken  the  position  that  the  tax  shown  by 
the  petitioner  on  its  return  is  $64,114.37,  and  that  a  denial  in  part 
of  a  claim  for  the  abatement  of  $13,267.65  of  that  amount,  no  amounts 
having  been  “  previously  assessed  (or  collected  without  assessment) 
as  a  deficiency  ”  nor  “  abated,  credited,  refunded,  or  otherwise  repaid 
in  respect  of  such  tax,”  is  not  the  determination  of  a  deficiency  within 
the  meaning  of  section  273  quoted  above.  It  is  the  contention  of  the 
petitioner,  however,  that  since  the  return  was  accompanied  by  a 
request  for  relief  under  section  328,  $64,114.37  was  not  the  amount 
shown  on  its  return  as  the  tax,  within  the  meaning  of  our  decision 
in  the  Appeal  of  John  Moir ,  3  B.  T.  A.  21,  wherein  we  held  the 
starting  point  in  the  computation  of  a  deficiency  to  be  the  amount 
admitted  on  the  return  as  the  tax,  and  that  denial  in  part  of  the 
claim  in  abatement  is  the  determination  of  a  deficiency  within  the 
meaning  of  section  273.  The  petitioner  also  relies  upon  our  decision 
in  the  Appeal  of  Continental  Accounting  &  Audit  Co .,  2  B.  T.  A.  761. 

Without  passing  on  the  question  as  to  whether  or  not  an  applica¬ 
tion  for  special  assessment  filed  with  a  return  is  such  a  protest  as 
denies  the  petitioner’s  liability  for  the  tax  or  a  part  of  the  tax  shown 
on  the  return,  in  effect  like  the  protest  in  Appeal  of  Continental 
Accounting  <&  Audit  Co .,  supra ,  we  are  of  the  opinion  that,  even 
though  we  assume  in  this  case  that  the  application  for  special  assess¬ 
ment  was  such  protest,  the  Commissioner  has  not  determined  a 
deficiency.  At  the  most,  the  petitioner’s  application  for  special 
assessment  was  a  denial  only  of  that  part  of  the  tax  shown  in  the 
computation  on  its  return  as  would  be  eliminated  by  computation  of 
the  tax  under  the  provision  of  section  328.  The  conclusion  that  such 
was  the  petitioner’s  position  at  the  time  of  filing  the  return  is  sup¬ 
ported  by  statements  appearing  in  the  claim  for  abatement  subse¬ 
quently  filed,  wherein  the  abatement  of  $13,267.65  was  claimed  until 
the  decision  of  the  Commissioner  on  the  application  for  special 
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assessment  should  “enable  the  amount  of  said  tax  to  be  accurately 
determined.” 

The  petitioner  does  not  now  claim  that  the  Commissioner  erred  in 
applying  the  provisions  of  section  328.  and  unless  the  tax  has  other¬ 
wise  been  increased  by  the  determination  of  the  Commissioner,  there 
is  no  ground  for  claiming  that  a  deficiency  has  been  determined.  In 
this  respect,  the  facts  show  that  the  tax  has  been  decreased.  In  its 
return  the  petitioner  admitted  its  tax  to  be  the  tax  properly  computed 
on  a  net  income  of  $165,508.12,  whereas  the  Commissioner  has  deter¬ 
mined  the  correct  tax  to  be  an  amount  resulting  from  a  computation, 
using  the  same  rates,  on  a  net  income  of  $160,317.88.  In  other  words, 
the  Commissioner  has  determined  the  correct  amount  of  the  tax  to  be 
less  than  the  tax  admitted  to  be  due  by  the  petitioner  on  its  return, 
which  clearly  distinguishes  this  case  from  the  Appeal  of  Continental 
Accounting  &  Audit  Co .,  supra ,  and  Appeal  of  John  Moir ,  supra. 

Since  no  deficiency  has  been  determined,  the  Board  i§  without 
jurisdiction,  and  the  appeal  is 

Dismissed. 


Appeal  of  Siems,  Carey-H.  S.  Kerbaugh  Corporation. 

Docket  No.  2777.  Promulgated  January  20,  1927. 

•  t  '  *  _  j 

A  promissory  note  payable  to  the  Secretary  of  War,  executed  by 
the  three  owners  of  a  corporation  in  their  individual  capacity,  and 
securities  individually  owned  or  borrowed  by  such  owners,  which 
note  and  securities  were  turned  over  to  the  corporation  and  by  it 
put  up  as  security  for  the  repayment  of  an  advance  made  to  it  by 
the  United  States  in  aid  of  the  performance  of  a  supply  contract 
between  the  corporation  and  the  United  States,  and  returned  to 
said  owners  upon  the  termination  of  said  supply  contract,  held  not 
to  be  part  of  the  invested  capital  of  the  corporation. 

George  A.  O'* Donohue,  Esq.,  for  the  petitioner. 

M.  N.  Fisher,  Esq.,  for  the  Commissioner. 

•  "  \  •  •  \  !  *  i  t  ;  •  .  f  ■  *  '  ’  :  *  i  ' 

This  appeal  involves  the  correctness  of  a  deficiency  in  income  and 
profits  tax  of  $102,884.13  for  the  calendar  year  1919.  Petitioner 
claims  that  a  certain  promissory  note  for  $1,000,000,  executed  by 
three  individuals  and  made  payable  to  the  Secretary  of  War,  together 
with  certain  securities  of  the  value  of  $750,000,  put  up  with  the  War 
Credits  Board  as  security  for  the  performance  of  a  contract,  should 
be  included  in  computing  its  invested  capital. 

FINDINGS  OF  FACT. 

In  May,  1918,  a  partnership  composed  of  C.  P.  Siems,  W.  F.  Carey 
and  H.  S.  Kerbaugh,  experienced  railroad  contractors,  was  negotiat¬ 
ing  with  the  War  Department  for  a  contract  covering  the  construc- 
29765—27 - 4 
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tion  of  a  railroad  into  the  spruce  belt  in  the  State  of  Washington 
and  a  second  contract  for  the  production  and  delivery  of  spruce 
flitches.  After  several  days  of  conferences  the  partnership  requested 
its  counsel  to  come  to  Washington  to  advise  them  during  the  negotia¬ 
tions.  Before  leaving  New  York  counsel  for  the  partnership  took 
steps  to  organize  the  petitioner  corporation  under  the  laws  of  the 
State  of  Maine.  He  dictated  the  charter  over  the  telephone  to  Port¬ 
land,  Me.,  and  three  persons,  as  “  dummies,”  signed  it  and  filed  it  at 
the  State  Capitol.  The  charter  was  later  sent  by  mail  to  the  parties 
in  Washington.  The  minimum  amount  of  $1,000  required  by  the 
Maine  law  to  be  paid  in  was  so  paid  in  and  went  for  organization 
expenses.  No  stock  was  ever  issued  to  cover  this  amount  or  for  any 
other  purpose.  No  stock  certificates  or  stock  books  were  ever  printed, 
and  the  only  arrangement  as  to  the  stock  was  an  oral  agreement  by 
Siems,  Carey,  and  Kerbaugh  that  they  would  take  the  stock  up  to 
$1,500,000  and  pay  for  it  as  it  might  be  needed.  This  was  never 
done.  Siems,  Carey,  Kerbaugh,  and  their  counsel,  Clarke,  were 
made  directors  of  the  corporation. 

The  War  Department  was  under  great  pressure  to  get  these  con¬ 
tracts  placed  and  the  railroad  constructed  so  that  the  spruce  timber 
essential  for  airplane  production  could  be  delivered  as  early  as  possi¬ 
ble.  The  first  contract  executed  was  for  the  construction  of  the  rail¬ 
road,  the  work  on  which  was  actually  commenced  by  the  corporation 
before  the  contract  was  signed  on  May  18,  1918.  The  corporation 
did  not  have  sufficient  funds  to  finance  the  contract  and  applied  to 
the  War  Department  for  advance  payments.  An  advance  payment 
of  $500,000  was  authorized  by  the  War  Credits  Board  under  a  sup¬ 
plemental  contract.  To  secure  this  advance  the  corporation  gave  its 
note,  endorsed  by  Pliney  Fiske,  of  Harvey  Fiske  &  Son,  and  a  surety 
company  bond  for  $500,000  furnished  by  the  Fidelity  &  Deposit 
Company  of  Maryland.  This  contract  is  not  directly  involved  in  the 
present  case,  but  is  referred  to  as  one  of  the  steps  in  the  proceedings 
leading  up  to  the  production  contract. 

In  the  second  contract  with  the  Government  the  petitioner  agreed 
to  deliver  a  minimum  of  250,000,000  feet,  board  measure,  of  spruce 
timber  flitches  between  December,  1918,  and  November,  1919,  at  a 
price  ranging  from  $60  to  $100  per  thousand  feet.  It  was  stipulated 
in  the  contract  that  in  the  event  of  cancellation  settlement  should  be 
made  on  the  basis  of  cost  plus  7  per  cent.  This  contract  was  dated 
May  12,  1918,  and  immediately  thereafter  contractors  applied  to  the 
War  Credits  Board  to  authorize  advance  payments  on  said  contract. 
The  Board  offered  to  authorize  a  total  advance  of  $6,000,000,  in  in¬ 
stallments  of  $1,000,000  each,  upon  the  execution  by  the  corporation 
of  its  note  for  $6,000,000,  secured  by  $2,000,000  of  collateral.  Peti- 
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tioner  corporation  was  unable  to  furnish  the  security  nor  was  its 
banker,  Harvey  Fiske  &  Son,  willing  to  undertake  the  transaction. 
The  individuals  composing  the  corporation  made  every  effort  to 
secure  another  institution  to  finance  or  underwrite  the  corporation, 
but  without  success.  After  considerable  negotiation  the  W  ar  Credits 
Board  asked  counsel  for  the  corporation  what  collateral  Siems,  Carey 
and  Kerbaugh  could  provide.  Their  reply  was  that  they  could  pro¬ 
duce  $750,000  in  collateral  and  no  more  for  this  purpose.  After  fur¬ 
ther  conferences  the  War  Credits  Board  agreed  to  approve  an  ad¬ 
vance  of  $750,000  upon  the  signing  by  the  individuals  of  a  joint  and 
several  promissory  note  for  $1,000,000  and  the  deposit  of  $750,000  of 
bonds  as  collateral.  The  supplemental  agreement  incorporating  the 
above  understanding  was  drawn  and  signed  by  the  parties  and  a 
joint  and  several  note  for  $1,000,000,  payable  to  the  Secretary  of  War 
and  signed  by  Chester  P.  Siems,  William  F.  Carey  and  H.  S.  Ker¬ 
baugh  as  individuals,  together  with  an  aggregate  of  $750,000  of 
stocks  and  bonds,  was  turned  over  to  the  War  Credits  Board. 

The  securities  aggregating  approximately  $750,000  which  were  put 
up  as  collateral  for  the  $1,000,000  note  came  from  the  following 
sources:  $370,000  in  miscellaneous  stocks  personally  owned  by  Siems; 
$130,000  in  miscellaneous  stocks  personally  owned  by  Carey;  and 
$250,000  of  Liberty  bonds  borrowed  from  Mrs.  Stone,  wife  of  Stone, 
of  Hayden,  Stone  &  Co.  The  partnership  of  Siems  and  Carey  also 
contributed  its  check  for  $35,000.  At  the  time  these  securities  were 
turned  over  by  Siems  to  Clarke  as  counsel  for  the  petitioner  corpora¬ 
tion,  the  following  statements  were  made  by  Siems : 

Q.  In  delivering  the  securities  to  you,  what  statement,  if  any,  did  Mr.  Siems 
make  as  to  the  status  which  the  bonds  were  to  have  after  their  delivery  to  you, 
or  as  to  the  purpose  for  which  you  w^ere  to  use  them? 

A.  Mr.  Siems  and  I  had  been  trying  to  raise  the  required  collateral  for  the 
corporation,  and  we  could  not  make  it.  He  handed  me  these  securities  and  said, 
“  I  will  fix  it.  I  will  turn  these  into  the  corporation.”  That  was  all  he  said. 

Q.  Did  he  use  those  identical  words? 

A.  Those  were  his  identical  words,  to  the  best  of  my  recollection,  “  I  am  turn¬ 
ing  these  over  to  the  corporation.”  He  said  no  more  than  that. 

The  above  securities  were  never  assigned  to  the  corporation  and 
were  never  taken  up  on  any  of  its  books. 

On  June  20,  1918,  the  Bankers  Trust  Co.  of  New  York,  agent  for 
the  War  Credits  Board,  receipted  for  the  securities  deposited  with  it 
in  the  following  language:  “To  be  held  for  account  and  subject  to 
the  order  of  War  Credits  Board  as  per  letter  of  Siems,  Carey-Ker- 
baugh  Corporation,  June  20,  1918.”  All  interest  collected  by  the 
Bankers  Trust  Co.  on  the  securities  during  the  time  they  were  held 
was  remitted  to  the  corporation  at  its  office  in  Seattle,  Wash. 
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Shortly  after  November  11,  1918,  the  United  States  canceled  its 
production  contract  with  the  petitioner  and  proceeded  to  make 
settlement  under  the  terms  thereof.  On  August  14,  1919,  the  War 
Credits  Board  returned  to  the  petitioner  corporation  the  note  and 
securities  that  had  been  placed  with  it,  and  they  were  immediately 
returned  to  the  original  owners  from  whom  they  were  obtained — 
$370,000  of  personally  owned  securities  to  the  estate  of  Siems,  $130,- 
000  to  Carey,  and  $250,000  of  Liberty  bonds  to  Hayden,  Stone  & 
Co.  There  was  no  formal  corporate  action  of  any  kind  indicating 
a  distribution  of  capital  assets  nor  any  other  corporate  action  with 
reference  to  the  return  of  the  securities. 

OPINION. 

Van  Fossan  :  The  question  to  be  determined  in  this  case  is  whether 
or  not  a  note  for  $1,000,000  and  securities  aggregating  $750,000  in 
value  should  properly  have  been  included  in  the  invested  capital 
of  the  petitioner.  The  evidence  is  that  the  corporation  was  a  mere 
shell.  It  never  issued  any  stock,  even  for  the  $1,000  paid  in  for 
organization  expenses.  It  printed  no  stock  certificates.  So  far  as 
the  record  shows  it  had  none  of  the  usual  corporate  books.  In  the 
financial  extremity  in  which  they  found  themselves  the  three  owners 
of  the  corporation  signed  personally  and  individually  a  promissory 
note  for  $1,000,000,  while  two  of  the  three  owners  contributed  or 
loaned  to  the  fund  of  $750,000  to  be  put  up  as  security  such  per¬ 
sonally  owned  securities  as  they  had  available.  The  Siems-Carey 
partnership  contributed  its  check  for  $35,000  and  there  was  also 
contributed  $250,000  in  Liberty  bonds  “  borrowed  under  (Clarke’s) 
guidance  from  Mrs.  Stone,  wife  of  Stone,  of  Hayden,  Stone  &  Com¬ 
pany.”  Practically  the  sole  evidence  that  these  securities  were 
“  paid  in  ”  to  the  corporation  is  to  be  found  in  the  statement  at¬ 
tributed  to  Siems  (deceased  before  the  hearing)  contained  in  the 
testimony  of  Clarke  set  out  in  the  findings  of  fact,  in  which  he 
states,  “  I  will  turn  these  into  the  corporation,”  and,  later,  “  I  am 
turning  these  over  to  the  corporation.”  The  intention  to  pay  in 
capital  or  a  mere  statement  of  such  an  intention  standing  alone  is 
not  enough.  The  actions  of  the  parties  and  the  corporation  must 
evince  the  intention  and  effect  the  actual  paying  in.  No  single 
step  was  ever  taken  either  by  the  stockholders  or  the  corporation 
other  than  as  outlined  to  effectuate  the  transfer  to  the  corporation. 
The  securities  were  never  assigned  to  the  corporation  by  their  own¬ 
ers  nor  were  they  taken  up  on  the  books  of  the  corporation.  Every 
circumstance  surrounding  the  transaction  goes  to  show  that  the  se¬ 
curities  never  belonged  to  the  corporation.  The  corporation  paid 
nothing  for  them  and  gave  nothing  in  return.  Title  never  passed 
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to  the  corporation.  It  merely  borrowed  them  from  the  individuals 
who  owned  them  and  upon  the  conclusion  of  their  use  returned  the 
same  securities  to  the  sources  from  which  they  came. 

When  the  securities  were  released  by  the  War  Credits  Board  and 
returned  to  their  individual  owners  there  was  no  corporate  action  of 
any  hind  taken  in  connection  with  such  return.  No  liquidating 
dividend  or  other  distribution  of  assets  was  made  and  there  is  no 
evidence  of  the  securities  ever  officially  passing  through  the  hands 
of  the  corporation. 

Whether  or  not  property  is  paid  in  to  a  corporation  depends  upon 
the  facts  surrounding  the  transaction  and  not  upon  any  single  state¬ 
ment  to  the  effect  that  they  were  paid  in.  This  is  a  conclusion  that 
may  or  may  not  be  justified  by  the  facts  of  the  case.  In  this  case 
it  clearly  was  not  justified.  From  the  record  we  are  convinced  that 
neither  the  note  nor  the  securities  were  ever  “  paid  in  ”  to  the  cor¬ 
poration  within  the  proper  legal  meaning  of  that  term. 

There  is  another  ground  upon  which  it  would  appear  to  be  neces¬ 
sary  to  find  against  the  contention  of  petitioner.  Upon  the  evidence 
it  is  clear  to  us  that  the  securities  were  borrowed  for  a  specific  and 
temporary  use  and  were  later  returned  to  their  individual  owners. 
They  were  never  assigned  to  the  corporation  and  title  never  passed. 
It  follows,  therefore,  that  if  they  were  capital  at  all  the}^  were  bor¬ 
rowed  capital,  which  is  expressly  excluded  from  invested  capital  by 
section  326(b),  which  reads: 

As  used  in  this  title  the  term  “  invested  capital  ”  does  not  include  borrowed 

capital. 

The  provisions  of  the  above  section  of  the  law  were  applied  ad¬ 
versely  to  the  taxpayer  in  the  Appeal  of  W arren-Lavib  Lumber  Co ., 
1  B.  T.  A.  786,  788,  where  the  Board  says : 

It  thus  appears  that  even  though  we  should  accept  the  allegations  of  the 
taxpayer  as  evidence  that  Lamb,  at  the  time  when  he  made  these  advances,  in¬ 
tended  that  the  sum  should  become  part  of  the  invested  capital  of  the  business 
of  the  taxpayer,  such  intention  was  not  actually  carried  out  and  made  effective 
until  the  time  when  the  notes,  given  by  the  taxpayer  as  evidence  of  the  ad¬ 
vances,  were  actually  exchanged  for  the  preferred  stock  shares  of  the  taxpayer 
company,  and  this  exchange  not  having  taken  place  until  after  the  close  of 
the  year  1917  we  must  necessarily  hold  that  during  the  year  1917  these  advances 
represented  borrowed  capital  and  not  invested  capital. 

The  evidence  in  support  of  the  taxpayer  was  much  stronger  in  the 
above-cited  case  than  in  the  instant  case.  See  also  Appeals  of  Kelly- 
Buekley  Co .,  1  B.  T.  A.  1154,  and  Harrolds  Motor  Car  Co .,  5  B.  T.  A. 
429. 

Judgment  will  be  entered  for  the  C ommissioner. 

Littleton,  Smith  and  Trussell  dissent. 

Milliken  did  not  participate. 
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Appeal  of  Lincoln  L.  McCandless. 

Docket  No.  2783.  Promulgated  January  20,  1927. 

1.  Amounts  paid  for  surveys  of  land  involved  in  litigation  held  to 
be  capital  expenditures. 

2.  Upon  the  evidence,  held,  that  the  transaction  upon  which  the 
taxpayer  sought  to  deduct  a  loss  did  not  constitute  a  sale,  and 
that  the  Commissioner  properly  added  a  penalty  of  50  per  centum 
of  the  total  amount  of  the  deficiency  resulting  from  the  disallow¬ 
ance  of  the  deduction  sought  by  the  taxpayer. 

Urban  E.  Wild ,  Esq.,  Arthur  /S.  Hoppe,  Esq.,  and  E.  R.  Cameron, 
C.  P.  A.,  for  the  petitioner. 

A.  Colder  Mack  ay,  Esq.,  Ward  Loveless,  Esq.,  John  D.  Foley,  Esq., 
and  W.  Frank  Gibbs,  Esq.,  for  the  Commissioner. 

This  appeal  is  from  the  determination  of  a  deficiency  in  income 
tax  for  the  year  1921  in  the  amount  of  $6,010.96  and  a  fraud  penalty 
in  the  additional  amount  of  $3,005.48.  The  taxpayer  asserts  that  the 
Commissioner  erred  in  the  following  particulars :  (1)  In  disallowing 
a  deduction  of  $524.75  paid  in  1921  for  surveys  of  land  upon  which 
suit  in  partition  was  pending;  (2)  in  disallowing  a  deduction  of 
$133.25  paid  in  1921  for  surveys  of  land  in  an  endeavor  to  quiet 
title;  (3)  in  disallowing  a  deduction  of  $42,500  which  the  taxpayer 
claimed  as  a  loss  suffered  on  the  sale  of  shares  of  stock  sold  during 
the  year  1921;  and  (4)  in  determining  a  fraud  penalty  against  the 
taxpayer. 

FINDINGS  OF  FACT. 

1.  The  taxpayer  is  a  citizen  of  the  United  States  and  a  resident  of 
Honolulu,  T.  H. 

2.  In  1921  and  for  several  years  prior  thereto  the  taxpayer  and 
one  James  Armstrong  owned  certain  lands  at  Pearl  City,  Oahu,  T.  H., 
as  tenants  in  common.  Armstrong  brought  an  action  against  the 
taxpayer  in  1921  for  the  partition  of  these  lands.  After  this  action 
was  brought,  the  taxpayer  employed  a  surveyor  to  make  a  survey  of 
the  lands  in  an  effort  to  determine  whether  the  lands  could  be  divided 
in  kind  between  the  parties.  The  taxpayer  paid  the  surveyor  $524.75 
in  1921  and  sought  to  deduct  the  same  in  his  income-tax  return  for 
that  year  as  an  ordinary  and  necessary  business  expense.  This  de¬ 
duction  was  disallowed  by  the  Commissioner.  The  suit  in  partition 
was  terminated  by  Armstrong  purchasing  the  taxpayer’s  interest  in 
the  lands.  A  part  of  the  taxpayer’s  business  enterprises  in  1921  was 
the  purchase,  sale,  and  renting  of  real  estate. 

3.  For  a  number  of  years  prior  to  1921,  the  taxpayer  claimed  title 
to  certain  lands  at  Waiele,  T.  H.,  known  as  “  Waimalu  Lands.”  The 
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Territory  also  claimed  title  to  the  lands  and  brought  suit  in  the 
Territorial  Land  Court  for  registration  of  its  claimed  title.  As  the 
issues  involved  boundary  lines,  the  taxpayer  caused  a  survey  of  the 
lands  to  be  made  and  brought  suit  to  register  his  title,  in  order  to 
protect  his  own  interests.  The  taxpayer  paid  $133.25  for  these 
surveys  in  1921  and  claimed  that  amount  as  a  deduction  in  his  income- 
tax  return  for  that  year  as  an  ordinary  and  necessary  business  ex¬ 
pense.  This  deduction  was  disallowed  by  the  Commissioner.  The 
two  suits  for  registration  of  title  are  still  undetermined. 

4.  The  California-Hawaiian  Development  Co.  is  a  corporation 
which  was  organized  under  the  laws  of  the  State  of  California  on  or 
about  September  27,  1911.  This  company,  hereinafter  called  the  cor¬ 
poration,  was  organized  by  the  taxpayer  and  several  associates,  among 
whom  was  C.  G.  Bockus,  for  the  purpose  of  acquiring  from  the  Sierra 
Nevada  Development  Co.,  an  Arizona  corporation,  certain  mining 
properties  in  Placer  County,  California.  The  corporation  was  incor¬ 
porated  with  a  capital  stock  of  3,000,000  shares  having  a  par  value  of 
one  dollar  each.  Sometime  in  1909  the  taxpayer  had  purchased 
shares  of  stock  in  the  Sierra  Nevada  Development  Co.  at  the  price  of 
$7.50  for  shares  having  a  par  value  of  $10  each.  These  shares  were 
exchanged  in  1911  for  shares  of  stock  in  the  corporation  at  the  ratio 
of  one  for  twenty. 

5.  C.  G.  Bockus  was  a  resident  of  Honolulu  for  many  years  prior 
to  March,  1922,  when  he  left  Honolulu  for  San  Francisco,  Calif., 
where  he  has  since  continued  to  reside.  He  had  been  one  of  the 
organizers  and  for  some  time  secretary  of  the  corporation,  and  was 
a  licensed  dealer  in  stocks,  bonds,  and  general  securities  in  the  Terri¬ 
tory  of  Hawaii  during  the  year  in  question.  He  was  on  terms  of  in¬ 
timate  friendship  and  association  with  the  taxpayer  and  had  many 
business  dealings  in  the  sale  and  purchase  of  stocks  and  bonds  for 
him. 

6.  On  or  about  December  10,  1921,  Bockus  called  at  the  office  of 
the  taxpa}^er  in  Honolulu  and  offered  to  purchase  some  of  his  stock 
in  the  corporation  at  5  cents  per  share.  At  that  time  the  taxpayer 
told  Bockus  that  he  would  consider  the  matter.  Subsequent^,  and 
on  December  15,  1921,  Bockus  again  called  on  the  taxpayer  and 
renewed  his  offer.  On  that  date  the  taxpayer  informed  Bockus  that 
he  would  sell  him  100,000  shares  of  the  stock  of  the  corporation.  The 
taxpayer  then  produced  certificate  184  for  280,800  shares  of  the 
stock  of  the  corporation  and  endorsed  and  delivered  it  to  Bockus. 
This  was  done  with  the  understanding  that  Bockus  was  to  surrender 
the  certificate  for  cancellation  and  have  two  certificates  issued  in  lieu 
thereof;  one  to  himself  for  100,000  shares  and  the  other  to  the  tax¬ 
payer  for  180,800  shares.  At  that  time  Bockus  gave  the  taxpayer  a 
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receipt  for  the  certificate  for  280,800  shares,  on  which  he  wrote  of 
which  100,000  shares  is  sold  to  me  at  five  cents  per  share,  balance  to 
be  returned.'*  At  the  same  time  the  taxpayer  made  a  memorandum 
as  follows : 

Dec.  15/21 

Sold  to  C.  G.  Bockus  100,000  shares  at  50  of  C.  H.  D.  Co.  Stock  out  of 


Certificate  #184  of _  280,  800 

Sold. _ _ _  100,000 


Due  L.  L.  McC— _ _  180,800 

This  stock  cost  $37.50  Per  Share.  Paid  8  assessments 
2  at  20 

6  at  total  10  cts.  Per  share  or - 3,  750 

1,  000 


Total  cost  per  share _ 4,  750 

Bockus  mailed  certificate  184  to  the  office  of  the  corporation  in  San 
Francisco  for  surrender  and  transfer  on  or  about  December  22,  1921. 
The  certificate  was  canceled  by  the  secretary  of  the  corporation  on 
December  30,  1921.  In  lieu  thereof,  certificate  697  for  100,000  shares 
was  issued  to  Bockus,  and  certificate  698  for  180,800  shares  was 
issued  to  the  taxpayer.  Both  certificates  were  mailed  to  Bockus. 
He  retained  certificate  697  and  delivered  certificate  698  to  the  tax¬ 
payer.  On  December  15,  at  the  time  of  the  purported  sale,  Bockus 
told  the  taxpayer  that  he  would  give  his  note  in  payment  for  the 
stock.  The  taxpayer  assented  to  this  and  Bockus  then  made  out  and 
delivered  to  him  a  promissory  note  or  I  O  U  in  the  amount  of 
$5,000.  This  transaction,  which  the  taxpayer  claims  was  a  sale,  was 
made  because  he  desired  to  sustain  a  loss  for  the  purpose  of  deduct¬ 
ing  the  amount  thereof  from  his  income  in  his  tax  return  for  the  year 
1921. 

7.  The  shares  of  stock  transferred  by  the  taxpayer  to  Bockus  were 
acquired  by  him  December  30,  1911,  in  exchange  for  the  shares  of 
stock  of  the  Sierra  Nevada  Development  Co.  which  he  owned.  At 
the  ratio  of  exchange,  the  cost  to  the  taxpayer  of  the  shares  in  the 
corporation  was  37%  cents  per  share.  During  the  period  from 
December  26,  1914,  to  June  28,  1921,  the  taxpayer  paid  assessments 
imounting  to  11  cents  per  share,  thus  making  the  total  cost  of  each 
share  48x/2  cents,  or  $47,500  for  the  100,000  shares.  The  fair  market 
palue  of  the  stock  on  March  1,  1913,  was  50  cents  per  share. 

8.  A  day  or  two  after  the  delivery  of  certificate  184  to  Bockus, 
the  taxpayer  gave  the  receipt  for  the  certificate  which  Bockus  had 
signed  at  the  time  of  the  delivery  and  his  own  memorandum  of  the 
transaction  to  one  J.  S.  Martin,  who  was  his  bookkeeper,  for  filing. 
At  that  time  the  taxpayer  told  Martin  the  details  of  the  transfer 
of  the  100,000  shares  to  Bockus.  Martin  then  asked  the  taxpayer  why 
he  had  not  been  given  a  chance  to  buy  that  stock  and  stated  that  he 
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would  like  to  buy  100,000  shares  at  5  cents  per  share  and  give  his 
note  in  payment  therefor.  The  taxpayer  then  told  Martin  that  he 
would  see  Bockus  about  it.  Accordingly,  the  taxpayer  called  on 
Bockus  and  told  him  that  Martin  desired  to  buy  the  100,000  shares  at 
5  cents  per  share  and  give  his  note  in  payment  therefor.  After  that 
conversation,  Bockus  called  on  the  taxpayer  and  stated  that  he  would 
be  willing  to  transfer  the  100,000  shares  to  Martin,  if  the  taxpayer 
would  accept  Martin’s  note  for  $5,000,  return  to  Bockus  his  note  or 
I  O  U  and  also  pay  Bockus  a  broker’s  commission  on  the  deal.  The 
taxpayer  assented  to  this  offer  and  informed  Martin  on  or  about 
December  21,  1921,  of  Bockus’  condition  and  stated  that  he  would 
accept  Martin’s  note.  Martin  immediately  made  out  his  promissory 
note  for  $5,000  payable  to  the  taxpayer  and  delivered  it  to  him.  The 
taxpayer  returned  to  Bockus  his  note  or  I  O  U  for  $5,000,  which 
Bockus  destroyed.  Subsequently,  in  April,  1922,,  the  taxpayer  paid 
Bockus  $200  on  account  of  the  brokerage  agreed  upon  for  the  transfer 
of  the  shares  to  Martin  and,  in  August,  1922,  paid  the  balance  of  $50, 
taking  a  receipt  for  each  payment.  When  certificate  697  for  the 
100,000  shares  was  received  by  Bockus,  he  endorsed  it  and  gave  it  to 
the  taxpayer  for  delivery  to  Martin.  The  certificate  was  delivered 
to  Martin  and  he  placed  it  in  the  safe  of  the  office  in  which  he  was 
employed  by  the  taxpayer  and  held  it  there  until  about  the  first  of 
June,  1922,  when  he  sent  it  to  San  Francisco  for  transfer  to  his  own 
name.  It  was  canceled  on  June  8,  1922,  and  certificate  702  was  issued 
to  Martin  in  lieu  thereof.  Martin  paid  $20  for  transfer  stamps  on 
this  certificate.  The  promissory  note  which  Martin  had  given  the 
taxpayer  was  kept  in  the  safe  in  the  office  in  which  he  was  employed 
by  the  taxpayer.  Martin  made  no  entries  on  the  taxpayer’s  books, 
either  of  the  purported  sale  of  the  100,000  shares  of  stock  to  Bockus 
or  the  reciept  of  his  note  or  I  O  U  for  $5,000,  nor  did  he  make  any 
entries  of  the  promissory  note  given  by  him  to  the  taxpayer.  Neither 
did  Martin  pay  any  interest  to  the  taxpayer  on  the  promissory  note 
which  he  gave. 

9.  Sometime  in  August,  1922,  Martin  received  a  notice  of  an  assess¬ 
ment  levied  on  the  100,000  shares  of  stock  represented  by  certificate 
702.  He  did  not  want  to  pay  the  assessment  and  so  informed  the 
taxpayer,  who  stated  that,  if  Martin  could  not  pay  the  assessment, 
he  would  take  the  stock  back.  Martin  had  access  to  the  taxpayer’s 
office  safe.  He  took  therefrom  the  promissory  note  for  $5,000, 
which  he  had  given  the  taxpayer,  and  destroyed  it.  He  then  en¬ 
dorsed  and  delivered  certificate  702  to  the  taxpayer,  who  paid  the 
assessment  thereon.  This  certificate  was  canceled  on  September  21, 
1922,  and  certificate  706  was  issued  to  the  taxpayer  in  lieu  thereof. 
The  taxpayer  paid  for  the  tax  stamps  on  this  last  transfer. 
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10.  The  taxpayer  purchased  no  shares  of  the  stock  of  the  corpora¬ 
tion  within  sixty  days  prior  or  subsequent  to  the  transfer  of  the 
100,000  shares  to  Bockus  or  to  Martin. 

11.  In  his  income-tax  return  for  the  year  1921,  the  taxpayer 
claimed  a  loss  of  $42,500  on  the  transfer  to  Bockus  of  the  100,000 
shares  of  stock  of  the  corporation  and  sought  to  take  a  deduction  of 
that  amount  as  a  loss  on  such  transfer  on  the  ground  that  it  was  a 
sale.  The  Commissioner  disallowed  such  deduction,  asserted  that  the 
alleged  sale  was  false  and  fictitious,  determined  a  deficiency  of 
$6,010.96,  and  added  a  fraud  penalty  of  50  per  cent  in  the  amount  of 
$3,005.48. 

12.  The  transfer  to  Bockus  of  the  100,000  shares  of  stock  of  the  cor¬ 
poration  and  their  subsequent  transfer  to  Martin  were  made  with 
intent  to  evade  tax,  and  the  return  of  the  amount  of  $42,500  by  the 
taxpayer  as  a  loss  resulting  from  a  sale  was  false  and  fraudulent. 

OPINION. 

Trammell  :  The  amounts  paid  for  surveys  of  the  Pearl  City  tract 
and  the  Waimalu  Lands,  as  described  in  findings  1  and  2,  are  clearly 
capital  expenditures  and  can  not  be  deducted  as  ordinary  and  neces¬ 
sary  business  expenses.  Appeal  of  Consolidated  Mutual  Oil  Co .,  2 

B.  T.  A.  1067. 

The  important  question  involved  in  this  appeal  is  whether  the 
taxpayer  was  guilty  of  fraud  with  intent  to  evade  tax  when  he 
sought  to  deduct  a  loss  of  $42,500  on  the  purported  sale  of  100,000 
shares  of  stock  of  the  corporation.  The  taxpayer  admitted  that  his 
sole  purpose  in  transferring  this  stock  was  to  write  off  a  loss  from 
his  income  for  1921.  Whether  he  is  entitled  to  deduct  the  loss  de¬ 
pends  on  whether  the  transaction  between  him  and  Bockus  on  De¬ 
cember  15,  1921,  was  a  sale.  If  it  was,  the  deduction  was  proper; 
if  it  was  not,  the  deduction  can  not  be  allowed. 

The  Commissioner  denies  that  the  transaction  between  the  tax¬ 
payer  and  Bockus  was  a  sale  and  asserts  that  it  was  a  mere  pretense. 
The  taxpayer  declared  that  he  sold  the  stock  to  Bockus,  and  that 
subsequently,  at  his  request,  Bockus  sold  the  stock  to  Martin.  Bockus 
in  his  testimony  corroborates  the  taxpayer.  However,  the  accom¬ 
panying  details  and  circumstances  must  be  considered  in  interpret¬ 
ing  the  purpose  and  intent  of  the  transaction  with  respect  to  the 
taxing  law. 

Stripped  to  bare  essentials,  the  history  of  the  taxpayer’s  deals  with 
Bockus  and  Martin  is  as  follows:  The  taxpayer,  who  was  the  owner 
of  a  large  number  of  shares  of  stock  of  the  corporation,  agreed  to 
“  sell  ”  100,000  shares  thereof  to  Bockus  in  return  for  a  note  or  an 
I  O  U.  When  he  discovered  that  Martin  wanted  the  stock,  the  tax- 
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payer  was  so  anxious  that  his  bookkeeper  <  should  have  it  that  he 
agreed  to  pay  Bockus  a  broker’s  commission  for  destroying  his  note 
or  I  O  U  and  accepted  Martin’s  note  in  its  place.  This  second  note 
was  allowed  to  repose  in  the  office  safe  where  Martin  had  ready  access 
to  it.  Later  on,  and  after  the  taxpayer  had  filed  his  income-tax 
return  with  the  $42,500  deducted  as  a  loss  therein,  Martin  decided 
that  he  did  not  want  to  pay  an  assessment  on  the  stock.  The  tax¬ 
payer  with  apparent  willingness,  and  without  any  apparent  con¬ 
sideration  of  the  fact  that  the  sale  of  the  stock  by  the  corporation  to 
satisfy  the  assessment  would  be  Martin’s  loss  and  not  his,  permitted 
Martin  to  take  the  note  from  the  safe  and  destroy  it,  accepted  return 
of  the  stock  certificate,  and  paid  the  assessment  to  the  company. 
The  results  of  these  transactions  were  that  Bockus  received  a  com¬ 
mission  and  was  relieved  of  his  obligation  on  the  note,  Martin  was 
permitted  to  escape  all  liability  on  his  note,  and  the  taxpayer  had 
his  stock  returned  to  him,  paid  an  assessment  thereon,  and  deducted 
a  loss  which,  had  it  not  been  challenged  by  the  Commissioner,  would 
have  enabled  him  to  escape  taxation  for  the  year  1921. 

The  salient  features  of  the  transaction  are  not  indicative  of  good 
faith  therein.  They  do  not  indicate  a  sale  which  can  be  recognized 
under  the  revenue  acts.  The  admitted  intent  to  deduct  a  loss  appears 
to  be  supported  by  a  motive  to  take  the  loss  without  regard  to  the 
method  employed.  By  a  circuitous  process  the  taxpayer  sold  the 
stock  to  himself  for  $250.  This  is  a  condition  not  dissimilar  from, 
but  more  flagrant  than,  the  condition  developed  in  Appeal  of  James 
Dobson ,  1  B.  T.  A.  1082. 

On  the  evidence  submitted  in  this  appeal,  we  are  not  warranted  in 
overturning  the  action  of  the  Commissioner  in  denying  the  deduction. 
Nor  can  we,  when  confronted  with  such  a  peculiar  situation,  disturb 
the  Commissioner’s  finding  of  fraud. 

Judgment  will  be  entered  on  SO  days ’  notice , 
under  Rule  50. 

Milliken  did  not  participate. 

Murdock,  dissents. 

Phillips,  dissenting:  While  the  transactions  recited  above  are  not 
free  of  suspicion,  I  have  reached  the  conclusion,  after  hearing  and 
weighing  the  testimony  of  the  witnesses  and  considering  the  cir¬ 
cumstantial  evidence,  that  the  record  in  this  appeal,  which  is  one 
step  in  the  proceedings  to  impose  a  penalty  for  a  criminal  act,  is 
insufficient  to  meet  the  requirement  of  the  common  law  that  commis¬ 
sion  of  the  crime  must  be  established  beyond  a  reasonable  doubt. 

The  transactions,  on  their  face,  were  regular.  The  testimony  of 
the  parties  is  that  a  sale  was  made  and  that  there  was  no  collateral 
agreement  or  secret  understanding  with  respect  to  the  stock.  The 


1120 


5  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(1114> 


sales  price  represented  the  fair  market  value  of  the  stock  and  there 
is  nothing  to  indicate  that  Bockus  and  Martin  were  unable  to  meet 
their  notes.  In  fact,  the  testimony  indicates  the  contrary.  The 
exaction  by  Bockus  of  a  commission  as  a  condition  of  the  sale  to 
Martin  would  not  seem  unusual  if,  as  taxpayer  contends,  Bockus 
was  then  the  owner  of  the  stock,  nor  are  the  facts  with  reference  to 
the  subsequent  re-acquisition  of  this  stock  unusual. 

I  am  unwilling  to  adjudge  this  taxpayer  guilty  of  the  crime 
charged  on  suspicion  alone,  when  the  suspicious  circumstances  in  the 
record  are  susceptible  of  an  innocent  interpretation,  and  for  that 
reason  I  must  dissent  from  the  conclusion  reached. 

Trussell  concurs  in  this  dissent. 


Appeal  of  John  A.  McCandless. 

Docket  No.  2784.  Promulgated  January  20,  1927. 

Upon  the  evidence,  held,  that  a  transfer  of  shares  of  stock  by  the 
taxpayer  did  not  constitute  a  sale  and  that  no  deductible  loss 
resulted  therefrom ;  also,  that  the  fixing  of  a  fraud  penalty  of  50 
per  centum  of  the  total  amount  of  the  deficiency,  resulting  from  the 
disallowance  of  the  deduction  sought,  was  proper. 

Urban  E.  Wild ,  Esq.,  Arthur  S.  Hoppe,  Esq.,  E.  R.  Carrier  on  r 
C.  P.  A.,  and  A.  R.  Beehtold,  C.  P.  A.,  for  the  petitioner. 

A.  C alder  Mackey,  Esq.,  Ward  Loveless,  Esq.,  John  D.  Foley,  Esq., 
and  W.  Frank  Gibbs,  Esq.,  for  the  Commissioner. 

This  appeal  is  from  the  determination  of  a  deficiency  in  income  tax 
in  the  amount  of  $9,216.84  for  the  year  1921,  and  an  added  fraud 
penalty  of  $4,608.42,  or  a  total  deficiency  of  $13,825.26. 

FINDINGS  OF  FACT. 

1.  The  taxpayer  is  a  citizen  of  the  United  States  and  a  resident  of 
Honolulu,  T.  H. 

2.  The  California-Hawaiian  Development  Co.  is  a  corporation 
which  was  organized  under  the  laws  of  the  State  of  California  on  or 
about  September  27,  1911.  This  company,  hereinafter  called  the 
corporation,  was  organized  by  the  taxpayer  and  several  associates, 
among  whom  was  C.  G.  Bockus,  for  the  purpose  of  acquiring  from 
the  Sierra  Nevada  Development  Co.,  an  Arizona  corporation,  certain 
mining  properties  located  in  Placer  County,  California.  The  cor¬ 
poration  was  incorporated  with  a  capital  stock  of  3,000,000  shares 
having  a  par  value  of  one  dollar  each.  Sometime  in  1909  the  tax¬ 
payer  had  purchased  shares  of  stock  in  the  Sierra  Nevada  Develop¬ 
ment  Co.  at  the  price  of  $7.50  for  shares  having  a  par  value  of  $10 
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each.  These  shares  were  exchanged  in  1911  for  shares  of  stock  in 
the  corporation  at  the  ratio  of  one  for  twenty,  thus  making  the  cost 
to  the  taxpayer  of  such  shares  in  the  corporation  37%  cents  each. 

3.  C.  G.  Bockus  was  a  resident  of  Honolulu  for  many  years  prior 
to  March.  1922,  when  he  left  Honolulu  for  San  Francisco,  Calif., 
where  he  has  since  continued  to  reside.  He  had  been  one  of  the 
organizers  and  for  some  time  the  secretary  of  the  corporation,  and 
was  a  licensed  dealer  in  stocks,  bonds  and  general  securities  in  the 
Territory  of  Hawaii  during  the  year  in  question.  He  was  on  terms 
of  intimate  friendship  and  association  with  the  taxpayer  and  had 
many  business  dealings  in  the  sale  and  purchase  of  stocks  and  bonds 
for  him. 

4.  On  or  about  December  10,  1921,  Bockus  called  at  the  office  of 
ithe  taxpayer  in  Honolulu  and  stated  that  he  desired  to  purchase  some 
of  the  taxpayer’s  shares  in  the  corporation.  At  that  time  the  tax¬ 
payer  told  Bockus  he  would  consider  the  offer.  A  few  days  later 
Bockus  again  called  on  the  taxpayer  without  any  resulting  arrange¬ 
ment.  On  or  about  December  21,  Bockus  made  another  visit  to  the 
taxpayer’s  office.  At  that  time  the  taxpayer  produced  certificate  95 
for  267,780  shares  of  the  stock  of  the  corporation.  The  certificate 
was  then  endorsed  by  the  taxpayer  and  delivered  to  Bockus,  who,  at 
the  same  time,  gave  to  the  taxpayer  his  demand  promissory  note  for 
the  sum  of  $13,389.  Bockus  took  the  stock  away  with  him  and  within 
ithe  next  few  days  mailed  it  to  the  office  of  the  corporation  in  San 
Francisco,  where,  on  December  30,  1921,  it  was  canceled  and  certifi¬ 
cate  696,  for  the  same  number  of  shares,  was  issued  in  lieu  thereof 
in  the  name  of  C.  G.  Bockus.  This  certificate  was  mailed  to  Bockus 
and  received  by  him  at  Honolulu.  Bockus  held  certificate  696  in  his 
possession  until  May,  1922.  The  taxpayer  paid  for  the  documentary 
.stamps  on  the  promissory  note  given  to  him  by  Bockus  and  also  on 
the  stock  certificate  delivered  by  him  to  Bockus.  Previous  to  Decem¬ 
ber  10,  1921,  the  taxpayer  had  endeavored  to  sell  some  of  his  shares 
•of  stock  in  the  corporation  to  other  brokers,  but  did  not  so  dispose  of 
any  of  his  stock.  At  the  time  of  the  transfer  of  certificate  95  on  De¬ 
cember  21,  1921,  the  taxpayer  paid  $267  to  Bockus  as  a  part  of  a 
brokerage  commission  on  the  transfer  and,  in  February,  1922,  paid 
him  an  additional  amount  of  $1,000  as  the  balance  due  on  such  com¬ 
mission.  This  transfer  of  stock  to  Bockus  for  a  promissory  note, 
which  the  taxpayer  claims  was  a  sale,  was  made  because  he  desired 
to  sustain  a  loss  for  the  purpose  of  deducting  the  amount  thereof 
from  his  income  in  his  tax  return  for  1921. 

5.  The  shares  of  stock  transferred  by  the  taxpayer  to  Bockus 
were  acquired  by  him  November  14,  1911,  in  exchange  for  the  shares 
of  stock  of  the  Sierra  Nevada  Development  Co.  which  he  then  owned. 
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At  the  ratio  of  exchange,  the  cost  to  the  taxpayer  of  the  shares 
represented  by  certificate  95  was  37*4  cents  per  share.  During  the 
period  from  December  26,  1914,  to  June  28,  1921,  the  taxpayer  paid 
assessments  amounting  to  11  cents  per  share,  thus  making  the  total 
cost  of  each  share  48*4  cents,  or  $129,873.30  for  the  267,780  shares. 
The  fair  market  value  of  the  stock  on  March  1,  1913,  was  50  cents 
per  share. 

6.  In  his  income-tax  return  for  the  year  1921,  the  taxpayer 
claimed  a  loss  of  $116,484.30  on  the  transfer  to  Bockus  of  the  267,780 
shares  of  stock  of  the  corporation  and  sought  therein  to  take 
a  deduction  of  that  amount  as  a  loss  on  such  transfer  on  the  assertion 
that  it  was  a  sale.  The  ConTmissioner  disallowed  the  deduction 
sought,  asserted  that  the  alleged  sale  was  false  and  fictitious,  deter¬ 
mined  a  deficiency  in  the  amount  of  $9,216.84,  and  added  a  fraud 
penalty  of  $4,608.42. 

7.  In  the  latter  part  of  May,  1922,  the  taxpayer  called  on  Bockus 
at  his  office  in  San  Francisco  and  inquired  of  him  as  to  whether  he 
could  pay  the  promissory  note  for  $13,389.  Bockus  replied  that  he 
could  not  and  requested  the  taxpayer  to  take  back  the  stock  in 
exchange  for  the  note.  In  response  to  this  request  the  taxpayei 
delivered  the  note  to  Bockus,  who  tore  it  up.  Bockus  then  endorsed 
certificate  696  and  immediately  delivered  it  to  the  taxpayer.  This 
certificate  was  canceled  June  9,  1922,  and  certificates  703  and  704 
were  issued  to  the  taxpayer  in  lieu  thereof.  On  this  return  transfer 
the  taxpayer  paid  Bockus  another  brokerage  commission  amounting 
to  $1,267. 

8.  Sometime  in  November,  1922,  Bockus  and  the  taxpayer  had  a 
conversation  in  San  Francisco  in  which  Bockus  informed  the  tax¬ 
payer  that  he  was  heavily  involved  financially  and  that  there  was 
likelihood  of  bankruptcy  proceedings  being  instituted  against  him  by 
his  creditors.  The  taxpayer  expressed  his  willingness  to  assist 
Bockus  and  offered  to  sell  him  some  stock  in  the  corporation  after 
the  bankruptcy  petition  had  been  filed,  in  order  to  give  Bockus  an 
opportunity  to  make  some  money  by  reselling  the  stock.  The  tax¬ 
payer  was  to  make  no  final  decision  until  he  returned  to  Honolulu. 
His  return  to  that  city  followed  within  the  next  week  or  two.  The 
creditors  of  Bockus  filed  a  petition  in  involuntary  bankruptcy 
against  him  on  December  7,  1922,  and,  on  December  28  he  was 
adjudged  a  bankrupt.  Prior  to  the  latter  date  and  after  December 
7,  the  taxpayer  mailed  certificates  126,  197,  324,  350  and  409  for  a 
total  of  152,736  shares  of  stock  in  the  corporation,  which  stood  in 
his  name  on  the  books  of  the  corporation,  to  H.  A.  Kunz,  secretary, 
at  San  Francisco.  These  certificates  were  accompanied  by  written 
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instructions  from  the  taxpayer  for  Kunz  to  issue  a  certificate  for  the 
152,736  shares  to  Bockus  and  take  in  return  therefor  Bockus’  promis¬ 
sory  note  for  the  amount  of  $3,054.72.  At  the  same  time  the  tax¬ 
payer  wrote  to  Bockus  inforlning  him  of  the  instructions  to  Kunz. 
Bockus  executed  his  demand  promissory  note  for  $3,054.72,  delivered 
it  to  Kunz  and,  on  December  27,  1922,  Kunz  issued  certificate  713 
in  Bockus’  name  for  the  152,736  shares  and  delivered  it  to  him. 
In  November,  1923,  Bockus  told  the  taxpayer  that  he  had  not  sold 
the  stock  and  was  unable  to  pay  the  promissory  note.  The  taxpayer 
then  informed  Bockus  that  sufficient  opportunity  to  sell  the  stock  had 
been  given  him  and  stated  that  he,  the  taxpayer,  desired  to  repur¬ 
chase  the  stock  by  cancellation  of  the  note.  Certificate  713  was 
endorsed  by  Bockus  and  returned  to  the  taxpayer.  A  brokerage 
commission  of  $230  was  paid  to  Bockus  by  the  taxpayer  on  each  of 
these  stock  transfers.  In  his  incolne-tax  return  for  the  year  1922, 
the  taxpayer  claimed  a  loss  of  $54,984.96  on  the  transfer  of  the 
152,736  shares  of  stock  to  Bockus  in  December,  1922,  and  deducted 
that  amount  as  a  loss. 

9.  The  taxpayer  purchased  no  shares  of  the  stock  of  the  corpora¬ 
tion  within  sixty  days  prior  or  subsequent  to  the  transfer  of  the 
267,780  shares  of  stock  of  the  corporation  described  in  paragraph  5. 

10.  The  transfer  to  Bockus  of  the  267,780  shares  of  stock  of  the 
corporation  was  made  with  intent  to  evade  tax,  and  the  return  of  the 
amount  of  $116,484.30  by  the  taxpayer  as  a  loss  resulting  from  a 
sale  was  false  and  fraudulent. 

--V.  •  ", 

OPINION. 

Trammell:  The  sole  question  for  consideration  is  whether  the 
attempt  by  the  taxpayer  to  deduct  a  loss  of  $116,484.30  in  his  income- 
tax  return  for  1921  was  a  fraud  with  intent  to  evade  tax.  The 
Commissioner  asserts  that  the  transaction  upon  which  the  deduction 
was  predicated  was  a  pretended  sale,  designed  to  effect  an  evasion 
of  taxation.  The  taxpayer  admits  that  the  transfer  described  in 
paragraph  4  of  the  findings  was  made  in  order  that  he  might  deduct 
a  loss  for  the  taxable  year.  If  the  transaction  was  a  sale,  the  tax¬ 
payer’s  admission  expresses  a  perfectly  legal  intent.  United  States  v. 
I  sham.,  17  Wall,  496;  Appeal  of  Pennsylvania  Co.  for  Insurance , 
etc.,  2  B.  T.  A.  48;  Appeal  of  Benjamin  T.  Britt,  2  B.  T.  A.  53; 
Appeal  of  Harold  B.  Clarh,  2  B.  T.  A.  555.  Whether  the  proper 
intent  existed  in  the  present  case  remains  to  be  determined  from  the 
circumstances  surrounding  the  transaction. 

The  evidence  discloses  a  tangled  web  of  circumstances  from  which 
it  is  difficult  to  unravel  the  threads  of  truth.  From  a  brief  narrative 
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of  what  at  first  appears  to  be  an  actual  sale  of  shares  of  stock,  the 
testimony,  in  its  extended  detail,  presents  contusion  and  suspicion. 

Bockus  and  the  taxpayer  testify  with  positiveness  that,  on  or 
about  December  10,  1921,  Bockus  called  on  the  taxpayer  and  told 
him  that  he  wanted  to  buy  some  of  the  corporation  stock;  that  a 
few  days  subsequently  there  was  another  conversation  about  the 
matter,  and  that  on  December  21,  1921,  the  negotiations  were  closed 
by  the  taxpayer  selling  to  Bockus  certificate  95  for  267,780  shares 
of  the  stock  and  taking  in  payment  therefor  Bockus’  demand  promis- 
.sorv  note  for  $13,389.  Both  witnesses  testified  that  this  transaction 
was  a  sale  and  was  intended  by  both  to  be  a  sale.  In  conoboiation 
it  was  shown  that  certificate  95  was  surrendered  by  Bockus  and 
canceled  on  the  books  of  the  corporation ;  that  certificate  696  was 
issued  to  Bockus  in  lieu  thereof  and  retained  by  him  for  some  four 
or  five  months.  These,  in  brief,  are  the  facts  upon  which  the  tax¬ 
payer  relies  to  support  his  right  to  a  deduction  of  a  loss  and  to 

defeat  the  deficiency  and  added  penalty. 

According  to  Bockus,  his  offer  to  purchase  was  made  on  his  own 
behalf  and  he  was  not  acting  as  a  broker,  but  as  a  principal,  in 
making  the  purchase.  Yet  we  find  him  charging,  and  the  taxpayer 
paying  in  cash,  a  brokerage  commission  of  $1,267  on  a  sale  which 
involved  Bockus  giving  a  note  of  somewhat  doubtful  value  in  pay¬ 
ment  for  the  shares  of  stock.  Bockus  testified  that  this  commission 
was  justified  by  custom,  yet,  when  pressed  on  cross  examination,  he 
admitted  that  in  all  his  dealings  he  had  never  before  received  a 
commission  for  giving  a  note  for  stock  which  he  purchased  for  his 
own  use  and  benefit.  To  further  aid  in  making  the  sale,  the  tax-, 
payer,  in  addition  to  paying  for  the  revenue  stamps  on  the  transfer 
of  the  shares  to  Bockus,  paid  for  the  stamps  on  the  note  given  him 
by  Bockus,  despite  the  fact  that  Bockus  was  to  receive  a  rather 
liberal  commission  on  the  deal.  Apparently  the  taxpayer  was  not 
only  desirous  of  making  a  sale,  but  was  extremely  anxious  to  facili¬ 
tate  it  for  the  purpose  of  taking  a  loss  within  the  year  in  issue.j 
Bockus  held  certificate  696  until  the  latter  part  of  May,  1922,  or 
approximately  two  and  a  half  months  after  the  taxpayei  was  re¬ 
quired  to  file  the  income-tax  return  for  1921  in  which  he  had  de¬ 
ducted  a  loss  of  $116,484.30  on  the  purported  sale.  There  is  no 
testimony  to  show  that  Bockus  made  any  attempt  to  dispose  of  it  by 
sale  during  the  period  of  his  possession  and  thus  realize  a  profit, 
though  he  testified  that  his  reason  for  purchasing  the  stock  was  to 
make  a  profit  on  resale.  When  the  taxpayer  called  on  Bockus  in  the 
latter  part  of  May,  1922,  and  inquired  as  to  whether  he  could  pay 
the  note  and  Bockus  requested  the  taxpayer  to  repurchase  the  stock 
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by  giving  him  back  his  note,  the  taxpayer  was  peculiarly  prompt  in 
acquiescing  and  obviously  generous  in  paying  Bockus  a  commission 
to  sell  back  the  stock  to  him  in  consideration  for  a  note  which  was 
apparently  worthless.  In  the  sale  and  repurchase  of  the  stock,  the 
taxpayer  paid  commissions  amounting  to  $2,534.  For  these  pay¬ 
ments  he  had  the  stock  restored  to  his  possession,  but  had  claimed 
a  deduction  in  his  income-tax  return  which  had  saved  him  from  the 
payment  of  a  tax  of  $9,216.84.  These  circumstances  are  such  as  to 
throw  strong  suspicion  upon  the  bona  jides  of  the  transaction  of 
December  21, 1921. 

This  suspicion  is  augmented  when  we  consider  the  further  trans¬ 
actions  between  the  taxpayer  and  Bockus.  In  November  of  1922, 
about  six  months  after  Bockus  had  declared  himself  unable  to  pay 
his  note  of  December  21,  1921,  and  in  the  face  of  confession  by  him 
of  impending  bankruptcy  proceedings,  the  taxpayer  again  discussed 
another  sale  of  corporation  stock  to  Bockus.  Immediately  following 
the  filing  of  the  creditors’  petition  in  involuntary  bankruptcy  against 
Bockus,  the  taxpayer  in  Honolulu  mailed  certificates  representing 
152,736  shares  of  the  corporation  stock  to  San  Francisco  to  be  deliv¬ 
ered  to  Bockus  upon  his  executing  and  delivering  a  promissory  note 
in  the  amount  of  $3,054.72,  at  the  rate  of  2  cents  per  share,  in  favor 
of  the  taxpayer.  This  note  was  delivered  to  the  taxpayer’s  agent  on 
December  27,  1922,  just  before  the  close  of  the  taxable  year,  and  the 
taxpayer  in  his  income-tax  return  deducted  a  loss  of  $54,984.96  on 
the  purported  sale.  Again  wTe  find  Bockus  retaining  the  stock,  again 
we  find  him  unable  to  pay  his  note,  once  more  we  find  the  taxpayer 
willing  to  repurchase  the  stock,  after  the  filing  of  his  return  by 
returning  Bockus’  promissory  note,  and  again  we  find  that  the  tax¬ 
payer  has  paid  Bockus  a  commission  on  each  of  the  so-called  sales. 

From  the  testimony  of  the  taxpayer  and  Bockus  we  are  of  the 
opinion  that  the  transfer  of  stock  to  Bockus  in  December  21,  1921, 
was  not  a  sale,  that  it  was  a  mere  pretense  to  permit  the  taxpayer 
to  claim  a  loss,  and  that  the  return  was  false  and  wilfully  so  made. 

Judgment  will  be  entered,  on  SO  days'  notice y 
under  Rule  50. 

Milliken  did  not  participate. 

Mubdock  dissents. 

Phillips,  concurring :  The  record  before  us  in  this  proceeding, 
unlike  the  two  appeals  of  taxpayer’s  brothers,  which  were  heard 
at  the  same  time,  is,  in  my  opinion,  sufficient  to  establish  the  crime 
charged  beyond  any  reasonable  doubt.  I  therefore  concur  in  the 
result  which  has  been  reached. 
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Appeal  of  Royal  Mineral  Association. 

Docket  No.  3146.  Promulgated  January  20,  1927. 

Depletion. — Commissioner's  determination  of  the  March  1,  1913, 
value  of  the  right  to  receive  royalties  from  leases  of  iron  ore 
approved. 

Paul  E.  Shorb.  Esq .,  and  Frank  W.  Wilson ,  C.  P.  A .,  for  the 
petitioner. 

Arthur  J .  Seaton.  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  a  determination  by  the  Commissioner  of 
a  deficiency  in  income  and  profits  taxes  for  the  years  1919  and  1920 
in  the  respective  amounts  of  $67.69  and  $17,780.77,  a  total  of  $17,- 
848.46.  The  sole  issue  relates  to  a  determination  of  the  deduction 
to  which  the  petitioner  is  entitled  for  the  years  in  question  on  ac¬ 
count  of  depletion  of  the  March  1,  1913,  value  of  its  iron  ore 
properties. 

FINDINGS  OF  FACT. 

The  petitioner,  a  Minnesota  corporation  with  its  principal  office 
at  Duluth,  was,  on  March  1,  1913,  and  during  the  years  in  question, 
the  owner  of  an  undivided  one-third  interest  in  several  iron-ore 
mines  situated  on  the  Mesaba  range,  which  mines  were  leased,  at  the 
times  stated,  to  operating  lessees  under  eight  separate  lease  agree¬ 
ments.  Seven  leases  known  as  Nos.  1,  3,  4,  5,  6,  7,  and  8,  provided 
for  payments  by  the  lessees  on  a  25  cents  per  ton  royalty  basis,  while 
in  the  case  of  lease  No.  9  the  royalty  was  $1.25  per  ton. 

Under  date  of  September  2,  1924,  the  petitioner  transmitted  to 
the  Commissioner  a  schedule  containing,  among  other  things,  the 
following  information : 

(a)  Estimated  ore  reserves  in  each  mine  at  March  1,  1913,  as 
follows:  I 

LEASE  NO.  1. 

ORE  RESERVES. 


Mine. 

Open  pit. 

; 

Milling. 

Under¬ 

ground. 

Total  reserves. 

NW  of  SW  1-57-21 . . 

12, 022, 234 
9,  585,  567 
14, 848, 188 
13, 858, 979 
3, 200, 478 

jl2, 705, 110 

15, 000, 000 
20, 171, 632 
648, 818 

1, 248, 979 

5, 388, 054 

18, 659, 267 

9,  585,  567 

14,  848, 188 

15, 767, 015 

13, 318, 478 

16, 375, 860 

15, 000, 000 

33, 930, 132 

6,  051, 458 

6, 082, 976 

2, 096,  230 

2,  999, 335 

.  154,714,506 

SW  of  NE  2-57-21 . . . 

SEofNE  “  . . 

NE  of  SE  “  . . . 

832,400 
2, 791, 900 

2,  660,  650 

1,075, 636 
7,326,100 

1, 010, 100 

SE  of  SE  “  _ _ 

Lot  3  6-57-20 . . . 

Lot  4  “  . 

SW  of  NW  “  . . . . . 

SE  of  NW  “  . . . . 

13,  594, 400 
12,700 

164, 100 
5,  389, 940 
6, 082,  976 

2, 096,  230 

2, 999, 335 

SW  of  NW  31-58-17 . . . 

NE  of  SE  11-57-21 . 

NE  of  NW  7-57-20 . 

}.._ . 

JN  W  01  N  W  ‘  _ . . 

SW  of  NW  “  ... 

} . 

oJb  OI  JN  W 

Total  ore  reserves  Lease  No.  1 _ 

1 

(1126) 


ROYAL  MINERAL  ASSOCIATION 


1127 


LEASE  NO.  3. 


Mine. 

Open  pit. 

Milling. 

Under¬ 

ground. 

Total  reserves. 

NE  of  NE  11-57-21 . . . 

101,  549 
1, 372,  230 

320, 720 

3, 327, 731 

3, 750, 000 

1, 372, 230 

. . .  5,122,230 

N)i  of  NW  12-57-21 

Total  ora  rasarvas  Lease  No.  3_ 

LEASE  NO.  4. 


SW  of  NE  6-57-20 . 

9,  575,  572 

9,  575,  572 

4, 650, 962 

. .  14,226,534 

N3^  of  NE  “  . . 

J 

4,  650, 962 

Total  ore  reserves  Lease  No.  4 _ 

LEASE  NO.  5. 


SW  of  SW'  22-58-20. . . . 

| 

| 

1, 209, 033 

1, 209, 033 

. .  1,209,033 

Total  ore  reserves  Lease  No.  5 _ 

. . 

| 

LEASE  NO.  6. 


NE  of  SW  6-57-20 . . . . 

MW  nf  SF  “ 

}l9, 936,  277 

19. 936, 277 

. . . .  19,936,277 

Total  ore  reserves  Lease  No.  6 . 

LEASE  NO.  7. 


SE  of  NE  11-57-21 . . . 

SW  nf  MW  ^c>  ^7  90 

}  7,  263,  563 

7, 263,  562 

.  7,  263,  563 

Total  ore  reserves  Lease  No.  7 . 

LEASE  NO.  8. 


SE  of  SW  6-57-20 . 

|  2, 215, 795 

2, 215, 795 

. .  2,215,795 

SW  nf  SF  “ 

Total  ore  reserves  Lease  No.  8 . .. 

LEASE  NO.  9. 


NW  of  SW  30-58-17 . . . 

1, 058, 670 

1, 058, 670 

1,058,670 

Total  ore  reserves  Lease  No.  9 . 

(b)  Operating  lessees’  program  of  ore  production,  after  March 
1.  1913,  for  each  mine,  as  follows: 


LEASE  NO,  1. 


Mine. 

Years  of  active  operations  to 
exhaust. 

Years  of  deferring  operations. 

Open 

pit. 

Milling. 

Under¬ 

ground. 

Open 

pit. 

Milling. 

Under¬ 

ground. 

NW  of  SW  1-57-21 . . . 

SW  of  NE  2-57-21 . . . 

23 

23 

23 

23 

27 

}  28 

27 

28 
27 

9 

9 

23 

23 

SE  of  NE  “  . 

NE  of  SE  “  . . . 

SE  of  SE  “  . 

Lot  3  6-57-20... . . . . 

Lot  4  “  .. 

SW  of  NW  “  . . . . . 

9 

27 

11 

. 

9 

27 

11 

8 

• 

8 

8 

23 

8 

17 

23 

8 

17 

SE  of  NW  “  . . 

SW  of  NW  31-58-17 . . . 

NE  of  SE  11-57-21 . 

11 

27 

11 

27 

27 

27 

27 

17 

8 

17 

8 

8 

8 

8 

NE  of  NW  7-57-20 . . 

NW  nf  MW  li 

• 

SW  of  NW  “  . . 

SE  nf  MW  “ 

• 

1128 


5  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(1126) 


LEASE  NO.  3. 


Mine. 

Years  of  active  operations  to 
exhaust. 

Years  of  deferring  operations. 

Open 

pit. 

Milling. 

Under¬ 

ground. 

Open 

pit. 

Milling. 

Under¬ 

ground. 

NE  of  NE  11-57-21 . 

32 

9 

32 

32 

NJ4  of  NW  12-57-21 . . . 

11 

LEASE  NO.  4. 


SW  of  NE  6-57-20.. . . 

18 

8 

N^ofNE  “  . 

25 

LEASE  NO.  5. 

SW  of  SW  22-58-20  . 

34 

LEASE  NO.  6. 

NE  of  SW  6-57-20 . 

XJW  QT?  << 

}  20 

IN  W  OI  O  JDi  _ _ _ 

LEASE  NO.  7. 


SE  of  NE  11-57-21... . 

}  31 

oW  0  IiN  W  1Z-0/-2U _ 

LEASE  NO.  8. 


SE  of  SW  6-57-20 . 

QW  /-if  QT? 

}  16 

o  W  OI  oil/  _  _ _ _ _ _ _ _ _ 

LEASE  NO.  9. 


NW  of  SW  30-58-17 

7 

« 

8 

(c)  Estimated  expenses  based  upon  3  per  cent  of  gross  royalties. 

Upon  investigation  the  Commissioner  ascertained  that  the  operat¬ 
ing  lessees  under  leases  designated  Nos.  4,  7,  and  8,  had  no  definite 
programs  of  ore  production  at  March  1,  1913.  During  the  years  in 
question  no  ores  were  extracted  from  the  mines  covered  by  leases 
Nos.  7  and  8,  the  operating  lessees  making  the  minimum  royalty 
payments  provided  for  in  the  lease  agreements. 

With  these  data  before  him  the  Commissioner  proceeded  to  deter¬ 
mine  the  March  1,  1913,  value  of  the  petitioner’s  interests  in  the 
several  mines  for  the  purpose  of  computing  the  deductions  to  which 
the  petitioner  was  entitled  for  the  years  in  question  on  account  of 
depletion.  He  accepted  the  petitioner’s  estimates  of  the  ore  reserves 
at  March  1,  1913,  as  well  as  the  estimates  of  expected  future  royalties 
and  expenses,  and  also  the  operating  lessees  programs  of  ore  pro¬ 
duction.  with  some  minor  modifications  to  which  no  objection  has 
been  made  by  the  petitioner.  In  the  determination  of  the  March  1, 
1913,  value,  the  Commissioner  valued  each  mine  separately  in  the 
following  manner :  To  the  estimated  future  net  royalties  to  be 
derived  from  each  of  the  three  classes  of  ore,  discount  factors  taken 
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from  Hoskold’s  tables  were  applied  to  reduce  those  royalties  to  their 
present  worth  at  the  date  of  beginning  of  extraction  of  each  class 
of  ore,  and  against  the  resulting  sums  further  discount  factors,  repre¬ 
senting  the  present  worth  of  $1  at  6  per  cent  compound  interest 
according  to  the  number  of  years  of  deferment  of  operations  after 
March  1,  1913,  were  applied  to  reduce  such  sums  to  their  present 
worth  at  March  1,  1913.  The  sums  thus  obtained  for  all  mines 
grouped  under  a  single  lease  were  added  together  and  the  total  there¬ 
of  was  fixed  by  the  Commissioner  as  the  March  1,  1913,  value  of  all 
the  mines  covered  by  a  single  lease. 

The  discount  factors  used  by  the  Commissioner,  in  reducing  the 
estimated  future  royalties  for  each  class  of  ore  to  their  present  worth 
at  the  date  of  beginning  of  extraction,  are  taken  from  Hoskold’s 
tables,  computed  on  the  basis  of  a  risk  rate  of  6  per  cent,  according 
to  the  number  of  years  of  active  operations  necessary  to  exhaust  each 
class  of  ore,  except  in  the  case  of  the  estimated  future  royalties  under 
leases  Nos.  4,  7,  and  8.  In  computing  the  March  1,  1913,  value  of 
petitioner’s  interests  in  the  mines  covered  by  leases  Nos.  4,  7,  and  8, 
the  Commissioner  used  a  risk  rate  of  6  per  cent  in  reducing  the 
annual  minimum  royalty  payments  provided  for  in  the  lease  agree¬ 
ments  to  their  present  worth  at  March  1,  1913,  and  a  risk  rate  of  8 
per  cent  in  computing  the  present  worth  of  the  estimated  future 
royalties  in  excess  of  the  minimum  royalty  payments. 

The  depletion  deductions  allowed  by  the  Commissioner  for  the 
years  in  question  are  computed  on  the  basis  of  a  single  unit  rate  for 
each  lease  ascertained  by  dividing  the  total  March  1,  1913,  value  of 
all  mines  covered  by  a  single  lease  by  a  figure  representing  their  total 
ore  reserves  at  March  1,  1913. 

OPINION. 

Green  :  The  sole  assignment  of  error  set  out  in  petitioner’s  peti¬ 
tion  is  that  the  deductions  allowed  by  the  Commissioner  for  the 
two  years  in  question,  on  account  of  depletion  of  the  petitioner’s 
interests  in  several  ore  properties,  are  not  reasonble  allowances  as 
contemplated  by  section  234(a)  (9)  of  the  Revenue  Act  of  1918.  The 
determination  of  the  deductions  to  which  the  petitioner  is  entitled, 
as  a  matter  of  statutory  right,  on  account  of  depletion  of  its  interests 
in  certain  ore  properties,  must  be  made  through  the  use  of  three 
factors:  (1)  Estimated  ore  reserves  in  place  in  the  mines  at  March 
1,  1913;  (2)  March  1,  1913,  value  of  those  reserves;  and  (3)  tonnage 
sold  by  the  several  lessees  during  the  years  in  question.  By  dividing 
the  second  factor  by  the  first,  a  unit  rate  of  depletion  is  obtained 
which,  when  multiplied  by  the  third  factor,  will  produce  a  result 
representing  the  proper  annual  depletion  allowance.  The  Commis¬ 
sioner  and  the  petitioner  are  in  agreement  as  to  the  figures  repre- 
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senting  the  first  and  third  factors,  but  disagree  as  to  the  March  lr 
1913,  value  of  the  ore  reserves  and  of  the  petitioner’s  interests  therein 
at  that  date.  Consequently,  the  issue  presented  by  this  appeal  must 
be  decided  accordingly  as  we  find  that  the  March  1,  1913,  value  fixed 
by  the  Commissioner  is  correct  or  incorrect. 

In  the  determination  of  the  value,  at  any  basic  date,  of  ore  prop¬ 
erties,  in  the  case  of  a  lessor,  the  most  common  and  generally  accepted 
method  of  making  such  a  valuation  is  what  is  known  as  the  present- 
value  method.  This  method  contemplates  that  the  total  expected 
income  to  be  derived  from  the  extraction  and/or  sale  of  ores  by 
operating  lessees  will  be  received  by  the  lessor  in  equal  annual  in¬ 
stallments  over  the  estimated  life  of  the  property.  Where  the 
programs  of  production  of  the  operating  lessees  contemplate  a 
material  variation  in  the  annual  production  and  sale  of  ores  from 
a  uniform  scale  over  the  life  of  the  property,  then  the  method  must 
be  modified  so  as  to  give  effect  to  actual  conditions.  The  March  lr 
1913,  value  of  the  petitioner’s  interests  in  several  ore  properties 
fixed  by  the  Commissioner  was  determined  in  principle  in  accord¬ 
ance  with  the  present-value  method,  and  gives  effect  to  the  varia¬ 
tions  in  annual  production  which  must  result  through  the  carrying 
out  by  the  lessees  of  their  programs  of  production.  However,  the 
petitioner  contends  that  in  the  application  of  the  present-value 
method  the  Commissioner  has  fallen  into  error  in  several  respects 
and  hence  his  valuation  is  erroneous. 

We  have  set  out  in  our  findings  of  fact  how  the  Commissioner 
reached  his  determination  as  to  the  March  1,  1913,  values  of  the 
interests  of  this  petitioner  in  certain  ore  properties.  For  the  sake  of 
clarity  we  illustrate  below  his  determination  as  to  the  value  of  a 
single  mine,  described  in  the  several  exhibits  as  Tract  No.  1,  Lot  No. 
3,  NE14  of  NW%  and  Lot  No.  4,  NW%  of  NW1/4,  Section  6,  Town¬ 
ship  57,  Range  20 : 


Ore  reserves  at  March  1, 1913. 

Royalty. 

Expected 

royalties. 

Expected 

expenses. 

Net  royalties^ 

Open  pit . . 

Milling . . . 

Underground . 

12,705,110  tons . . 

2,660,650  “  . 

1,010,100  “  . 

$0. 25 
.25 
.25 

$3, 176, 277. 50 
665, 162.  50 
252,  525.  00 

$95,  288.  33 
19, 954. 88 
7, 575. 75 

$3, 080, 989.  IT 
645,  207.  62 
244,949.25 

Life  in  years. 

Active.  Deferred. 

Risk  rate, 
6%  and  4% 

Deferred 
factor,  6% 
compound 
interest. 

Present 
worth  at 
March  1, 

1913. 

Open  pit _ 

28 

11 

11 

0 

17 

17 

.446356 
.  .577572 
.  577572 

.000000 
. 371364 
.  371364 

. 

$1, 375, 217. 00 
162, 374. 89 
61, 644. 66 

1,  599,  236.  65 

Milling.  _ 

Underground . 

Present  worth  of  mine 

Present  worth  at  Marc! 
one-third  interest 

it  March  1, 1913. . 

a  1, 1913,  of  petitioner’s 

633,078.85 
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The  classification  of  the  estimated  ore  reserves  at  March  1,  1913, 
according  to  open  pit,  milling,  and  underground,  was  made  in  accord¬ 
ance  with  the  method  to  be  used  in  their  extraction.  Open  pit  ore, 
being  the  top  layer,  is  removed  by  steam  shovel ;  milling  ore  is  mined 
and  broken  down  by  hand  methods  and  then  taken  out  by  steam 
shovels;  while  underground  ore  is  broken  down  into  cone-shaped 
openings,  drawn  out  at  the  bottom  of  the  cone  through  chutes,  loaded 
into  cars  underground,  trammed  to  the  shaft  and  hoisted  to  the  sur¬ 
face.  With  respect  to  some  of  the  mines,  the  operating  lessees’  pro¬ 
grams  of  ore  production  ostensibly  provided  for  the  deferment  of 
operations  in  respect  of  milling  and  underground  ores  until  the 
open  pit  ores  had  been  entirely  exhausted.  With  respect  to  certain 
other  mines,  milling  and  underground  operations  overlapped  open  pit 
operations,  and  in  still  further  instances  the  three  operations  were 
to  be  carried  on  simultaneously.  The  active  life  in  years  is  the 
operating  lessee’s  estimate  of  the  time  necessary  to  exhaust  each  class 
of  ore,  while  the  deferred  life  in  years  represents  the  operating- 
lessee’s  estimate  of  the  number  of  years  before  extraction  of  each 
class  of  ore  will  commence.  The  discount  factors  computed  on  the 
basis  of  a  risk  rate  of  6  per  cent  are  those  prescribed  by  Hoskold’s 
tables  for  ascertaining  the  present  worth  of  $1  accumulated  over  a 
period  of  years,  assuming  that  the  income  will  be  received  in  equal 
annual  installments.  The  deferred  factor  computed  on  the  basis  of 
6  per  cent  compound  interest  is  used  to  reduce  the  present  worth  of 
royalties  at  the  date  the  petitioner  will  begin  to  receive  them  to  their 
present  worth  at  March  1,  1913. 

The  petitioner  points  out  what  it  believes  to  be  two  fundamental 
errors  in  the  Commissioner’s  method  of  computing  the  March  1,  1913, 
value  of  its  ore  properties,  as  follows : 

(1)  The  valuation  of  each  mine  is  based  upon  a  classification  of 
ores  according  to  the  process  of  extraction  to  be  employed  by  the 
operating  lessees;  and 

(2)  Ores  which  will  be  extracted  and  sold  simultaneously  have 
been  assigned  different  values  though  the  lease  agreements  provide 
the  same  royalty  payment  in  respect  of  every  ton  of  ore  extracted. 

With  respect  to  the  first  allegation  of  error,  the  petitioner  contends 
that  a  valuation  based  upon  a  classification  of  ores  according  to  the 
process  of  extraction  must  necessarily  be  erroneous,  since  the  leases 
make  no  distinction  in  the  value  of  the  ore,  but,  on  the  other  hand, 
irrespective  of  the  process  of  extraction  employed,  it  is  entitled  to 
receive  the  same  royalty  for  every  ton  of  ore  extracted  and  sold. 
With  respect  to  the  second  allegation  of  error,  the  illustration  here¬ 
tofore  set  out  shows  precisely  the  ground  upon  which  it  is  predicated. 
It  will  be  noted  therefrom  that,  during  the  last  eleven  years  of  the 
life  of  the  mine,  open  pit,  milling,  and  underground  operations  will 
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be  carried  on  simultaneously.  It  would  appear  from  this  illustra¬ 
tion,  at  first  glance,  that  the  Commissioner  has  assigned  a  March  1, 
1913,  value  to  each  ton  of  open-pit  ore  mined  during  the  last  eleven 
years  of  10.824  cents  ($1,375,217-^-12,705,110)  and  a  value,  at  the 
same  date,  to  each  ton  of  milling  or  underground  ore  mined  during 
the  same  period,  of  6.103  cents  ($224,019.55-^3, 670, 570).  This  is  a 
circumstance  which  the  petitioner  can  not  understand,  since  under 
the  terms  of  its  lease  it  is  entitled  to  the  same  royalty  on  every  ton 
of  ore  mined  whatever  the  process  involved.  It  contends  that  each 
ton  of  ore  had  an  equal  value  at  March  1,  1913. 

It  is  apparent  from  its  petition  and  all  the  arguments  set  out  in 
its  brief,  that  the  petitioner  is  laboring  under  a  misapprehension  as 
to  just  what  is  the  basis  of  the  Commissioner’s  valuation.  The  peti¬ 
tioner  has  assumed  that  the  Commissioner  has  valued  each  class  of 
ore  separately  according  to  the  process  of  extraction  employed.  But 
this  is  not  a  correct  assumption.  The  Commissioner  has  made  refer¬ 
ence  in  his  valuation  schedules  to  the  three  classes  of  ore  simply  as  a 
matter  of  convenience  and  for  the  purpose  of  readily  identifying 
certain  items  in  those  schedules  relating  to  production  with  the  same 
items  as  they  appear  in  the  operating  lessee’s  programs  of  produc¬ 
tion.  For  instance,  reverting  again  to  the  illustration,  the  classifica¬ 
tion  of  the  ore  reserves  into  three  classes  is  of  no  importance  whatever 

and  the  Commissioner’s  valuation  is  not  in  the  least  affected  bv  it. 

«/ 

The  important  thing  in  this  respect  is  that,  according  to  the  operat¬ 
ing  lessee’s  program  of  production,  12,705,110  tons  of  ore  will  be 
extracted  during  twenty-eight  years  by  the  open  pit  process,  an 
annual  production  by  this  process  during  the  life  of  the  mine,  of 
453,753-26/28  tons,  and  that  during  the  last  eleven  years  3,670,750 
tons  of  ore  will  be  extracted  bj^  the  milling  and  underground  proc¬ 
esses,  an  annual  production  by  the  latter  process  during  the  last 
eleven  years  of  333,704-6/11  tons.  But  all  of  this  simply  indicates 
that,  irrespective  of  the  processes  of  extraction  involved,  during  the 
first  seventeen  years  of  the  life  of  this  mine  the  annual  production  by 
the  operating  lessee  will  be  453,753-26/28  tons,  'while  the  production 
for  the  last  eleven  years  of  the  life  of  the  mine  will  be  787,458  tons. 

The  March  1,  1913,  value  of  the  petitioner’s  interests  in  certain  ore 
properties  may,  in  the  absence  of  evidence  of  a  more  satisfactory 
basis,  be  computed  upon  the  present  worth  at  that  date  of  the  expected 
future  royalties.  To  determine  the  present  worth  of  those  royalties 
at  the  basic  date,  March  1,  1913,  necessitates  a  determination  of  the 
rate  at  which  those  royalties  will  be  received  by  the  petitioner,  and 
this,  in  the  last  analysis,  must  depend  upon  the  estimated  rate  of 
extraction  according  to  the  operating  lessee’s  program  of  production. 
Having  determined  the  rate  at  which  the  ores  will  be  extracted  and 
the  royalties  received,  appropriate  discount  factors  must  be  applied 
to  those  expected  royalties  to  reduce  them  to  their  present  worth  at 
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the  basic  date.  In  the  illustration  the  expected  minimum  annual  pro¬ 
duction  over  the  life  of  the  mine  will  be  453,753-26/28  tons,  hence,  on 
a  25  cent  royalty  basis,  the  expected  annual  minimum  royalties  over 
the  same  period  will  be  $113,438.25,  or  a  total  for  the  period  of 
$3,176,271.  To  ascertain  the  present  worth  of  these  minimum  royal¬ 
ties  at  March  1,  1913,  necessitates  the  application  of  a  single  discount 
factor,  predicated  upon  a  fair  risk  rate  and  the  length  of  the  period 
over  which  the  income  will  accumulate.  From  the  eighteenth  to  the 
twenty-eighth  year  there  will  be  an  additional  annual  production 
over  the  minimum  of  333,704^6/11  tons,  yielding  additional  royalties 
to  the  petitioner  during  this  period  of  $83,426  per  annum,  a  total  for 
the  period  of  $917,687.50 ;  but  the  petitioner  will  not  begin  to  receive 
these  additional  royalties  until  the  beginning  of  the  eighteenth  year, 
hence,  the  application  of  the  single  discount  factor  referred  to  above, 
to  these  additional  royalties,  will  only  serve  to  reduce  them  to  their 
present  worth  at  the  beginning  of  the  eighteenth  year,  so  that  a 
further  discount  rate,  representing  the  present  worth  of  $1  at  a  fair 
rate  of  compound  interest  for  seventeen  years,  must  be  applied  to 
reduce  the  royalties  to  their  present  worth  at  March  1,  1913.  The 
sum  of  the  present  worths  at  March  1,  1913,  of  the  minimum  and 
additional  royalties  is  the  March  1,  1913,  value  of  the  lessor’s  equity 
in  the  ore  in  this  mine.  The  following  illustrates  the  working  out 
of  this  method  of  valuation: 


TRACT  NO.  1. 


1st  year 
2nd  “  . 
3rd  “  . 
4th  “ 
5th  “  . 
6th  “  . 
7th  “  . 
8th  “  . 
9th  “  . 
loth  “  . 
11th  “  . 
12th  “  . 
13th  “ 
14th  “ 
15th  “ 
16th  “ 
17th  “ 
18th  “ 
19th  “ 
20th  “ 
21st  “ 
22nd  “ 
23rd  “ 
24th  “ 
25th  “ 
26th  “ 
27th  " 
28th  “ 

L 


Lot  #3,  NE-NW  and  Lot  #3,  NW-NW,  6-57-20. 


Annual 

production. 

Annual 

minimum 

royalties. 

Addi¬ 
tional 
royalties 
3d  to  28th 
year. 

Additional 
royalties 
18th  to  28th 
year. 

Total 

royalties. 

Tons 

453,  753 
453,753 
453,  753 
453,  754 
453,  754 
453,  754 
453,  754 
453,  754 
453,  754 
453,  754 
453,  754 
453,  754 
453,  754 
453,  754 
453,  754 
453,  754 
453,  754 
787,  458 
787,  458 
787,  458 
787,  458 
787,  458 
787,  459 
787,  459 
787,  459 
787,  459 
787,  459 
787,  459 

$113, 438.  25 
113, 438.  25 
113, 438.  25 
113,  438.  25 
113,  438.  25 
113,  438.  25 
113,  438.  25 
113,  438.  25 
113,  438.  25 
113,  438.  25 
113,  438.  25 
113,  438.  25 
113,  438.  25 
113,  438.  25 
113,  438.  25 
113,  438.  25 
113,  438.  25 
113,  438.  25 
113,  438.  25 
113,  438.  25 
113,  438.  25 
113, 438.  25 
113,  438.  25 
113,  438.  25 
113,  438.25 
113,  438.  25 
113, 438.  25 
113,  438.  25 

$0.  25 
.25 
.25 
.25 
.25 
.25 
.25 
.25 
.25 
.25 
.25 
.25 
.25 
.25 
.25 
.25 
.25 
.25 
.25 
.25 
.25 
.25 
.25 
.25 
.25 
.25 

$83,  426. 00 
83, 426. 00 
83,  426. 00 
83,  426.  00 
83,  426.  00 
83,  426.  25 
83,  426.  25 
83,  426.  25 
83,  426.  25 
83,  426.  25 
83,  426.  25 

$113, 438. 25 
113,  438.  25 
113,  438.  50 
113, 438.50 
113,  438.'50 
113,  438.  50 
113,  438.50 
113,  438. 50 
113,  438.  50 
113, 438.  50 
113,  438.  50 
113,  438.  50 
113,  438.  50 
113, 438.  50 
113,  438.  50 
113,  438.  50 
113,  438.  50 
196,  864.  50 
196,  864.  50 
196,  864.  50 
196,  864.  50 
196,  864.  50 
196,  864.  75 
196,  864.  75 
196,  864.  75 
196, 864.  75 
196,864.  75 
196,  864.  75 

16,  375,  860 

3, 176,  271. 00 

6.  50 

917,  687.  50 

4, 093,  965.  00 

29765—27 - 5 
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Estimated  expense  3%  of  gross  royalties : 

Present  worth  at  March  1,  1913,  of  net  minimum  royalties,  6% 

and  4%.  ($3,176,271.00— $95,288.13)  X. 446356 _ $1,375,215.19 

Present  worth  at  March  1,  1913,  of  additional  royalties  3rd  to 

28th  yr.  6%  and  4%  =  ( $6.50— $0.20 )  X  .465820  X  .88999644 _  2.  61 

Present  worth  at  March  1,  1913,  of  additional  royalties  18th  to 
28th  yr.  6%  and  4%  =  ($917,687.50— $27,530.63)  X. 677672  X 
.37136442 _  224,  019.  75 


Present  worth  at  March  1,  1913,  of  lessor’s  equity  in  the  mine _  1,  599,  237.  55 

Present  worth  at  March  1,  1913,  of  petitioner’s  one-third  interest-  533,  079. 18 


The  method  adopted  by  the  Commissioner  is  but  a  short  cut  which 
arrives  at  the  same  result.  Under  the  method  outlined  above,  as 
well  as  the  Commissioner’s  method,  each  ton  of  ore  in  the  mine,  irre¬ 
spective  of  the  process  of  extraction  to  be  employed,  has  the  same 
value  at  March  1,  1913,  ascertained  by  dividing  the  value  of  the 
lessor’s  equity  by  the  total  ore  reserves. 

All  that  has  previously  been  said  with  respect  to  the  one  mine 
used  in  the  illustration  applies  with  equal  force  to  all  the  ore  proper¬ 
ties  wTe  have  under  consideration. 

The  petitioner  contends  that  the  only  proper  method  of  valuing  its 
interests  in  these  ore  properties  at  March  1,  1913,  is  to  assume  that 
the  ores  contained  in  each  mine  will  be  extracted  by  the  operating 
lessees  in  equal  amounts  over  the  maximum  life  of  the  mine,  and  that 
the  royalties  will  be  received  in  equal  installments.  The  petitioner 
considers  the  maximum  life  of  the  mine  as  the  number  of  years  of 
active  operations  necessary  to  exhaust  all  the  ores  plus  the  number 
of  years  of  deferment  of  operations.  With  this  contention  we  are 
forced  to  disagree.  With  respect  to  all  the  mines,  except  those  cov¬ 
ered  by  leases  Nos.  4,  7,  and  8,  the  operating  lessees  had,  at  March  1, 
1913,  laid  down  programs  of  operation  and  production.  With  re¬ 
spect  to  several  of  the  mines  these  programs  called  for  a  deferment 
of  all  operations  for  a  period  in  some  instances  running  as  long  as 
eight  years.  In  the  case  of  some  mines  the  programs  provided  for  a 
considerable  production  in  the  early  years  with  a  much  lessened 
output  in  later  years,  while  the  converse  was  provided  for  in  the  case 
of  still  other  mines.  In  the  valuation  of  these  ore  properties  as  of 
March  1,  1913,  wTe  see  no  good  reason  to  disregard  the  operating 
lessees’  programs  of  production  which  later  development^  have 
shown  to  have  been  reasonably  correct. 

The  petitioner  contends  that  in  computing  the  values  of  the  ores 
in  the  mines  covered  by  leases  Nos.  4,  7,  and  8,  the  Commissioner 
should  have  used  a  risk  rate  of  6  per  cent  in  lieu  of  8  per  cent  for 
the  purpose  of  ascertaining  the  present  worth  at  March  1,  1913,  of 
expected  future  royalties  in  excess  of  the  minimum  royalty  pay¬ 
ments  provided  for  in  the  lease  agreements.  As  pointed  out  in  our 
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findings  of  fact,  the  operating  lessees  under  these  three  lease  agree¬ 
ments  had  at  March  1,  1913,  no  definite  programs  of  operation. 
During  the  taxable  years  in  question  no  ore  was  produced  from  the 
mines  covered  by  leases  Nos.  7  and  8,  the  lessees  under  these  leases 
making  only  the  minimum  royalty  payments  provided  in  the  lease 
agreements;  and  this  appears  to  be  true  with  respect  to  the  mines 
covered  by  lease  No.  4,  although  the  record  is  not  entirely  clear  in 
that  respect.  At  March  1, 1913,  it  was  highly  speculative  as  to  when 
the  petitioner  would  begin  to  receive  under  these  three  leases  royal¬ 
ties  in  excess  of  the  minimum  royalty  payments  provided  in  the  lease 
agreements,  and  the  same  situation  appears  to  have  still  existed 
eight  years  later.  Under  such  circumstances,  we  approve  the  Com¬ 
missioner’s  action  in  adopting  a  risk  rate  of  8  per  cent  in  valuing 
the  mines  covered  by  leases  Nos.  4,  7,  and  8. 

Judgment  will  be  entered'  for  the  Commissioner. 


Appeal  of  Emma  B.  Brunner,  Executrix,  Estate  of  Arnold  W. 

Brunner. 

Docket  No.  3719.  Promulgated  January  20,  1927. 

1.  The  decedent,  an  architect,  was  engaged  by  contracts  between 
himself  and  the  Commonwealth  of  Pennsylvania  and  the  cities  of 
Albany  and  New  York,  N.  Y.,  for  work,  not  permanent  or  continu¬ 
ous  in  character,  in  connection  with  construction  and  alterations 
of  public  buildings  and  the  construction  of  a  bridge.  His  duties 
were  prescribed  and  his  compensation  fixed  by  the  contracts.  Held , 
that  the  compensation  paid  to  him  was  subject  to  Federal  income 
tax. 

2.  The  salary  received  by  the  decedent  from  the  City  of  Cleve¬ 
land,  Ohio,  as  a  member  of  the  Board  of  Supervisors  in  the  Erec¬ 
tion  of  Public  and  Municipal  Buildings  in  Cleveland,  Ohio,  to 
which  office  he  was  appointed  and  commissioned  by  the  Governor 
of  Ohio  under  authority  of  an  act  of  the  General  Assembly  of  that 
State,  was  exempt  from  Federal  taxation. 

Lewis  M.  Isaacs ,  Esq.,  for  the  petitioner. 

A.  R.  Marrs ,  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  deficiencies  in  income 
tax  for  the  calendar  years  1917  to  1922,  inclusive,  as  follows : 


1917  - $2,653.96 

1918  -  2,  226.  02 

1919  - 11,672.95 

1920  -  5,  537.  92 

1921  -  17,776.80 

1922  - 17,141.80 


Total -  57,009.45 
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The  question  presented  is  whether  certain  amounts  received  by  de¬ 
cedent  from  the  Commonwealth  of  Pennsylvania  and  the  cities  of 
Cleveland,  Ohio,  Albany  and  New  York,  N.  Y.,  were  subject  to 
income  tax. 

FINDINGS  OF  FACT. 

Arnold  W.  Brunner  died  a  resident  of  New  York  in  1924.  He  was 
an  architect  of  wide  experience,  especially  in  the  field  of  planning 
public  buildings.  He  was  employed  by  the  Commonwealth  of  Penn¬ 
sylvania  and  the  municipalities  of  Cleveland,  Ohio,  Albany  and  New 
York,  N.  Y.,  to  perform  certain  services  for  the  Commonwealth  of 
Pennsylvania  in  the  designing  and  laying  out  of  Capitol  Park,  and 
the  planning  and  supervising  of  alterations  to,  and  the  construction 
of  certain  State  buildings  at  Harrisburg,  Pa.,  and  by  the  municipal¬ 
ities  of  Cleveland,  Ohio,  Albany  and  New  York,  N.  Y.,  and  to  per¬ 
form  similar  work  in  connection  with  municipal  buildings.  In  addi¬ 
tion,  he  was  employed  by  the  Commonwealth  of  Pennsylvania  to 
furnish  drawings  and  to  supervise  the  construction  of  the  Soldiers’ 
and  Sailors’  Memorial  Bridge  at  Harrisburg. 

The  facts  concerning  these  several  transactions  and  the  compensa¬ 
tion  received  therefor  were  as  follows : 

Pennsylvania. — On  December  7,  1916,  the  Governor,  the  Auditor 
General,  and  the  Treasurer,  of  the  Commonwealth  of  Pennsylvania, 
constituting  the  Board  of  Commissioners  of  Public  Grounds  and 
Buildings,  entered  into  an  agreement  with  the  decedent  as  follows: 

WHEREAS,  it  has  been  determined,  pursuant  to  law,  by  the  parties  hereto 
that  a  contract  of  employment  of  Arnold  W.  Brunner,  as  designer  for  the  Capi¬ 
tol  Grounds  of  Harrisburg,  Pennsylvania,  shall  be  made  directly  between  the 
Board  of  Public  Grounds  and  Buildings  and  the  said  Arnold  W.  Brunner. 

NOW  THIS  AGREEMENT  WITNESSETH : 

That  the  said  Arnold  W.  Brunner,  party  of  the  second  part,  for  the  considera¬ 
tion  hereinafter  mentioned  and  agreed  to  be  paid  to  him  by  the  party  of  the 
first  part,  acting  in  behalf  of  the  Commonwealth  of  Pennsylvania,  doth  hereby, 
for  himself,  his  heirs,  executors  and  administrators,  covenant,  promise,  stipu¬ 
late  and  agree  with  the  Commonwealth  of  Pennsylvania  that  he  will  complete, 
within  two  years  from  the  date  of  this  contract,  the  following  work : 

That  the  said  Arnold  W.  Brunner  will  act  as  designer  for  the  Capitol 
Grounds  at  Harrisburg,  Pennsylvania,  and  make  general  studies  of  the  various 
solutions  of  the  work  there  to  be  done ;  he  will  present  the  best  of  these  studies 
to  the  party  of  the  first  part  for  discussion  and  approval,  so  that  the  various 
questions  that  arise  may  be  carefully  considered  before  final  drawings  are 
made;  he  will  make  drawings  showing  the  general  plan,  with  elevations,  sec¬ 
tions  and  perspectives,  and  numerous  explanatory  sketches.  These  will  indi¬ 
cate  the  entire  scheme,  showing  the  location,  general  outline,  and  controlling 
characteristics  of  the  buildings,  location  of  trees,  foliage,  lawns,  walks,  etc. 
He  will  make  working  drawings  of  the  steps,  balustrades,  terraces,  etc.,  and 
sketches  of  important  features  of  design  that  cannot  be  shown  on  the  main 
drawings.  The  drawings  for  the  buildings  will  not  be  working  drawings, 
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but  will  be  sufficient  to  clearly  indicate  tbeir  architectural  character 
and  general  disposition.  It  is  understood  that  the  drainage  and  all  under¬ 
ground  work  will  be  done  by  the  Commonwealth  of  Pennsylvania. 

The  said  work  will  include  designs  for — 

The  approach  from  the  west  to  the  plaza  in  front  of  the  Capitol  Building. 

The  illumination  of  the  Capitol  Grounds. 

The  planning  of  the  streets  bordering  the  Capitol  Grounds. 

The  planning  of  offices  accommodating  approximately  150,000  square  feet  of 
available  floor  space. 

The  location  for  future  buildings  to  include  an  Educational  Building ;  a 
Laboratory  Building,  a  Printing  Binding,  Storage  and  Distribution  of  Docu¬ 
ments  Building  and  a  Power  Plant. 

He  will  also  advise  about  the  character  of  the  Armory  Buildings  or  other 
buildings  to  be  erected  on  streets  bordering  on  the  Capitol  Grounds.  He  will 
employ  Mr.  Warren  H.  Manning,  as  Consulting  Landscape  Architect,  for  which 
employment  the  Commonwealth  of  Pennsylvania  is  to  allow  him  Two  Thousand 
Five  Hundred  Dollars  ($2,500.00)  per  year,  which  is  to  be  paid  to  the  party 
of  the  second  part  and  by  him  turned  over  to  Mr.  Warren  H.  Manning.  The 
Commonwealth  of  Pennsylvania  is  to  pay  the  cost  of  the  preparation  of  the 
drawings,  which  is  not  to  exceed  the  sum  of  Five  Thousand  Dollars  ($5,000.00) 
per  year,  and  is  also  to  pay  the  cost  of  traveling  and  subsistence  between  their 
homes  and  Harrisburg,  Pennsylvania,  and  while  in  Harrisburg,  of  the  said 
party  of  the  second  part,  Mr.  Warren  H.  Manning  and  their  employees  while 
engaged  in  labor  for  the  Commonwealth  of  Pennsylvania. 

The  party  of  the  second  part  shall  and  will  proceed  with  the  said  undertaking 
in  a  prompt  and  diligent  manner,  and  shall  and  will  let  and  complete  said  work 
according  to  the  terms  of  this  contract,  within  two  years  from  the  date  hereof 
unless  prevented  by  illness  or  other  unavoidable  necessity. 

The  party  of  the  second  part  shall  not  assign  or  transfer  this  contract  or 
any  interest  therein  without  the  written  consent  of  the  Board  of  Commissioners 
of  Public  Grounds  and  Buildings.  *  *  * 

It  is  mutually  agreed  between  the  parties  hereto  that  the  sum  to  be  paid  by 
the  Commonwealth  of  Pennsylvania  to  the  said  Arnold  W.  Brunner  for  the 
undertaking  herein  indicated,  set  forth  and  described  shall  be  the  sum  of  Ten 
Thousand  Dollars  ($10,000.00)  per  year  for  two  years,  payable  quarterly,  also 
quarterly  payments  of  the  cost  of  the  preparation  of  drawings,  as  above  pro¬ 
vided  and  to  the  said  Arnold  W.  Brunner,  for  the  employment  of  Warren  H. 
Manning,  the  sum  of  Two  Thousand  Five  Hundred  Dollars  ($2,500.00)  per  year 
for  the  period  of  two  years,  said  payments  to  be  made  quarterly,  and  at  the  time 
of  making  quarterly  payments,  the  traveling  expenses  and  subsistence  of  the  said 
Arnold  W.  Brunner  and  Mr.  Warren  H.  Manning  shall  also  be  paid  by  the 
Commonwealth  of  Pennsylvania. 

The  said  party  of  the  second  part  hereby  agrees  with  the  said  party  of  the 
first  part  that  he  will  at  all  times  during  the  continuance  of  this  contract,  and 
until  the  final  acceptance  of  the  work  herein  undertaken  by  him,  be  under 
good  and  sufficient  bond  with  sureties  satisfactory  to  the  party  of  the  first  part 
in  the  sum  of  Twenty  Thousand  Dollars  ($20,000.00)  conditioned  for  the  faith¬ 
ful  performance  and  fulfillment  in  all  respect  of  this  contract. 

On  March  12,  1919,  decedent’s  employment  was  continued  for 
another  year  and  on  March  30,  1920,  for  two  years,  at  the  same 
salary. 

In  January,  1922,  his  employment  was  continued  for  two  years 
from  January  1,  1922,  at  a  salary  of  $4,000  per  annum. 
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For  the  performance  of  the  work  specified  in  the  foregoing  con¬ 
tract,  the  decedent  received  the  following  compensation  from  the 
Commonwealth : 


1917  _ $7,500 

1918  _ 12,500 

1919  _  7,  500 

1920  _  7,  500 

1921  _ 12,500 

1922  _ 6,  500 


On  June  16,  1919,  the  Legislature  passed  an  act  (P.  L.  243)  relat¬ 
ing  to  the  Board  of  Commissioners  of  Public  Grounds  and  Buildings, 
sections  45-48  thereof  providing  as  follows : 

Section  45.  It  shall  be  the  duty  of  the  board,  in  connection  with  the  expendi¬ 
ture  of  each  and  every  fund  appropriated  by  legislative  act  for  the  building, 
repairing,  or  improving  of  State  institutions,  to  employ,  for  each  separate  con¬ 
struction,  a  capable  superintendent  of  construction,  under  whose  personal 
supervision  such  funds  shall  be  expended. 

Section  46.  It  shall  be  the  duty  of  the  superintendent  of  construction,  in  case 
of  the  erection  of  new  buildings  and  in  case  of  repairs  or  additions  being  made 
to  present  buildings,  to  give  his  time  and  personal  supervision  to  the  work 
under  process  of  construction,  in  order  that  the  State  shall  receive  full  value 
for  the  amount  of  expenditure  to  be  so  made. 

In  case  of  the  erection  of  new  buildings  and  repairs  and  additions  being 
made  to  present  buildings,  it  shall  be  the  duty  of  the  superintendent  of  con¬ 
struction  to  see  that  the  plans  and  specifications  of  the  architect  prepared  and 
adopted  for  such  new  buildings,  additions,  and  repairs,  shall  be  faithfully 
carried  out  by  the  contractor  for  the  work.  He  shall  define,  determine,  and 
decide  all  questions  of  the  proper  interpretation  of  the  plans  and  specifications 
which  may  be  raised  by  the  contractor  or  architect  during  the  progress  of  the 
work. 

Section  47.  The  superintendent  of  construction  shall  be  the  direct  repre¬ 
sentative  of  the  State,  and  shall  be  responsible  to,  and  be  required  to  repprt  to, 
the  board,  at  such  times  and  in  such  manner  as  may  be  prescribed  by  the  board, 
as  to  the  progress  of,  and  condition  of,  the  work  under  his  charge. 

Section  48.  The  superintendent  of  construction  shall  be  paid  a  per  diem 
salary  out  of  the  fund  appropriated  for  the  improvement  which  he  is  to  super¬ 
vise  in  like  manner  as  superintendents  are  now  paid  out  of  the  said  fund  by 
the  architect  or  trustees  of  the  institution  so  benefited. 

The  amount  of  compensation  to  be  paid  to  the  superintendent  of  construction, 
together  with  the  term  of  his  office,  shall  be  determined  by  the  board,  and  the 
superintendent  of  construction  shall  be  required  to  give  bond  to  the  Common¬ 
wealth,  in  such  amount  as  the  board  shall  deem  sufficient,  for  the  faithful  per¬ 
formance  of  his  duties. 

On  August  5,  1919,  the  Board  of  Commissioners  of  Public  Grounds 
and  Buildings  entered  into  the  following  agreement  with  the 
decedent : 

WHEREAS,  it  has  been  determined,  pursuant  to  law,  by  the  parties  hereto 
that  a  contract  of  employment  of  Arnold  W.  Brunner,  as  Architect  for  the 
Terraces  bordering  the  Forecourt  at  East  of  Capitol,  the  Office  Space  under 
the  Terraces,  and  the  two  Office  Buildings  in  Capitol  Park,  at  Harrisburg, 
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Pennsylvania,  shall  be  made  directly  between  the  Board  of  Public  Grounds 
&  Buildings  and  the  said  Arnold  W.  Brunner. 

NOW  THIS  AGREEMENT  WITNESSETH:  That  the  said  Arnold  W. 
Brunner,  party  of  the  second  part,  for  the  consideration  hereinafter  mentioned 
and  agreed  to  be  paid  to  him  by  the  party  of  the  first  part,  acting  in  behalf 
of  the  Commonwealth  of  Pennsylvania,  doth  hereby  for  himself,  his  heirs, 
executors  and  administrators,  covenant,  promise,  stipulate  and  agree  with  the 
Commonwealth  of  Pennsylvania  that  he  will  complete  in  the  shortest  possible 
time  consistent  with  accuracy  and  efficiency,  the  following  work : 

All  preliminary  drawings,  working  drawings,  full  size  details,  specifications 
and  superintendence  for  the  Terraces,  Office  Space  and  the  two  Office  Buildings 
at  Harrisburg,  Pennsylvania. 

In  consideration  of  the  party  of  the  second  part  performing  the  work  agreed 
upon,  the  party  of  the  first  part  agrees  to  pay  to  the  party  of  the  second  part 
as  compensation  for  his  services,  a  fee  of  six  (6%)  per  cent  on  the  total  cost 
of  the  Terraces,  Office  Space  and  the  two  Office  Buildings. 

Payments  shall  be  made  by  the  party  of  the  first  part  to  the  party  of  the 
second  part  as  follows : 

(a)  Upon  completion  of  preliminary  studies,  one  (1%)  percent  of  the  esti¬ 
mated  cost  of  the  work. 

(b)  Upon  completion  of  working  drawings  and  specifications  ready  for  secur¬ 
ing  bids,  two  (2%)  percent  of  the  estimated  cost. 

(c)  Upon  completion  of  detail  drawings  one  (1%)  percent  of  the  estimated 
cost. 

(d)  One  (1%)  percent,  when  one-half  of  the  sum  due  shall  be  paid  to  the 
contractor,  and  the  balance,  one  (1%)  percent,  subject  to  the  adjustment 
between  the  estimated  and  actual  cost,  is  to  be  paid  upon  the  completion  and 
final  acceptance  of  the  work. 

The  party  of  the  second  part  agrees  to  make  a  deduction  of  Twenty  Thousand 
($20,000)  Dollars  from  the  amount  of  this  contract  in  consideration  of  the 
sketches,  studies,  etc.,  for  the  Terraces  and  Office  Buildings  already  included 
in  his  designs  for  Capitol  Park,  $10,000  of  which  is  to  be  deducted  from  the 
first  payment  under  this  contract  and  $10,000  from  the  second  payment. 

The  party  of  the  first  part  agrees  to  pay  the  salary  of  a  competent  Clerk  of 
the  Works,  who  shall  be  selected  by  and  under  the  control  of  the  party  of  the 
second  part. 

It  is  mutually  agreed  and  understood  that  the  party  of  the  first  part  is  to  pay 
all  Railroad  and  Pullman  carfares  to  the  said  party  of  the  second  part  between 
his  home  and  Harrisburg,  Pennsylvania,  and  the  cost  of  board  and  lodging 
while  in  Harrisburg,  and  to  pay  also  the  Railroad  and  Pullman  carfares  and 
the  cost  of  board  and  lodgment  for  all  of  the  necessary  employees  of  the  party 
of  the  second  part  brought  to  Harrisburg  in  connection  with  said  work,  but  it 
is  understood  that  the  party  of  the  first  part  is  not  to  pay  the  cost  of  sub¬ 
sistence  of  the  Clerk  of  the  Works  while  in  Harrisburg,  payments  for  traveling 
expenses,  and  board  and  lodging,  to  be  made  upon  presentation  of  the  proper 
vouchers. 

The  party  of  the  second  part  shall  not  assign  or  transfer  this  contract  or  any 
interest  therein  without  the  written  consent  of  the  Board  of  Commissioners  of 
Public  Grounds  &  Buildings. 

•£»  -  V  gig  gig  *'»  gig 

The  compensation  received  by  the  decedent  for  the  work  specified 
in  the  above-mentioned  agreements  will  be  included  in  the  amounts 
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received  for  services  rendered  in  connection  with  the  Soldiers’  and 
Sailors’  Memorial  Bridge  hereinafter  mentioned. 

Pursuant  to  the  legislative  authority,  the  Board  of  Commissioners 
of  Public  Grounds  and  Buildings  on  April  8,  1919,  employed  the 
decedent  to  furnish  plans  and  drawings  and  supervise  the  construc¬ 
tion  of  the  Soldiers’  and  Sailors’  Memorial  Bridge,  by  agreement  as 
follows : 

WHEREAS,  it  has  been  determined,  pursuant  to  law,  by  the  parties  hereto 
that  a  contract  of  employment  of  Arnold  W.  Brunner  and  J.  E.  Greiner  & 
Company,  as  Architect  and  Engineers  for  the  Soldiers’  and  Sailors’  Memorial 
Bridge,  at  Harrisburg,  Pennsylvania,  shall  be  made  directly  between  the  Board 
of  Public  Grounds  and  Buildings  and  the  said  Arnold  W.  Brunner  and  J.  E. 
Greiner  &  Company. 

NOW  THIS  AGREEMENT  WITNESSETH : 

That  the  said  Arnold  W.  Brunner  and  J.  E.  Greiner  &  Company,  parties  of 
the  second  part,  for  the  consideration  hereinafter  mentioned  and  agreed  to  be 
paid  to  them  by  the  party  of  the  first  part,  acting  in  behalf  of  the  Common¬ 
wealth  of  Pennsylvania,  do  hereby  for  themselves,  their  heirs,  executors  and 
administrators,  covenant,  promise,  stipulate,  and  agree  with  the  Commonwealth 
of  Pennsylvania,  that  they  will  complete  in  the  shortest  possible  time  consistent 
with  accuracy  and  efficiency  the  following  work : 

All  architectural  and  engineering  services  in  connection  with  the  preparation 
of  the  necessary  surveys,  preliminary  studies,  general  drawings,  plans,  specifi¬ 
cations  and  detailed  working  drawings  for  the  Soldiers’  and  Sailors’  Memorial 
Bridge  at  Harrisburg,  Pa.,  and  its  approaches,  and  also  all  necessary  and 
requisite  architectural  and  engineering  services  in  the  carrying  out  of  the 
same,  including  the  supervision  and  detailed  inspection  of.  the  construction 
thereof  until  completion. 

In  consideration  of  the  parties  of  the  second  part  performing  the  work 
agreed  upon  the  party  of  the  first  part  agrees  to  pay  to  the  parties  of  the 
second  part  as  compensation  for  their  services,  a  fee  of  six  (6)  per  cent,  of  the 
actual  total  cost  of  the  bridge  constructed  complete  as  covered  by  the  plans 
and  specifications,  excepting  only  the  cost  of  the  sculpture  and  the  interior 
memorial  decoration  of  the  pylons  and  cost  of  field  inspection. 

Payments  shall  be  made  by  the  party  of  the  first  part  to  the  parties  of  the 
second  part,  as  follows : 

(a)  Upon  the  completion  of  the  surveys,  situation  plans  and  the  approval 
of  the  preliminary  studios,  one  (1%)  per  cent,  of  the  estimated  cost. 

(b)  Upon  the  completion  of  the  plans  and  specifications  ready  for  obtaining 
bids,  excepting  the  pylons  and  architectural  treatment  above  the  floor  level, 
two  (2%)  per  cent  of  the  estimated  cost. 

(c)  Upon  the  completion  of  the  detailed  working  plans  for  the  various 
parts  of  the  structure,  including  the  pylops  and  architectural  treatment  above 
the  level  of  the  floor  one  (1%)  per  cent,  of  the  estimated  cost. 

(d)  One  (1%)  per  cent,  when  one-half  of  the  sum  due  shall  be  paid  to  the 
contractor,  and  the  balance,  one  (1%)  per  cent,  subject  to  the  adjustment 
between  the  estimated  and  actual  cost,  is  to  be  paid  upon  the  completion  and 
final  acceptance  of  the  bridge. 

The  parties  of  the  second  part  further  agree  to  design  and  prepare  all 
drawings  for  and  superintend  the  Memorial  Interiors  of  the  pylons,  the  pedes¬ 
tals,  etc.,  for  the  sculpture  so  as  to  harmonize  the  architecture  and  sculpture, 
and  the  party  of  the  first  part  in  compensation  for  this  special  work  agrees  to 
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pay  to  the  parties  of  the  second  part  a  fee  of  ten  (10)  per  cent  of  the  total  cost 
of  the  Memorial  Interiors  and  Sculpture. 

Payments  shall  be  made  by  the  party  of  the  first  part  to  the  parties  of  the 
second  part,  as  follows : 

(a)  When  the  drawings  and  specifications  are  ready  for  estimating,  one-half 
'Of  the  commission  based  on  the  estimated  cost. 

(b)  The  balance  when  the  work  is  completed  ready  for  the  sculpture. 

The  parties  of  the  second  part  also  agree  to  furnish  all  resident  engineers, 
(inspectors,  clerks  of  the  work,  and  such  other  persons  as  may  be  required  for 
'the  proper  supervision  and  management  of  the  construction  of  said  bridge, 
•  exclusive  of  the  Memorial  Interiors  and  Sculpture  for  the  pylons,  also  includ¬ 
ing  the  cost  of  the  maintenance  of  an  office  for  the  resident  superintendent  to 
be  maintained  at  the  works,  and  the  party  of  the  first  part  agrees  to  pay  as 
compensation  for  the  performance  of  this  work  the  actual  cost  thereof  to  the 
parties  of  the  second  part,  as  evidenced  by  vouchers. 

It  is  mutually  agreed  and  understood  that  the  party  of  the  first  part  is  to 
pay  all  traveling  expenses  and  subsistence  of  the  said  parties  of  the  second 
part  between  their  homes  and  Harrisburg,  Pa.,  and  while  in  Harrisburg,  and 
the  traveling  expenses  and  subsistence  of  their  employees  while  engaged  in 
labor  in  connection  with  the  bridge  but  it  is  understood  that  the  party  of  the 
first  part  is  not  to  pay  the  cost  of  subsistence  of  resident  engineers  and  super¬ 
intendents  while  in  Harrisburg.  Payments  to  be  made  upon  presentation  of 
the  proper  vouchers.  No  extra  fee  shall  be  charged  on  this  item  by  the  party 
•of  the  second  part. 

The  parties  of  the  second  part  shall  not  assign  or  transfer  this  contract,  or 
any  interest  therein,  without  the  written  consent  of  the  Board  of  Commis¬ 
sioners  of  Public  Grounds  and  Buildings. 

In  case  of  the  death  or  mental  or  physical  disability  of  Arnold  W.  Brunner 
or  J.  E.  Greiner,  it  is  hereby  agreed  that  this  contract  shall  remain  in  force 
and  that  the  survivor  shall  complete  the  architectural  or  engineering  work  of 
the  Memorial  Bridge  with  the  office  force,  equipment  and  organization  of  the 
deceased  or  incapacitated  party,  and  with  such  other  associates  satisfactory 
to  the  party  of  the  first  part  as  may  be  found  necessary. 

In  case  of  the  death  or  mental  or  physical  disability  of  Arnold  W.  Brunner 
and  J.  E.  Greiner  and  failure  of  the  parties  of  the  second  part  to  comply  with 
the  terms  of  this  agreement,  or  to  complete  the  work  herein  stipulated  to  be 
performed  by  the  parties  of  the  second  part,  then  and  in  such  case  the  party 
of  the  first  part  shall  have  the  right  to  the  possession  and  use,  until  the  work 
herein  referred  to  is  completed,  of  all  sketches,  drawings,  plans,  specifications, 
memoranda  made  or  begun  to  be  made  by  said  parties  of  the  second  part  in 
any  way  relating  to  the  work  referred  to,  and  said  sketches,  drawings,  plans, 
specifications  and  memoranda  to  be  and  remain  the  property  of  and  to  be 
returned  to  the  parties  of  the  second  part  or  their  legal  representatives  upon 
the  completion  of  said  work. 

The  work  specified  in  the  last  three  above  mentioned  contracts 
was  performed  by  the  decedent,  and  as  compensation  therefor  he 
received  the  following  net  amounts  after  deducting  office  and  other 
mecessary  expenses : 


1919  - -  $41,249.52 

1920  - - -  17,  589.  25 

1921  -  45, -290.  00 

1922  -  23,  462.  64 
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Cleveland ,  Ohio. — On  May  6,  1902,  the  General  Assembly  of  the 
State  of  Ohio  enacted  a  statute  providing  as  follows : 

Section  1.  That  whenever  any  city  in  the  state  of  Ohio,  having  a  population 
of  more  than  380,000,  or  the  county  in  which  the  city  is  located,  contemplates 
the  erection  of  buildings  for  public,  municipal,  or  county  purposes  within  the 
boundaries  of  such  city,  such  city  by  its  council  may  request  the  governor  of 
the  state  of  Ohio  to  appoint  a  board  of  supervision  composed  of  three  experts, 
two  at  least  of  whom  shall  be  architects,  the  members  of  which  board  shall 
receive  salaries  not  exceeding  five  thousand  dollars  each  per  annum,  to  be 
fixed  by  the  city  authorities  prior  to  making  request  upon  the  governor  for 
appointment  and  paid  by  the  city  requesting  such  appointment. 

Section  2.  Such  board  when  appointed  shall  have  the  supervision  and  control 
of  the  location  of  all  public,  municipal  or  county  buildings  to  be  erected  upon 
ground  previously  acquired  within  the  limits  of  the  city,  and  shall  have  control 
of  the  size,  height,  style  and  general  appearance  of  all  such  buildings,  for  the 
purpose  of  procuring,  in  their  location  and  erection,  the  greatest  degree  of 
usefulness,  safety  and  beauty. 

Section  3.  No.  plans  shall  be  adopted  and  no  work  carried  on  by  such  city  or 
county,  wTherein  such  board  shall  be  appointed,  in  the  erection  of  such  public, 
municipal  or  county  buildings  within  the  boundaries  of  such  city,  until  all 
plans,  specifications  and  locations  shall  have  first  been  submitted  to  and 
approved  by  such  board  or  a  majority  thereof. 

Section  4.  Such  board  shall  be  appointed  for  such  time  as  shall  be  requested 
by  the  city,  and  the  governor,  at  the  request  of  the  city,  may  remove  any 
member  of  such  board  and  appoint  a  new  member  to  fill  the  vacancy  thus 
created,  if  in  his  judgment  it  is  wise  so  to  do. 

Pursuant  thereto  the  Governor  of  Ohio  on  June  20,  1902,  ap¬ 
pointed  and  commissioned  the  decedent  a  member  of  the  Board  of 
Supervisors  in  the  erection  of  public  and  municipal  buildings,  as 
evidenced  by  the  following  agreement: 

TO  ALL  TO  WHOM  THESE  PRESENTS  SHALL  COME  GREETING  : 

KNOW  YE,  That  whereas,  ARNOLD  W.  BRUNNER  of  NEW  YORK 
COUNTY,  NEW  YORK,  has  been  duly  appointed  to  the  office  of  MEMBER 
OF  THE  BOARD  OFk  SUPERVISORS  IN  THE  ERECTION  OF  PUBLIC  AND 
MUNICIPAL  BUILDINGS  IN  CLEVELAND,  OHIO : 

THEREFORE,  By  virtue  of  the  authority  vested  in  the  Governor  by  the 
Constitution,  and  in  pursuance  of  a  provision  of  the  Statutes,  I  do  hereby 
Commission  him,  the  said  ARNOLD  W.  BRUNNER,  to  be  MEMBER  OF  SAID 
BOARD,  authorizing  and  empowering  him  to  execute  and  discharge,  all  and 
singular,  the  duties  appertaining  to  said  office,  and  to  enjoy  all  the  privileges 
and  immunities  thereof. 

IN  TESTIMONY  WHEREOF,  I  have  hereunto  subscribed  my  name  and 
caused  the  Great  Seal  of  the  State  of  Ohio  to  be  affixed  at  Columbus,  the  20 
day  of  June  in  the  year  of  our  Lord  one  thousand  nine  hundred  and  two. 

(Sgd)  GEO.  K.  NASH. 

(SEAL)  (Sgd)  LEWIS  C.  LAYLIN 

Secterary  of  State. 

The  salary  attached  to  this  office,  originally  $5,000  per  annum,  was 
reduced  during  the  years  involved  to  $1,000  per  annum.  The 
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decedent  performed  the  duties  of  the  office  and  the  amounts  received 
as  compensation  therefor  were  as  follows: 


1917  _  $250.  00 

1918  _  2,000.00 

1919  _  500.  00 

1920  _ _  1,000.00 


Albany ,  N.  Y. — On  January  15,  1912,  the  Common  Council  of  the 
City  of  Albany,  N.  Y.,  enacted  an  ordinance  authorizing  the  Com¬ 
missioner  of  Public  Works  to  employ  an  expert  to  prepare  a  City 
plan,  reading  in  part  as  follows: 

Section  1.  The  Commissioner  of  Public  Works  is  hereby  authorized  and  em¬ 
powered  to  employ  an  expert  who  shall  prepare  a  design  or  plan  which  shall  be 
*  a  guide  and  aid  to  the  city  authorities  in  carrying  into  effect  public  improve¬ 
ments.  Such  design  or  plan  shall  show  such  matters  relating  to  streets,  parks 
and  other  public  places ;  public  buildings,  works  of  art,  and  other  structures 
intended  for  the  beautification  of  the  city ;  the  arrangement  of  street  and 
other  railroads,  including  the  appurtenances  thereto ;  the  location  and  plans 
of  residences  and  other  buildings,  and  such  other  matters  as  may  properly 
be  included  in  such  design  or  plan. 

*  *  #  *  ❖  *  * 

Section  3.  Whenever  the  expert  shall  have  completed  a  design  or  plan  he 
shall  submit  the  same  to  the  Commissioner  of  Public  Works,  together  with  such 
explanation  thereof  as  may  be  necessary,  and  the  same  shall  be  filed  with  the 
Commissioner  of  Public  Works  and  become  a  public  record. 

Section  4.  The  sum  of  five  thousand  dollars  ($5,000)  or  so  much  thereof 
as  may  be  necessary  is  hereby  appropriated  out  of  any  moneys  in  the  city  treas¬ 
ury  derived  from  any  source  other  than  by  municipal  tax,  and  not  otherwise 
appropriated,  to  pay  the  expenditures  authorized  by  this  ordinance. 

On  April  29,  1912,  the  Commissioner  of  Public  Works  advised  the 
decedent  as  follows: 

In  accordance  -with  the  authority  of  an  ordinance  of  the  Common  Council 
passed  January  15,  1912,  I  herewith  accept  your  proposal  to  act  as  an  expert  for 
the  City  of  Albany,  in  carrying  into  effect  certain  public  improvements  for  the 
fee,  or  honorarium,  of  five  thousand  dollars  ($5,000)  per  year,  the  City  to  pay 
the  cost  of  traveling  expenses,  draftsmanship  and  other  expenses  in  connection 
with  the  preparation  of  the  necessary  drawings. 

I  sent  you  a  few  days  ago  two  copies  of  the  Chamber  of  Commerce  Report 
and  the  plans  and  specifications  for  the  Recreation  Pier,  for  which  I  have  your 
acknowledgment  of  April  26. 

iln  a  few  days  I  will  send  you  a  plan  of  the  river  front  improvement  at  a 
scale  of  40  feet  to  the  inch  and  a  plan  of  the  entire  city  at  a  scale  of  400  feet 
to  the  inch. 

On  February  3,  1915,  the  decedent  was  advised  of  his  employment 
by  the  Board  of  Estimate  and  Apportionment  of  the  City  of  Albany, 
as  follows: 

The  Board  of  Estimate  and  Apportionment  yesterday  decided  to  retain  you 
at  the  nominal  salary  of  $1,000  a  year  and  expenses.  Of  course  if  the  duties 
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should  be  larger  than  we  anticipate  the  matter  of  compensation  can  be 
adjusted. 

The  decedent  accepted  such  employment  on  February  4,  1915. 

On  April  3,  1917,  the  Board  of  Contract  and  Supply  of  the  City 
of  Albany,  composed  of  the  Mayor,  Comptroller,  Commissioner  of 
Public  Works,  Corporation  Counsel  and  the  City  Engineer,  ap¬ 
pointed  the  decedent  Consulting  Architect  for  the  alterations  in  the 
City  Hall,  and  advised  him  of  such  action,  as  follows : 

At  a  meeting  of  the  Board  of  Contract  and  Supply  held  April  2nd,  you  were 
formally  appointed  consulting  architect  for  the  alterations  to  the  City  Hall  and 
your  fee  was  fixed  at  one  and  one-half  (l1/£%)  per  cent  on  the  total  cost  of  the 
building,  with  traveling  expenses. 

I  am  advising  Messrs.  Ogden  &  Gander,  the  architects  to  the  same  effect. 

The  decedent  accepted  this  employment  and  performed  the  services 
required. 

F or  the  personal  services  rendered  under  his  employment,  decedent 
received  the  following  compensation: 


1917  _ $3,277.65 

1918  _  3,  500.  00 

1919  _ 1,  000.  00 

1920  _  1,  000.  00 

1921  _  1,  000.  00 

1922  _  416.  66 


New  York,  N.  Y. — The  decedent  performed  certain  services  for 
the  City  of  New  York  in  connection  with  city  planning.  He  re¬ 
ceived  $124.85  during  1917  and  $24.36  during  1918. 

OPINION. 

Littleton  :  It  is  contended  by  the  executrix  that  Arnold  W.  Brun¬ 
ner  was  an  officer  or  an  employee  of  the  Commonwealth  of  Pennsyl¬ 
vania  and  the  municipalities  of  New  York  and  Albany,  N.  Y.,  and 
Cleveland,  Ohio,  and  that  compensation  received  by  him  from  such 
States  and  municipalities  was  exempt  from  Federal  taxation. 

In  the  opinion  of  the  Board  the  decedent  was  not  an  officer  or 
employee  of  the  Commonwealth  of  Pennsylvania  or  the  municipali¬ 
ties  of  New  York  and  Albany,  N.  Y.,  within  the  meaning  of  the 
statute  and  decisions  of  the  courts  that  compensation  of  officers  or 
employees  of  States  and  municipalities  is  not  subject  to  Federal  in¬ 
come  tax.  The  decedent  was  not  a  part  of  the  regular  governmental 
force  of  the  Commonwealth  of  Pennsylvania  or  the  municipalities 
of  New  York  and  Albany.  He  was  an  independent  contractor  and 
his  rights,  duties,  and  compensation  were  fixed  by  the  contracts. 
The  case  of  Metcalf  &  Eddy  v.  Mitchell ,  269  U.  S.  514,  involved 
the  question  whether  compensation  received  by  consulting  engineers 
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under  contracts  with  certain  municipalities  was  taxable  under  the 
provisions  of  the  Kevenue  Act  of  1917.  The  court  said  (p.  519) : 

We  think  it  clear  that  neither  of  the  plaintiffs  in  error  occupied  any  official 
position  in  any  of  the  undertakings  to  which  their  writ  of  error  in  No.  183 
relates.  They  took  no  oath  of  office;  they  were  free  to  accept  any  other  con¬ 
current  employment ;  none  of  their  engagements  was  for  work  of  a  permanent 
or  continuous  character ;  some  were  of  brief  duration  and  some  from  year 
to  year,  others  for  the  duration  of  the  particular  work  undertaken.  Their 
duties  were  prescribed  by  their  contracts  and  it  does  not  appear  to  what 
extent,  if  at  all,  they  were  defined  or  prescribed  by  statute.  We  therefore 
conclude  that  plaintiffs  in  error  have  failed  to  sustain  the  burden  cast  upon 
them  of  establishing  that  they  were  officers  of  a  state  or  a  subdivision  of  a 
state  within  the  exception  of  §  201  (2). 

At  page  524  the  court  further  stated : 

*  *  *  But  here  the  tax  is  imposed  on  the  income  of  one  who  is  neither  an 

officer  nor  an  employee  of  government  and  whose  only  relation  to  it  is  that  of 
contract,  under  which  there  is  an  obligation  to  furnish  service,  for  practical 
purposes  not  unlike  a  contract  to  sell  and  deliver  a  commodity.  The  tax  is  im¬ 
posed  without  discrimination  upon  income  whether  derived  from  services 
rendered  to  the  state  or  services  rendered  to  private  individuals.  In  such 
a  situation  it  cannot  be  said  that  the  tax  is  imposed  upon  an  agency  of  govern¬ 
ment  in  any  technical  sense,  and  the  tax  itself  cannot  be  deemed  to  be  an  in¬ 
terference  with  government,  or  an  impairment  of  the  efficiency  of  its  agencies 
in  any  substantial  way.  Railroad  Co.  v.  Peniston;  Gromer  v.  Standard  Dredg¬ 
ing  Co.;  Baltimore  Shipbuilding  Co.  v.  Baltimore ;  Fidelity  &  Deposit  Co.  v. 
Pennsylvania ;  Choctaw,  O.  &  G.  R.  R.  Co.  v.  Mackey,  supra. 

As  was  said  by  this  Court  in  Baltimore  Shipbuilding  Co.  v.  Baltimore,  supra, 
in  holding  that  a  state  might  tax  the  interest  of  a  corporation  in  a  dry  dock 
which  the  United  States  had  the  right  to  use  under  a  contract  entered  into 
with  the  corporation : 

“  It  seems  to  us  extravagant  to  say  that  an  independent  private  corporation 
for  gain,  created  by  a  State,  is  exempt  from  state  taxation  either  in  its  cor¬ 
porate  person,  or  its  property,  because  it  is  employed  by  the  United  States, 
even  if  the  work  for  which  it  is  employed  is  important  and  takes  much  of  its 
time.”  (p.  382.)  [25  Sup.  Ct.  52.] 

And  as  was  said  in  Fidelity  &  Deposit  Co.  v.  Pennsylvania,  supra,  in  holding 
valid  a  state  tax  on  premiums  collected  by  bonding  insurance  companies  on 
surety  bonds  required  of  United  States  officials: 

“  But  mere  contracts  between  private  corporations  and  the  United  States  do 
not  necessarily  render  the  former  essential  government  agencies  and  confer 
freedom  from  state  control.”  (p.  323.)  [36  Sup.  Ct.  300.] 

These  statements  we  deem  to  be  equally  applicable  to  private  citizens  engaged 
in  the  general  practice  of  a  profession  or  the  conduct  of  a  business  in  the  course 
of  which  they  enter  into  contracts  with  government  from  which  they  derive  a 
profit.  We  do  not  suggest  that  there  may  not  be  interferences  with  such  a 
contract  relationship  by  means  other  than  taxation  which  are  prohibited. 
Railroad  Co.  v.  Peniston,  supra,  at  p.  36,  recognizes  that  there  may.  Nor  are 
we  to  be  understood  as  laying  down  any  rule  that  taxation  might  not  affect 
agencies  of  this  character  in  such  a  manner  as  directly  to  interfere  with  the 
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functions  of  government  and  thus  be  held  to  be  void.  See  Railroad  v.  Peniston, 
supra,  page  36;  Farmers  Bank  v.  Minnesota,  supra,  p.  522;  Choctaw  d  Gulf 
Railway  Co.  v.  Harrison t,  supra,  p.  272. 

But  we  do  decide  that  one  who  is  not  an  officer  or  employee  of  a  state,  does 
not  establish  exemption  from  federal  income  tax  merely  by  showing  that  his 
income  was  received  as  compensation  for  service  rendered  under  a  contract 
with  the  state ;  and  when  we  take  the  next  step  necessary  to  a  complete  dis¬ 
position  of  the  question,  and  inquire  into  the  effect  of  the  particular  tax,  on 
the  functioning  of  the  state  government,  we  do  not  find  that  it  impairs  in  any 
substantial  manner  the  ability  of  plaintiffs  in  error  to  discharge  their  obli¬ 
gations  to  the  state  or  the  ability  of  a  state  or  its  subdivisions  to  procure 
the  services  of  private  individuals  to  aid  them  in  their  undertakings.  Cf. 
Central  Pacific  Railroad  v.  California,  162  U.  S.  91,  126  [16  Sup.  Ct.  766;  40  L. 
Ed.  903]. 

In  the  opinion  of  the  Board  the  facts  in  this  appeal,  so  far  as  it 
relates  to  the  compensation  received  by  the  decedent  from  the  Com¬ 
monwealth  of  Pennsylvania  and  New  York  and  Albany,  N.  Y.,  bring 
it  within  the  decision  of  the  court  in  Metcalf  <&  Eddy  v.  Mitchell , 
supra.  The  Commissioner’s  determination  in  this  regard  is  there¬ 
fore  approved.  See,  also,  Lyons  v.  Reinecke ,  10  Fed.  (2d)  3. 

As  to  the  compensation  received  by  the  decedent  from  the  City 
of  Cleveland,  Ohio,  a  different  situation  exists.  On  June  20,  1902, 
he  was  appointed  and  commissioned  by  the  Governor  of  Ohio  as  a 
member  of  the  Board  of  Supervisors  in  the  Erection  of  Public  and 
Municipal  Buildings  in  Cleveland,  Ohio.  This  was  a  statutory 
office  which  he  held  subject  to  the  pleasure  of  the  Governor.  He 
held  this  office  and  performed  the  duties  thereof  from  1902  to  and 
including  1920. 

It  was  not  in  his  individual  or  private  capacity  that  he  performed 
the  duties  of  the  office  as  a  member  of  the  Board  of  Supervisors. 
He  was  not  a  contractor  to  perform  work  for  the  municipality.  His 
rights,  duties,  habiliments,  and  emoluments  of  office  were  fixed  and 
prescribed  by  statute  and  the  commission  of  the  Governor  under 
authority  of  the  constitution  of  the  State. 

When  the  decedent  was  commissioned  as  a  member  of  the  Board  of 
Supervisors  he  became  an  instrumentality  of  the  municipality  in  the 
performance  of  its  governmental  duties  in  the  general  administration 
of  affairs  incident  to  every  state  or  municipal  government.  States 
and  municipalities,  like  other  corporate  bodies,  can  act  and  perform 
their  functions  only  through  their  duly  authorized  agents,  and  one 
who  holds  an  office  such  as  this  decedent  held,  barren  of  any  con¬ 
tractual  relation,  his  acts  in  the  discharge  of  his  duties  are  the  acts 
of  the  State  or  municipality  in  the  performance  of  those  functions, 
upon  which  the  Federal  Government  may  not  place  a  burden  through 
taxation.  The  nature  of  the  decedent’s  relation  to  the  municipality 
of  Cleveland  was  not  changed  by  the  fact  that  the  duties  of  the 


<1135)  PLAINS  BUYING  AND  SELLING  ASSOCIATION.  1147 

office  were  not  so  arduous  as  entirely  to  preclude  the  carrying  on 
generally  by  him  of  his  profession  as  an  architect. 

We  think  the  decedent  was  an  agency  through  which  the  munici¬ 
pality  immediately  and  directly  exercised  its  sovereign  powers;  that 
he  was  so  intimately  connected  with  the  exercise  of  power  and  the 
performance  of  a  public  duty  by  the  municipality  as  to  bring  him 
within  the  purview  of  those  decisions  holding  that  the  Federal  Gov¬ 
ernment  may  not  tax  the  instrumentalities  of  a  State  or  a  subdivision 
thereof,  and  that,  as  such  instrumentality,  his  income,  to  the  extent 
that  it  was  derived  from  such  source,  was  immune  from  taxation. 
Section  201  (a)  of  the  Revenue  Act  of  1917  and  section  1211  of  the 
Revenue  Act  of  1926. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 


Plains  Buying  and  Selling  Association,  Petitioner,  v.  Commis¬ 
sioner  of  Internal  Revenue,  Respondent. 

Docket  No.  9983.  Promulgated  January  24,  1927. 

1.  The  Board  does  not  have  jurisdiction  to  hear  and  determine 
a  proceeding  filed  with  it  pursuant  to  the  provisions  of  section 
279  (b)  of  the  Revenue  Act  of  1924,  if  prior  to  the  filing  of  the 
petition  there  has  been  an  adjudication  of  bankruptcy  of  the 
petitioner. 

2.  The  Board  is  not  deprived  of  jurisdiction  where  adjudication 
of  bankruptcy  of  the  petitioner  occurs  subsequent  to  the  filing  of  a 
petition  wfith  the  Board.  In  such  cases  the  jurisdiction  of  the 
courts  and  of  the  Board  is  concurrent. 

3.  The  Board  has  jurisdiction  to  hear  and  determine  a  proceeding 
filed  with  it  pursuant  to  the  provisions  of  section  274  (a)  of  the 
Revenue  Act  of  1924,  whether  such  petition  was  filed  prior  or  sub¬ 
sequent  to  adjudication  of  bankruptcy  of  the  petitioner. 

W.  Frank  Gibbs ,  Esq.,  for  the  respondent. 

Proceeding  for  the  redetermination  of  income  and  profits  taxes  for 
the  fiscal  years  ended  November  30,  1919,  and  November  30,  1920. 
The  respondent  moved  to  dismiss  on  the  ground  that  the  petitioner 
is  in  bankruptcy  and  that  the  Board  is  therefore  without  jurisdiction 
in  the  premises.  The  facts  are  set  out  in  the  opinion. 

OPINION. 

Korner,  Chairman:  The  issue  presented  here  is  the  jurisdiction 
of  the  Board  to  hear  and  determine  this  proceeding.  The  respondent 
alleges  in  his  motion  to  dismiss  that  the  petition  was  filed  with  the 
Board  subsequent  to  an  adjudication  of  bankruptcy  of  the  petitioner, 
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on  voluntary  petition,  by  the  United  States  District  Court  for  the 
District  of  New  Mexico.  The  petitioner  denies  the  allegation  of  the 
respondent  in  this  regard,  and  alleges  that  it  filed  its  petition  with 
the  Board  prior  to  the  date  of  its  adjudication  in  bankruptcy.  Re¬ 
spondent  insists  that  notwithstanding  the  allegations  of  the  peti¬ 
tioner,  the  Board  is  deprived  of  jurisdiction  by  section  282  (a)  of 
the  Revenue  Act  of  1926  when  the  petitioner  is  adjudicated  a  bank¬ 
rupt. 

The  case  was  submitted  on  the  pleadings  and  the  facts  are  very 
meagre.  The  Board  has  not  had  the  benefit  of  briefs  from  either 
side  on  the  law  or  the  facts.  From  the  record  it  appears  that  an 
incomplete  petition  was  filed  with  the  Board  on  December  15,  1925. 
That  petition  contains  no  information  bearing  on  the  issue  here. 
Respondent  served  notice  that  he  would  move  to  dismiss  under  the 
Board’s  rules  oh  March  29,  1926.  On  March  23,  1926,  an  application 
for  leave  to  file  amended  and  supplemental  petition  was  filed.  This 
application  was  signed  uO.  C.  Cox,  Attorney  for  Petitioner  and 
Trustee  in  Bankruptcy.”  It  was  verified  by  J.  B.  McGhee,  trustee 
in  bankruptcy.  This  application  avers  that  the  petitioner  was,  on 
November  27,  1925,  adjudicated  a  bankrupt,  on  voluntary  petition, 
in  the  United  States  District  Court  for  the  District  of  New  Mexico,, 
and  that  on  or  about  November  21,  1925,  a  petition  had  been  filed 
with  this  Board  on  behalf  of  the  petitioner.  Leave  was  granted  to 
the  petitioner  to  file  amended  and  supplemental  petition,  and  this 
was  done  on  April  29,  1926.  This  amended  petition  likewise  alleges 
the  bankruptcy  of  the  petitioner  on  November  27,  1925,  and  is 
signed  by  the  attorney  for  the  trustee  and  is  verified  by  the  trustee. 
On  motion  therefor,  time  was  granted  the  respondent  to  answer  or 
move  with  respect  to  the  petition.  On  October  10,  1926,  respondent 
moved  to  dismiss  on  the  ground  that  the  Board  is  without  jurisdic¬ 
tion.  The  petitioner  joined  issue  on  the  motion  of  the  respondent 
and  alleged  that  it  “has  filed  no  petition  for  redetermination  with 
the  Board  after  the  adjudication  in  bankruptcy,  but  on  the  contrary,” 
it  filed  an  amendment  to  “a  petition  theretofore  filed  by  the  tax¬ 
payer  *  *  *  a  long  time  prior  to  its  adjudication  in  bankruptcy.” 

Attached  to  the  amended  petition  is  a  copy  of  the  statutory  defi¬ 
ciency  notice  of  October  19,  1925.  The  portion  of  that  letter  which 
is  material  here  is  as  follows: 

An  examination  of  your  claim  for  abatement  of  $547.35,  representing  addi¬ 
tional  tax  assessed  in  accordance  with  Section  274  (d)  of  the  Revenue  Act  of 
1924  and  your  return  for  the  fiscal  year  ended  November  30,  1920,  discloses  a 
deficiency  of  $547.36  as  outlined  in  office  letter  dated  July  27,  1925,  as  shown- 
in  attached  statement.  The  claim  will,  therefore,  be  disallowed  in  full.  . 


(1147)  PLAINS  BUYING  AND  SELLING  ASSOCIATION.  1149 

In  accordance  with  the  provisions  of  Section  279  (b)  of  the  Revenue  Act  of 
1924,  you  are  allowed  sixty  days  from  the  date  of  this  letter  within  which  to 
file  an  appeal  to  the  Board  of  Tax  Appeals  contesting  in  whole  or  in  part  the 
correctness  of  this  determination. 

From  the  foregoing  it  appears  that,  for  the  fiscal  year  1919,  as¬ 
sessment  was  made  pursuant  to  section  274  (d)  of  the  Revenue  Act 
of  1924,  and  that  abatement  claim  was  filed  and  rejected  on  October 
19,  1925.  Thus,  the  petitioner’s  right  of  appeal  arose  under  section 
279  (b)  of  the  Revenue  Act  of  1924.  That  Act  is  entirely  silent 
as  to  the  Board’s  jurisdiction  in  the  situation  presented  here.  How¬ 
ever,  that  difficulty  is  solved  by  reference  to  section  283  (k)  of  the 
Revenue  Act  of  1926,  wherein  it  is  provided : 

(k)  Where  before  the  enactment  of  this  Act  a  jeopardy  assessment  has 
been  made  under  subdivision  (d)  of  section  274  of  the  Revenue  Act  of  1924 
(whether  of  a  deficiency  in  the  tax  imposed  by  Title  II  of  such  Act  or  of  a 
deficiency  in  an  income,  war-profits,  or  excess-profits  tax  imposed  by  any  of 
the  prior  Acts  enumerated  in  subdivision  (a)  of  this  section)  all  proceedings; 
after  the  enactment  of  this  Act  shall  be  the  same  as  under  the  Revenue  Act 
of  1924,  as  amended  by  this  Act,  except  that — 

$  *  *  $  *  $  *• 

(3)  In  the  consideration  of  the  case  the  jurisdiction  and  powers  of  the 
Board  shall  be  the  same  as  provided  in  this  Act  in  the  case  of  a  tax  imposed 
by  this  title. 

To  the  extent,  then,  of  the  controversy  growing  out  of  the  rejec¬ 
tion  of  the  petitioner’s  abatement  claim  for  the  fiscal  year  1919,  the 
jurisdiction  and  powers  of  the  Board  must  be  found  in  section  282 
(a)  of  the  Revenue  Act  of  1926,  under  the  circumstances  existing 
here. 

In  the  same  statutory  deficiency  letter  of  October  19,  1925,  the 
Commissioner  notified  petitioner  of  a  deficiency  in  tax  for  the  fiscal 
year  1920.  The  right  of  appeal  therefrom  likewise  arose  under 
the  Revenue  Act  of  1924.  The  Revenue  Act  of  1926,  however, 
makes  specific  provision  for  the  jurisdiction  and  powers  of  the 
Board  ifnder  such  circumstances.  Such  provision  is  found  in  sec¬ 
tion  283  (b)  of  the  last-mentioned  Act. 

In  view  of  the  fact  that  there  are  three  distinct  phases  of  the 
jurisdictional  question  presented  here,  arising  under  and  governed 
by  different  sections  of  the  Revenue  Act  of  1926,  we  shall  take  them 
up  separately  and  discuss  in  order  the  jurisdiction  of  the  Board 
(1)  in  the  case  of  the  rejection,  pursuant  to  the  Revenue  Act  of 
1924,  of  petitioner’s  abatement  claim  filed  against  a  jeopardy  assess¬ 
ment,  when  the  petitioner  was  in  bankruptcy  at  the  time  of  the 
filing  of  its  petition,  (2)  in  the  case  of  the  rejection,  pursuant  to 
the  Revenue  Act  of  1924,  of  petitioner’s  abatement  claim  filed 
against  a  jeopardy  assessment,  when  the  adjudication  of  bankruptcy 
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occurs  subsequent  to  the  filing  of  the  petition  with  the  Board,  and 
(3)  in  the  case  of  the  determination  of  a  deficiency  pursuant  to 
section  274  (a)  of  the  Revenue  Act  of  1924  and  appeal  therefrom 
filed  pursuant  to  that  Act,  when  the  adjudication  of  bankruptcy 
occurred  either  before  or  after  the  filing  of  a  petition  with  the 
Board. 

1.  We  have  shown  above  that  the  first  phase  of  this  question  is 
controlled  by  section  282  (a)  of  the  Revenue  Act  of  1926.  That  Act 
does  not  leave  open  to  question  the  fact  that  the  Board  is  without 
jurisdiction  of  a  proceeding  wherein  the  petition  (filed  pursuant  to 
that  Act)  was  filed  subsequent  to  an  adjudication  of  bankruptcy. 
That  section  says:  “No  petition  for  any  such  redetermination  shall 
he  filed  with  the  Board  after  the  adjudication  of  bankruptcy  or  the 
appointment  of  the  receiver.5’  But  what  if  the  petition  had  been 
already  filed  pursuant  to  a  prior  Act?  For  the  answer  to  this  query 
recourse  is  had  to  other  provisions  of  the  Revenue  Act  of  1926.  We 
have  shown  above  that,  in  the  case  of  a  jeopardy  assessment,  assess¬ 
ments  made  pursuant  to  section  274  (cl)  of  the  Revenue  Act  of  1924, 
the  jurisdiction  and  powers  of  the  Board  shall  be  the  same  as  pro¬ 
vided  in  the  Revenue  Act  of  1926  in  the  case  of  a  tax  .imposed  by  that 
Act.  (Revenue  Act  of  1926,  section  283  (k).)  It  should  be  borne 
in  mind  that  the  provision  just  mentioned  is  limited  and  does  not 
have  application  to  appeals  filed  under,  and  from  determinations 
pursuant  to,  section  274  (a)  of  the  Revenue  Act  of  1924.  That 
phase  of  the  question  will  be  discussed  later  under  paragraph  3  of 
this  opinion. 

2.  The  language  of  section  282  (a)  of  the  Revenue  Act  of  1926  is 
not  so  specific  with  reference  to  the  jurisdiction  of  the  Board  in  a 
case  where  a  petition  is  filed  with  the  Board  prior  to  bankruptcy. 
It  does  not,  in  specific  terms,  cover  such  a  case.  It  provides  that,  in 
the  event  of  bankruptcy,  the  Commissioner  shall  immediately  assess, 
despite  the  provisions  of  section  274  (a) .  The  section  then  continues : 

Claim  for  the  deficiency  and  such  interest,  additional  amounts  an!  additions 
to  the  tax  may  be  presented,  for  adjudication  in  accordance  with  law,  to  the 
court  before  which  the  bankruptcy  or  receivership  proceeding  is  pending, 
despite  the  pendency  of  proceedings  for  the  redetermination  of  the  deficiency  in 
pursuance  of  a  petition  to  the  Board  *  *  *. 

The  foregoing  might  indicate  that  in  such  event  the  court  and 
the  Board  would  have  concurrent  jurisdiction,  and  that  the  Commis¬ 
sioner  might  file  claim  with  the  bankruptcy  court  or  abide  the  deter¬ 
mination  of  the  issue  in  the  proceeding  before  the  Board.  However, 
the  language  just  quoted  does  not  specifically  indicate  what  becomes 
of  the  proceeding  before  the  Board  in  the  event  claim  is  filed  in  the 
.bankruptcy  court,  or  in -the  event  of  a  motion  such  as  we  now  have 
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before  us.  It  is  necessary  to  review  the  legislative  history  of  section 
282  for  light  on  this  point. 

Section  282  did  not  appear  in  the  Revenue  Bill  as  adopted  by  the 
House  and  introduced  in  the  Senate,  in  so  far  as  it  relates  to  matters 
of  bankruptcy  and  receivership.  It  first  appeared  as  an  amendment 
offered  by  the  Finance  Committee  of  the  Senate  and  reported  by 
Senator  Smoot  to  the  Senate  on  January  16,  1926.  (H.  R.  1,  Report 

No.  52,  69th  Cong.,  1st  Sess.)  Section  282  (a),  as  constituted  by  the 
amendment  referred  to,  contained  the  following : 

If  any  proceeding  for  redetermination  of  such  deficiency  under  the  provisions 
of  this  Act  is  pending  before  the  Board  at  the  time  of  such  adjudication  of  bank¬ 
ruptcy  or  appointment  of  a  receiver  and  no  decision  of  the  Board,  final  or  other¬ 
wise,  has  been  rendered  therein,  then  such  proceeding  shall  be  dismissed  by  the 
Board.  (Ibid,  p.  149.)  (Italics  ours.) 

The  Report  of  the  Committee  on  Finance,  accompanying  H.  R.  1, 
at  page  31,  contains  the  following : 

If  petition  for  a  redetermination  has  been  presented  to  the  board  but  is  not 
an  appeal  therefrom,  the  proceedings  shall  be  dismissed  and  the  deficiency  as¬ 
sessed  and  claim  therefor  presented  to  the  bankruptcy  or  equity  court.  If 
proceedings  for  determination  of  a  deficiency  are  on  appeal  before  the  Circuit 
Courts  of  Appeal  or  the  United  States  Supreme  Court,  the  committee  deems  it 
advisable  to  permit  these  courts  finally  to  determine  the  deficiency  rather  than 
dismiss  the  proceeding.  Pending  such  final  decision  on  appeal,  claim  for  the 
amount  of  the  deficiency  may  be  presented  to  the  bankruptcy  or  equity  court  in 
the  amount  allowed  by  the  board,  or  if  decision  is  reached  by  such  appellate 
courts  prior  to  the  termination  of  the  receivership  or  bankruptcy  proceedings, 
then  such  claim  may  be  modified  to  accord  with  the  decision.  (Italics  ours.) 

The  amendment  comprising  section  282  (a)  underwent  a  change 
in  the  Senate.  As  the  Act  passed  the  Senate  on  February  1,  1926,  the 
provision  quoted  above  from  the  Act  as  it  was  reported  to  the  Senate 
by  the  Finance  Committee  was  dropped  from  the  Act.  The  Act  as 
it  was  passed  in  the  Senate,  agreed  to  in  conference  between  the  Sen¬ 
ate  and  the  House,  and  finally  enacted  into  law,  was  as  follows : 

Sec.  282.  (a)  Upon  the  adjudication  of  bankruptcy  of  any  taxpayer  in  any 
bankruptcy  proceeding  or  the  appointment  of  a  receiver  for  any  taxpayer  in  any 
receivership  proceeding  before  any  court  of  the  United  States  or  of  any  State  or 
Territory  or  of  the  District  of  Columbia,  any  deficiency  (together  with  all  in¬ 
terest,  additional  amounts,  or  additions  to  the  tax  provided  for  by  law)  deter¬ 
mined  by  the  Commissioner  in  respect  of  a  tax  imposed  by  this  title  upon  such 
taxpayer  shall,  despite  the  provisions  of  subdivision  (a)  of  section  274,  be 
immediately  assessed  if  such  deficiency  has  not  theretofore  been  assessed  in 
accordance  with  law.  Claim  for  the  deficiency  and  such  interest,  additional 
amounts  and  additions  the  tax  may  be  presented,  for  adjudication  in  accordance 
with  law,  to  the  court  before  which  the  bankruptcy  or  receivership  proceeding 
is  pending,  despite  the  pendency  of  proceedings  for  the  redetermination  of  the 
deficiency  in  pursuance  of  a  petition  to  the  Board ;  but  no  petition  for  any  such 
redetermination  shall  be  filed  with  the  Board  after  the  adjudication  of  bank¬ 
ruptcy  or  the  appointment  of  the  receiver.  (See  H.  R.  1,  February  1,  1926,  as 
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passed  by  the  Senate  on  that  date ;  H.  R.  1,  as  agreed  to  in  Conference,  Febru¬ 
ary  22,  1926.) 

In  commenting  on  the  Act  as  it  was  reported  out  of  conference, 
the  managers  on  the  part  of  the  House  made  the  following  state¬ 
ment  : 

Amendment  No.  89 :  The  Senate  amendment  adds  a  new  section,  the  House 
bill  containing  no  corresponding  provisions.  The  House  recedes  with  an  amend¬ 
ment  making  a  clerical  change.  The  provisions  of  the  Senate  amendment  are 
summarized  in  the  following  paragraphs. 

During  bankruptcy  proceedings  or  State  or  Federal  receivership  proceedings 
the  assets  of  the  taxpayer  come  within  the  control  of  the  bankruptcy  or  equity 
court  whenever  the  taxpayer  has  been  finally  adjudicated  a  bankrupt  by  the 
bankruptcy  court  or  the  receiver  has  been  finally  appointed  by  the  equity  court. 
If  a  deficiency  is  determined  by  the  commissioner  during  the  pendency  of  such 
proceedings,  the  amendment  permits  the  deficiency  to  be  assessed  and  the  bank¬ 
ruptcy  or  receivership  proceedings  to  continue  despite  the  prohibitions  of  section 
274  (a).  If  a  petition  for  the  redetermination  of  a  deficiency  has  been  filed 
with  the  board  prior  to  the  adjudication  of  bankruptcy  or  the  appointment  of 
a  receiver,  the  amendment  permits  the  proceedings  for  the  redetermination  of 
the  deficiency  to  be  continued  simultaneously  with  the  bankruptcy  or  receiver¬ 
ship  proceedings.  The  claim  for  the  amount  of  the  deficiency  may,  or  course, 
be  filed  with  the  bankruptcy  or  equity  court.  In  case  of  final  decision  of  the 
board  before  termination  of  the  bankruptcy  or  receivership  proceedings,  a  copy 
of  the  decision  could  be  filed  with  the  bankruptcy  or  equity  court  and  the 
decision  would  presumably  be  followed  by  such  courts.  During  the  pendency 
of  the  bankruptcy  or  receivership  proceedings  a  deficiency  may  be  assessed  in 
accordance  with  the  final  decision  of  the  board,  but  the  amount  thereof  may  not 
be  collected  by  distraint  against  the  assets  while  under  the  jurisdiction  of  the 
bankruptcy  or  equity  court.  (See  Conference  Report,  Report  No.  356,  House 
of  Representatives,  Feb.  22,  1926,  p.  45.) 

The  foregoing  legislative  history  is  strongly  indicative  of  the 
intention  of  Congress  to  confer  concurrent  jurisdiction  in  the  court 
and  in  the  Board  in  the  event  that  a  petition  for  a  redetermination 
is  pending  before  the  Board  at  the  time  of  adjudication  of  bank¬ 
ruptcy.  It  should  be  noted  that  the  filing  of  the  claim  in  the  bank¬ 
ruptcy  court  is  permissive  in  the  Commissioner.  The  language  used 
b}'  the  Conference  Committee,  in  so  far  as  it  interprets  the  intent  of 
Congress,  seems  almost  conclusive  on  the  matter  of  jurisdiction, 
wherein  it  is  said :  “  In  case  of  final  decision  of  the  board  before 

termination  of  the  bankruptcy  or  receivership  proceedings,  a  copy  of 
the  decision  could  be  filed  with  the  bankruptcy  or  equity  court 
*  *  If  the  Board  is  required  to  dismiss  the  proceeding  in 

the  advent  of  bankruptcy,  there  could  be  no  final  decision  of  the 
Board  before  termination  of  the  bankruptcy,  and  the  foregoing  ex¬ 
position  of  congressional  intent  is  meaningless.  To  like  effect,  the 
following  sentence :  “  During  the  pendency  of  the  bankruptcy  or 
receivership  proceedings,  a  deficiency  may  be  assessed  in  accordance 
with  the  final  decision  of  the  board,  but  the  amount  thereof  may  not 
be  collected  by  distraint  against  the  assets  while  under  the  jurisdic- 
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tion  of  the  bankruptcy  or  equity  court.”  This  would  seem  plainly  to 
indicate  that  the  Board  may  pursue  the  case  to  completion  and 
render  judgment,  and  that  the  Commissioner  may,  pursuant  to  such 
judgment,  make  assessment  of  the  deficiency;  but  that  he  can  then 
go  no  further  in  the  matter  of  collection  while  the  assets  are  in  the 
hands  of  the  bankruptcy  court.  But  perhaps  the  plainest  indica¬ 
tion  of  congressional  intent  is  found  in  the  deliberate  deletion  from 
the  Act  of  the  language  expressly  providing  that  a  proceeding  should 
be  dismissed  by  the  Board  upon  the  incidence  of  bankruptcy. 

In  view  of  the  legislative  history  of  section  282  (a)  of  the  Revenue 
Act  of  1926,  we  conclude  (1)  that  in  the  case  of  the  rejection,  pur¬ 
suant  to  the  Revenue  Act  of  1924,  of  petitioner’s  abatement  claim 
filed  against  a  jeopardy  assessment,  when  the  petitioner  had  been 
adjudicated  bankrupt  at  the  time  of  filing  of  its  petition,  under  the 
Revenue  Act  of  1924,  the  Board  is  without  jurisdiction  to  hear  and 
determine  the  proceeding,  and  (2)  that  under  similar  circumstances, 
but  where  the  adjudication  occurs  subsequent  to  the  filing  of  the 
petition  with  the  Board,  the  Board  retains  jurisdiction  and  that  such 
jurisdiction  is  concurrent  in  the  Board  and  in  the  bankruptcy  court. 

Applying  these  conclusions  to  the  facts  in  the  instant  case,  we  are 
of  opinion  that  the  proceeding  should  be  dismissed,  for  lack  of 
jurisdiction,  as  to  the  fiscal  year  1919.  The  allegations  as  to  the 
facts  are  in  conflict,  but  the  record  bears  out  the  finding  that  the 
original  petition  filed  on  December  15,  1925,  was  filed  subsequent  to 
the  adjudication  of  bankruptcy. 

3.  We  come  now  to  the  discussion  of  the  last  phase  of  this  question, 
viz,  the  jurisdiction  of  the  Board  in  the  case  of  the  determination 
of  a  deficiency  pursuant  to  section  274  (a)  of  the  Revenue  Act  of 
1924  and  appeal  therefrom  pursuant  to  that  Act,  where  bankruptcy 
ensues  before  the  filing  of  the  petition  with  the  Board.  We  have 
shown  above  that,  as  to  the  fiscal  year  1920,  the  Commissioner  found 
a  deficiency  pursuant  to  section  274  (a)  of  the  Revenue  Act  of  1924. 
The  petition  was  filed  with  the  Board  on  December  15, 1925,  pursuant 
to  that  Act  but  subsequent  to  bankruptcy. 

As  we  pointed  out  above,  the  Revenue  Act  of  1924  is  silent  as  to 
the  Board’s  jurisdiction  in  the  event  of  bankruptcy.  We  likewise 
called  attention  to  the  fact  that  section  282  (a)  of  the  Revenue  Act 
of  1926  applies  to  proceedings  arising  under  the  Revenue  Act  of  1924 
only  in  so  far  as  such  proceedings  arise  under  appeals  from  jeopardy 
assessments — specifically  covered  by  section  283  (k)  of  the  Revenue 
Act  of  1926.  So,  we  find  that  the  last-mentioned  section,  as  well  as 
section  282  (a)  of  that  Act,  does  not  apply  to  this  phase  of  the  case. 

However,  section  283  (b)  of  the  Revenue  Act  of  1926  does  apply. 
That  section  provides: 

(b)  If  before  the  enactment  of  this  Act  any  person  has  appealed  to  the 
Board  of  Tax  Appeals  under  subdivision  (a)  of  section  274  of  the  Revenue  Act 
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of  1924  (if  such  appeal  relates  to  a  tax  imposed  by  Title  II  of  such  Act  or  to 
so  much  of  an  income,  war-profits,  or  excess-profits  tax  imposed  by  any  of  the 
prior  Acts  enumerated  in  subdivision  (a)  of  this  section  as  was  not  assessed 
before  June  3,  1924),  and  the  appeal  is  pending  before  the  Board  at  the  time 
of  the  enactment  of  this  Act,  the  Board  shall  have  jurisdiction  of  the  appeal. 
In  all  such  cases  the  powers,  duties,  rights,  and  privileges  of  the  Commissioner 
and  of  the  person  who  has  brought  the  appeal,  and  the  jurisdiction  of  the 
Board  and  of  the  courts,  shall  be  determined,  and  the  computation  of  the  tax 
shall  be  made,  in  the  same  manner  as  provided  in  subdivision  (a)  of  this  sec¬ 
tion,  except  as  provided  in  subdivision  (j)  of  this  section  and  except  that  the 
person  liable  for  the  tax  shall  not  be  subject  to  the  provisions  of  subdivision 
(d)  of  section  284. 

The  language  of  the  section  just  quoted  is  quite  broad  and  com¬ 
prehensive.  It  has  precise  application  to  the  facts  of  the  instant 
case  in  so  far  as  the  fiscal  year  1920  is  concerned.  It  makes  no  ex¬ 
ceptions  as  to  proceedings  filed  subsequent  to  bankruptcy  and  pro¬ 
vides  for  no  ouster  of  jurisdiction  as  to  proceedings  pending  at  the 
incidence  of  bankruptcy.  We  conclude,  therefore,  that  the  Board  has 
jurisdiction  to  hear  and  determine  a  proceeding  filed  with  it  pursuant 
to  the  provisions  of  section  274(a)  of  the  Revenue  Act  of  1924, 
whether  the  petition  in  such  proceeding  was  filed  prior  or  subsequent 
to  adjudication  of  bankruptcy  of  the  petitioner. 

The  'proceeding  is  dismissed  as  to  the  fiscal 
year  1919.  The  respondent's  motion  is  denied 
as  to  the  fiscal  year  1920.  Appropriate  orders 
will  he  entered  accordingly. 


Joseph  Goodnow  &  Go.,  Petitioner  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  7895.  Promulgated  January  24,  1927. 

1.  By  unanimous  consent  of  all  the  stockholders  corporate  net 
profits  may  be  divided. and  distributed  among  the  stockholders  other 
than  ratably  according  to  stockholdings. 

2.  The  evidence  in  the  instant  case  discloses  the  intent  of  the 
only  two  stockholders  of  the  petitioner  to  divide  the  net  profits 
between  them  without  regard  to  stock  holdings,  and  the  proceeds 
of  such  division  did  not  constitute  additional  salaries  to  the 
recipient. 

Frank  J.  Aldus ,  Esq .,  for  the  petitioner. 

W.  Frank  Gibbs,  Esq.,  for  the  respondent. 

The  deficiencies  here  in  question  are  for  the  fiscal  years  ending 
January  31,  1919,  and  January  31,  1920,  and  arise  under  section 
234  (a)  (1)  of  the  Revenue  Act  of  1918.  They  aggregate  $1,602.60, 
as  appears  from  the  respondent’s  deficiency  notice  of  August  12,  1925. 
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FINDINGS  OF  FACT. 

The  petitioner  is  a  Massachusetts  corporation  with  its  principal 
office  at  294  Causeway  Street,  Boston.  The  stockholders  of  the  tax¬ 
payer  are  W.  H.  Palmer  and  F.  G.  Boggs,  the  former  owning  one- 
third  of  the  stock  and  the  latter  owning  two-thirds  of  the  stock. 

The  corporation  was  organized  on  February  1,  1914,  and  succeeded 
a  partnership  formerly  operated  by  Palmer  and  Boggs.  Palmer, 
the  president,  acted  in  the  capacity  of  manager,  buyer,  sales  manager, 
and  financial  manager  and  devoted  his  entire  time  to  the  business. 
Boggs,  the  treasurer,  devoted  only  a  portion  of  his  time  to  the  busi¬ 
ness  of  the  corporation. 

Records  of  a  special  meeting  held  January  18,  1915,  by  the  board 
of  directors  read  as  follows : 

A  special  meeting  of  the  Board  of  Directors  was  held  at  the  office  of  the 
Treasurer,  at  No.  110  State  Street,  Boston,  Massachusetts,  on  January  18,  1915, 
Monday,  at  1 :30  o’clock  in  the  afternoon,  in  pursuance  of  the  foregoing  waiver 
of  notice  signed  by  all  three  Directors,  and  filed  herewith  said  waiver  of 
notice,  waiving  notice  and  accepting  same  as  stated  in  the  waiver. 

The  President,  Winfield  H.  Palmer,  called  the  meeting  to  order  and  pre¬ 
sided  ;  and  the  clerk  kept  the  records. 

All  three  Directors  were  present  and  the  President  therefore  declared  that  a 
quorum  was  present  and  participating  in  the  meeting. 

The  clerk  then  read  the  records  of  the  last  meeting  of  the  Board  of  Direc¬ 
tors,  in  the  meeting  held  January  S,  1914,  the  original  meeting  of  the  Directors 
at  the  time  of  incorporation  of  the  company. 

Upon  motion  duly  seconded,  it  was  unanimously 

Voted :  That  the  records  of  the  last  meeting  of  the  Board,  viz,  the  meeting 
held  January  8,  1914,  be  approved  as  recorded  by  the  clerk. 

The  President  then  presented  the  meeting  and  read  a  preliminary  draft  and 
estimate  of  the  figures  showing  expected  profits  from  the  operation  of  the 
business  for  the  fiscal  year,  this  being  the  first  year  of  business  under  the  corpo¬ 
rate  existence. 

Upon  motion,  duly  seconded,  it  was  unanimously 

Voted :  That  the  salary  of  the  Treasurer  be  designated  as  three  thousand 
nine  hundred  dollars  ($3,900)  per  year,  beginning  as  of  January  31,  1914. 

No  further  business  coming  before  the  meeting,  it  was  unanimously 

Voted:  To  adjourn. 

Adjourned. 

The  following  is  a  statement  with  reference  to  profits  of  the  com¬ 
pany  and  their  distribution  appearing  on  the  minute  books  of  the 
corporation  under  date  of  January  18,  1915: 

This  company  was  incorporated  in  January  1914,  and  was  formerly  carried 
on  as  a  co-partnership.  As  Francis  G.  Boggs  has  other  interests  corporate 
existence  was  decided  upon.  It  is  the  intention  of  the  owners  of  the  business, 
however,  that  this  method  of  distribution  of  profits  be  continued,  the  stock¬ 
holding  being  for  the  purpose  of  assuring  control  of  the  business. 

It  has  heretofore  been  the  custom  to  designate  a  salary  which  would  be 
drawn  on  during  the  year,  and  at  the  end  of  the  business  year  after  an  audit. 
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the  profits  would  be  divided  equally  between  Francis  G.  Boggs  and  the  Manager 
of  the  business  at  the  time.  It  has  always  been  an  understood  custom  in  this 
business  enterprise  that  the  equal  distribution  of  the  net  profits  be  made  and 
that  it  is  part  of  the  remuneration  of  the  managers  of  the  business. 

The  matter  of  return  on  money  invested  in  the  business  is  to  be  continued 
as  heretofore. 

The  designated  salary  is  allowed  so  that  the  managers  of  the  business  may 
have  an  account  which  can  be  drawn  on  periodically  between  accounting 
periods. 

This  report  is  made  by  the  Clerk  as  a  memorandum  of  the  discussion  of  the 
business  at  the  meeting  but  on  which  no  actual  vote  was  deemed  necessary 
except  the  votes  designating  the  salary  amounts  wThich  have  been  used  during 
the  year. 

F.  Chester  Everett, 

Clerk. 

In  accordance  with  the  above  minutes,  it  has  been  the  consistent 
policy  of  the  corporation  to  distribute  equally  between  the  two  stock¬ 
holders  the  net  income  of  the  corporation  regardless  of,  and  without 
respect  to,  the  stock  holdings.  Under  this  policy  each  stockholder 
received  $6,600  during  the  year  ended  January  31,  1919,  and  $11,100 
during  the  year  ended  January  31,  1920,  which  amounts  excluded 
the  $3,900  paid  to  each  in  accordance  with  the  minutes  quoted  above. 
In  other  words,  the  $6,600  received  by  each  stockholder  during  the 
year  ended  January  31,  1919,  and  the  $11,100  received  by  each  stock¬ 
holder  during  the  year  ended  January  31,  1920,  did  not  include 
any  part  of  the  $3,900  paid  to  each  in  accordance  with  the  minutes. 
The  $3,900  paid  to  each  stockholder  during  each  year  has  been 
allowed  by  the  Commissioner  as  a  deduction  from  gross  income  in 
arriving  at  the  net  taxable  income  of  the  corporation. 

When  reporting  atoiounts  received  from  the  petitioner,  the  individ¬ 
uals  consistently  reported  $3,900  as  salary  and  the  balance  as 
dividends.  The  Commissioner  allowed  $3,900  to  each  stockholder  as 
salary  but  considered  the  equal  distribution  in  excess  of  the  $3,900 
as  dividends  and  refused  to  allow  the  petitioner  to  deduct  any  part 
thereof  as  additional  compensation  to  Palmer. 

Petitioner  filed  incotne  and  profits-tax  returns  for  each  of  the 
taxable  years  in  question  and  in  the  return  for  each  year  took  deduc¬ 
tion  for  officers’  salaries  in  the  amount  to  $7,800.  Attached  to  each 
return  were  supporting  schedules,  and  among  these  schedules  ap¬ 
peared  the  following  in  the  case  of  each  of  such  returns: 

Schedule  A-13 
Compensation  of  Officers 


W.  H.  Palmer,  Pres.  (1^  stock) _ $3,900.00 

F.  G.  Boggs,  Treas.  ( 2^  stock) _  3,900.00 

Total- _ $7,800.00 


Entire  Time  Given  to  Business. 
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OPINION. 

Korner,  Chairman:  It  appears  that  petitioner  filed  tax  returns 
for  the  years  here  in  question,  reporting  and  taking  deduction  for 
salaries  for  Palmer  and  Boggs  in  the  amount  of  $3,900  each — a 
total  in  each  year  of  $7,800.  The  respondent  allowed  these  deduc¬ 
tions  without  question,  but  made  certain  other  adjustments  resulting 
in  a  deficiency.  Those  adjustments  are  not  complained  of  by  the 
petitioner.  In  its  petition  it  specifically  waives  them.  It  appears, 
however,  that  the  petitioner  sought  to  have  the  respondent  make  a 
further  adjustment  by  allowing  one-half  of  Palmer’s  share  of  the 
divided  net  profit  to  be  deducted  from  income  by  the  petitioner  on 
the  ground  that  such  share  of  the  profits  represented  additional 
salary  to  Palmer.  This  the  respondent  declined  to  do.  The  state¬ 
ment  supporting  the  deficiency  notice  of  August  12,  1925,  is  not  in 
the  record  and  we  are  unable  to  learn  whether  the  entire  deficiency 
here  appealed  from  grew  out  of  the  adjustment  made,  to  which  no 
exception  is  taken,  or  whether  all  or  any  part  of  it  grows  out  of 
the  refusal  of  the  respondent  to  allow  the  petitioner’s  contention 
as  to  Palmer’s  salary.  It  would  seem,  however,  from  an  inspection 
of  the  petition  that  the  former  is  the  true  state  of  facts.  If  such 
be  the  case,  the  deficiency  here  in  question  is  predicated  on  adjust¬ 
ments  about  which  there  is  no  dispute  and  which  are  conceded  to 
be  proper  by  the  petitioner.  However,  there  is  a  deficiency  notice 
the  basis  of  which  is  uncertain,  and  the  parties  have  filed  a  stipu¬ 
lation  of  facts  and  ask  for  a  determination  of  the  issue  thereon. 
To  the  extent  that  the  deficiency  must  stand  or  fall  on  our  deter¬ 
mination  of  the  issue  presented  by  the  stipulation,  we  arrive  at  a 
determination  thereof  as  a  basis  for  such  deficiency.  To  the  extent 
that  the  deficiency  in  question  is  not  predicated  on  the  facts  set 
out  in  the  stipulation,  our  resolution  of  the  issue  therein  presented 
does  not  affect  the  deficiency. 

Boiled  down  to  its  essence,  the  fact  here  is  that  Palmer  owned 
one-third  of  the  stock  of  the  petitioner,  while  Boggs  owned  two- 
thirds.  Palmer  devoted  his  entire  time  to  the  business  while  Boggs 
devoted  a  portion  only  of  his  time.  (This  fact  is  not  borne  out, 
however,  by  the  petitioner’s  notation  in  Schedule  A-13  attached 
to  its  return.)  Palmer  had  an  authorized  salary  of  $3,900  per 
year  and  Boggs  had  a  yearly  salary  in  an  equal  amount.  At  a 
meeting  of  the  stockholders  on  January  18,  1915,  it  was  agreed  that 
the  net  profits  of  the  business  should  be  equally  divided  between 
Palmer  and  Boggs  because  this  method  had  been  employed  by  them 
in  a  partnership  which  was  the  predecessor  to  the  petitioner  cor¬ 
poration. 

The  petitioner  contends  that  it  is  entitled  to  a  deduction  from 
gross  income  of  one-half  of  $6,600  for  the  year  ended  January  31, 
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1919,  and  one-half  of  $11,100  for  the  year  ended  January  31,  1920. 
The  amounts  just  mentioned  represent  Palmer’s  one-half  share  of 
the  net  profits  of  the  petitioner  for  those  years  pursuant  to  a  division 
in  accordance  with  corporate  minutes  of  January  18,  1915.  The 
petitioner  contends  that  the  amounts  it  seeks  to  deduct  represent 
additional  salaries  paid  to  Palmer  in  the  taxable  years  in  question. 
It  bases  this  contention  on  the  fact  that  Palmer  rendered  more  serv¬ 
ice  to  the  petitioner  than  did  Boggs.  It  argues  that  this  equal  dis¬ 
tribution  of  net  profits  could  not  be  a  dividend,  because  dividends 
must  be  distributed  in  ratio  to  stock  holdings,  and  that  on  that  basis 
Boggs’  share  would  be  twice  as  much  as  Palmer’s.  As  a  corollary 
it  is  argued  that,  because  Palmer  did  more  work  than  Boggs,  he 
should  have  proportionately  more  salary.  Neither  of  these  conten¬ 
tions  is  ipso  facto  true.  By  unanimous  agreement  among  the  stock¬ 
holders  of  a  corporation,  the  profits  may  be  divided  and  distributed 
other  than  ratably  according  to  stock  holdings.  6  Fletcher  on  Cor¬ 
porations,  p.  6114,  sec.  3674;  14  C.  J.  815;  Breslin  v.  Fries-Breslin 
Co .,  70  N.  J.  L.  274;  58  Atl.  313,  318.  It  is  also  true  that  by  agree¬ 
ment  or  contract  the  corporation  may  secure  the  services  of  one  man 
at  less  than  they  are  worth,  and  at  the  same  time  pay  a  greater  salary 
to  another  man  who,  in  fact,  does  less  work  for  it.  If  the  salary 
paid  to  the  latter  is  a  reasonable  salary,  it  does  not  follow  that  the 
former  must  necessarily  receive  a  greater  salary. 

It  is  true,  and  we  have  held,  that  salaries  may  be  paid  which 
depend  for  their  amount  on  the  profits  of  the  business.  Coghlin  Elec¬ 
tric  Co .,  3  B.  T.  A.  1071;  Block  &  Kohner  Mercantile  Co .,  4  B.  T.  A. 
673.  In  our  view  of  it,  these  cases  are  not  in  point  here  but  are 
clearly  distinguishable  on  their  facts.  What  is  the  situation  here? 
The  record  does  not  disclose  any  authorization  for  salaries  except 
the  salaries  of  $3,900,  unless  it  be  found  in  the  minutes  of  the  cor¬ 
poration  of  January  18, 1915.  There  is  no  such  specific  authorization 
in  those  minutes,  but  the  petitioner  urges  that  such  authorization  is 
contained  in  the  sentence :  “  It  has  always  been  an  understood  custom 
in  this  business  enterprise  that  the  equal  distribution  of  the  net 
profits  be  made  and  that  it  is  a  part  of  the  remuneration  of  the  man¬ 
agers  of  the  business.”  We  think  that  when  this  sentence  is  read  in 
the  light  of  the  context,  it  is  not  conclusive  of  the  contention  made 
for  it. 

From  the  context  we  conclude  that  the  real  state  of  facts  was 
about  as  follows:  Palmer  and  Boggs  were  partners.  They  divided 
all  profits  equally  between  them.  Boggs  had  other  interests  and 
corporate  existence  was  decided  upon.  Why  the  share  holdings  of 
the  two  were  not  the  same  is  not  disclosed  by  the  record.  It  is  ap¬ 
parent,  however,  from  the  record  that  they  desired  to  continue  the 
equal  distribution  of  the  profits.  In  the  beginning  they  voted  equal 
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salaries  to  Palmer  and  Boggs.  Soon,  thereafter,  a  declaratory 
minute  was  entered  stating,  in  effect,  that  it  had  been  the  policy 
theretofore  to  divide  the  net  profits  equally  between  Palmer  and 
Boggs  and  that  it  was  the  intention  to  continue  this  policy.  In 
making  tax  returns  thereafter  this  policy  appears  to  have  been  borne 
in  mind,  for  we  find  that  the  petitioner  reported  as  annual  salary 
$7,800,  i.  e.,  $3,900  each  to  Palmer  and  Boggs.  This  was  done  in 
both  of  the  taxable  years  in  question  here.  Those  returns  showed  net 
profits  after  all  deductions,  and  that  is  the  net  profit  or  portion  of 
which  the  petitioner  now  seeks  to  have  deemed  as  salary  and 
deducted  from  income. 

We  are  not  convinced  from  this  record  that  there  was  an  authoriza¬ 
tion  of  the  additional  salary  contended  for  here.  In  our  opinion  it  was 
what  the  parties  denominated  it — a  division  of  the  net  profits  after 
deduction  of  salaries  and  other  expenses.  When  Clothing  Co., 
1  B.  T.  A.  973.  The  petitioner  itself  appears  to  have  so  considered 
it,  as  evidenced  by  its  tax  returns. 

Judgment  will  be  entered  for  the  Commissioner. 
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UNITED  STATES  BOARD  OF  TAX  APPEALS. 


Jones  Lumber  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  3275.  Promulgated  January  25,  1927. 

The  debts  herein  were  ascertained  to  be  worthless  and  were 
charged  off  within  the  taxable  year.  Held  properly  deductible 
from  gross  income. 

Paul  Kayser ,  Esq.,  for  the  petitioner. 

Robert  A.  Littleton ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in  in¬ 
come  and  profits  taxes  for  the  year  1921  in  the  amount  of  $2,985.48. 
Only  so  much  of  the  deficiency  is  in  controversy  as  arises  from  the 
disallowance  by  the  respondent  of  deductions  claimed  by  the  pe¬ 
titioner  on  account  of  debts  alleged  to  have  been  ascertained  to  be 
worthless  and  charged  off  in  the  taxable  year. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  corporation  organized  under  the  laws  of  Texas 
with  its  principal  office  at  Houston.  It  is,  and  was  during  the  year 
1921,  engaged  in  the  business  of  selling  lumber. 

In  the  year  1921,  J.  M.  Sullivan  and  J.  C.  Sparks,  two  carpenters, 
took  a  contract  to  build  a  house.  The  petitioner  furnished  them, 
on  credit,  the  lumber  that  was  used  in  constructing  the  house.  The 
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contract  price  was  not  sufficient  to  pay  for  the  material  and  labor 
used  in  the  construction  of  the  house  and  Sullivan  and  Sparks  were 
not  able  to  pay  the  full  amount  due  the  petitioner,  and  at  the  con¬ 
clusion  of  the  transaction  they  owed  the  petitioner  approximately 
$3,000.  The  petitioner  reduced  the  indebtedness  to  judgment,  but 
has  been  able  to  collect  only  about  $280  from  Sullivan  and  Sparks. 
Sullivan  and  Sparks  have,  and  had  at  December  31,  1921,  no  prop¬ 
erty,  and  they  support  themselves  and  their  families  by  day  labor. 
On  December  31,  1921,  the  petitioner  charged  off  the  amount  of  the 
debt  as  it  then  existed — $2,721.55,  as  worthless  and  deducted  that 
amount  in  computing  its  net  income  for  the  year  1921. 

The  petitioner  also  sold  lumber  to  the  amount  of  $195.98  to  an 
individual  who  represented  that  he  was  going  to  establish  a  business 
in  Houston  under  the  name  of  the  Houston-Tampico  Steamship  Co. 
A  short  time  later  the  person  who  purchased  the  lumber  left  Houston 
and  the  petitioner  has  never  been  able  to  locate  him  or  to  collect  any¬ 
thing  on  his  account  for  the  lumber  sold.  The  account  was  charged 
off  as  worthless  on  December  31,  1921,  and  was  deducted  from  the 
petitioner’s  gross  income  for  that  year. 

The  Commissioner,  upon  audit  of  the  petitioner’s  income  and 
profits-tax  return  for  the  year  1921,  disallowed  both  of  the  deduc¬ 
tions  set  forth  herein. 


OPINION. 

Marquette  :  Upon  consideration  of  the  evidence  herein,  we  are  of 
the  opinion  that  the  debts  in  question  were  worthless  on  December 
31,  1921,  and  that  they  were  ascertained  to  be  worthless  and  charged 
off  within  the  year  1921.  The  petitioner  is,  therefore,  entitled  to 
deduct  the  amount  of  the  debts  in  computing  its  net  income  for  the 
year  1921. 

Judgment  will  be  entered  on  15  days’  notice , 
under  Rule  50. 


Capitol  Park  Hotel  Corporation,  Petitioner,  v.  Commissioner 

of  Internal  Revenue,  Respondent. 

Docket  No.  7705.  Promulgated  January  25,  1927. 

Ferdinand  Tannenbaum ,  Esq .,  for  the  petitioner. 

Robert  A.  Littleton ,  Esq.,  for  the  respondent. 

Deficiency  of  $311.66  income  and  profits  tax  for  1920,  the 
respondent  having  allowed  2  per  cent  depreciation  on  a  building 
instead  of  the  3  per  cent  claimed  by  petitioner. 
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TERRACE  DRIVE  CO. 
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FINDINGS  OF  FACT. 

The  petitioner  owns  the  Capitol  Park  Hotel  in  Washington,  D.  C. 
The  building  was  constructed  in  1913,  of  brick,  steel,  and  stone.  It 
has  seven  stories,  150  rooms  and  94  baths.  The  land  upon  w’hich  it 
stands  is  steadily  increasing  in  value.  A  reasonable  allowance  for 
exhaustion,  wear  and  tear,  including  obsolescence,  of  the  building  is 
3  per  cent. 

OPINION. 

Sternhagen  :  The  evidence  consists  of  the  testimony  of  three  wit¬ 
nesses  who  described  the  building  and  the  surrounding  conditions 
affecting  its  probable  life  and  usefulness  and  within  their  qualifica¬ 
tions  expressed  their  opinions  in  respect  thereof.  This  being  a  ques¬ 
tion  of  fact,  it  is  unnecessary  to  set  forth  the  supporting  evidence. 
It  has  been  given  full  consideration  and  justifies  the  conclusion  that 
the  building  may  reasonably  be  expected  to  have  a  useful  life  of 
not  more  than  33%  years,  thus  establishing  the  reasonableness  of  the 
petitioner’s  claim  for  an  allowance  of  3  per  cent  exhaustion,  wear 
and  tear,  and  obsolescence.  We  reverse  the  Commissioner. 

Judgment  will  be  entered  on  15  days'’  notice , 
under  Rule  50. 


Terrace  Drive  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  743S.  Promulgated  January  25,  1927. 

Arthur  B.  Foye ,  C .  P.  A .,  for  the  petitioner. 

John  D.  Foley ,  Esq.,  for  the  respondent. 

Arundell:  The  Commissioner  has  determined  a  deficiency  in 
income  tax  for  the  calendar  year  1921  in  the  amount  of  $1,354.91 
and  overassessments  amounting  to  $13,066.70  for  the  calendar  years 
1919,  1920,  and  1922.  The  appeal  was  taken  for  all  four  years,  but 
on  the  date  the  case  was  heard  the  taxpayer  conceded  that,  under 
authority  of  the  Board’s  decision  in  the  Appeal  of  W.  H.  Morefield , 
4  B.  T.  A.  394,  the  Board  would  not  have  jurisdiction  over  the  years 
in  which  overassessments  were  found,  and  it  made  no  further  con¬ 
tention  with  reference  thereto. 

The  deficiency  is  based  on  the  profits  alleged  to  have  been  made 
by  petitioner  from  the  sale  of  certain  lots  constituting  a  portion  of 
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a  large  tract  of  land  acquired  by  it  at  the  time  of  its  incorporation 
in  1917.  The  Commissioner  determined  the  value  of  the  property 
at  the  date  of  its  acquisition  by  petitioner  at  $190,000  and  used  that 
figure  as  a  basis  for  determining  gain  on  the  sale  of  certain  lots 
in  the  tract,  leaving  in  dispute  only  the  question  of  the  proper  allo¬ 
cation  of  the  cost  of  the  lots  sold.  Thereafter,  the  Commissioner  filed 
an  amended  answer  in  which  he  denied  that  the  value  of  the  prop¬ 
erty  at  the  time  of  its  acquisition  was  $190,000,  but  asserted  that 
the  value  was  $80,000.  He,  however,  failed  to  offer  any  proof  in 
support  thereof  and  later  withdrew  the  affirmative  part  of  his  answer 
alleging  the  valuation  of  $80,000,  thus  leaving  the  valuation  as  origi¬ 
nally  determined  in  the  deficiency  letter,  viz,  $190,000.  At  the 
time  of  the  hearing  the  following  stipulation  was  filed : 

It  is  hereby  stipulated  by  and  between  the  parties  to  this  appeal,  the  Appel¬ 
lant,  Terrace  Drive  Company,  and  Respondent,  Commissioner  of  Internal  Reve¬ 
nue,  that  in  the  hearing  of  this  appeal  and  trial  of  the  issues  therein,  and  for 
all  purposes  in  this  proceed'ng,  the  following  facts  shall  be  deemed  to  be  true, 
and  shall  be  accepted  by  the  Board  as  established,  and  may  be  read  into  the 
record  by  either  party  with  the  same  force  and  effect  as  if  the  same  had  been 
proved  and  established  by  competent  testimony  and  evidence,  namely : 

(1)  The  Terrace  Drive  Company  was  incorporated  under  the  laws  of  the 
State  of  Oklahoma,  as  of  July  16,  1917,  and  immediately  thereafter,  in  con¬ 
sideration  of  its  entire  issue  of  capital  stock  of  $25,000.00  par  value,  acquired 
a  tract  of  land  known  as  the  “  Terrace  Drive  Addition,”  located  in  the  City 
of  Tulsa,  Oklahoma. 

(2)  Said  Terrace  Drive  Addition  was  recorded  on  the  books  of  the  company 
at  the  date  of  its  acquisition  at  a  value  of  $80,000.00. 

(3)  In  determining  the  profit  on  lots  sold  during  the  year  1921,  including 
lots  in  said  Terrace  Drive  Addition  based  on  the  value  of  $80,000.00  as  used  in 
the  tax  return,  the  cost  of  all  lots  sold  was  $14,265.05. 

(4)  The  cost  of  lots  sold  during  the  year  1921,  including  the  lots  in  said 
Terrace  Drive  Addition,  as  used  in  determining  the  taxable  income  set  forth 
in  the  deficiency  letter  was  $15,534.82. 

(5)  The  cost  of  the  lots  sold  during  the  year  1921,  including  the  lots  in  said 
Terrace  Drive  Addition,  based  on  a  value  of  $190,000.00  at  date  of  acquisition, 
would  be  $28,100.68. 

(6)  That  if  the  value  at  acquisition  of  the  Terrace  Drive  Addition  is  de¬ 
termined  by  the  United  States  Board  of  Tax  Appeals  to  be  $190,000.00,  the  net 
taxable  income  shown  in  the  deficiency  letter  for  the  year  1921  shall  be 
decreased  $12,565.86. 

In  view  of  the  foregoing,  it  is  the  conclusion  of  the  Board  that 
the  net  taxable  income  of  petitioner  as  determined  by  the  Commis¬ 
sioner  for  the  year  1921  should  be  decreased  $12,565.86. 

Judgment  will  be  entered  on  16  days ’  notice , 
under  Rule  60. 


RUDOLPH  GRAS. 
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Rudolph  Gras,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  2340.  Promulgated  January  25,  1927. 

Robert  Ash ,  Esq.,  for  the  petitioner. 

W.  Frank  Gibbs ,  Esq.,  for  the  respondent. 

The  Commissioner  has  determined  a  deficiency  in  income  tax  for 
the  calendar  year  1922  in  the  amount  of  $366.67,  which  arises  from 
the  disallowance  of  certain  alleged  traveling  expenses. 

FINDINGS  OF  FACT. 

During  the  taxable  year  petitioner  wTas  a  traveling  salesman  work¬ 
ing  entirely  on  a  commission  basis.  He  was  on  the  road  thirty  weeks 
during  the  year,  making  four  round  trips  from  New  York  to  the 
Pacific  Coast  and  vicinity.  On  two  of  the  trips  he  returned  by  way 
of  Texas  and  other  southern  States,  ending  the  business  of  the  trips 
at  Atlanta,  Ga.,  from  which  point  he  returned  to  New  York  City. 

In  his  income-tax  return  for  the  year  1922  petitioner  claimed  as 
a  deduction  for  traveling  and  entertainment  expenses  $7,600,  and 
also  deducted  office  expenses  at  the  Grand  Hotel  in  New  York  in  the 
amount  of  $250.  The  Commissioner  has  allowed  as  deductions 
$2,345.62,  made  up  of  railroad  fare  in  the  amount  of  $971.48,  Pullman 
fare  amounting  to  $306.04,  and  excess  baggage  charges  in  the  amount 
of  $1,068.10.  The  Commissioner  did  not  allow  railroad  and  Pullman 
fare  on  two  trips  made  by  petitioner  from  New  York  City  to  Atlanta, 
Ga.,  totaling  $64,  and  made  no  allowance  for  expenses  incident  to 
the  renting  of  hotel  and  sample  rooms,  amounts  paid  for  meals  while 
on  the  road,  tips  and  entertainment  expenses,  sample  room  in  New 
York  City,  etc.  The  petitioner  usually  required  two  rooms  in  which 
to  display  his  samples,  unless  he  was  able  to  get  an  exceptionally 
large  room.  It  was  his  practice  to  occupy  one  of  the  rooms  so  rented 
as  a  bed  room.  The  cost  of  the  rooms  occupied  while  on  the  road 
averaged  $8  per  day  and  petitioner’s  meals  averaged  $4  per  day. 

OPINION. 

Arundell:  In  his  petition  the  taxpayer  enumerated  expenses 


claimed  by  him  as  follows : 

Hotels,  sleeping  and  sample  rooms _ $1,  500 

Entertainment  on  road _ r _  1,  500 

Hauling  baggage  from  the  trains _  450 

Meals  and  other  personal  expenses _  1,  250 

New  York  sample  room _  300 

Entertainment  customers,  New  York _  500 

Railroad  fares _  2,  300 
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The  evidence  presented  was  not  as  satisfactory  or  as  definite  as  is 
desirable.  This  was  to  be  expected  as  no  detailed  records  were  kept 
of  the  moneys  expended.  Petitioner  was  on  the  road  thirty  weeks 
during  the  year,  and  we  are  satisfied  from  the  testimony  that  he 
expended  at  least  $2,100  for  hotel  rooms  and  meals.  There  should 
also  be  allowed  as  a  deduction  the  amount  of  $64,  representing  rail¬ 
road  and  Pullman  fare  from  Atlanta  to  New  York.  No  testimony 
was  offered  in  support  of  the  claimed  deductions  for  entertainment 
on  the  road  amounting  to  $1,500  and  entertainment  in  New  York 
City  amounting  to  $500,  nor  was  any  testimony  offered  with  refer¬ 
ence  to  the  renting  of  sample  room  in  New  York  or  the  amounts 
paid  for  hauling  baggage  to  and  from  trains.  On  the  record  we 
reach  the  conclusion  that  the  Commissioner  should  allow  as  deduc¬ 
tions  expenses  in  the  amount  of  $2,164,  in  addition  to  the  amount 
heretofore  allowed  by  him. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 


E.  F.  Cremin,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  No.  9197.  Promulgated  January  25,  1927. 

1.  The  Board  has  no  jurisdiction  of  an  overassessment  not  aris¬ 
ing  from  the  allowance  in  part  of  a  claim  in  abatement. 

2.  A  taxpayer  making  his  return  on  a  cash  basis  may  not  report 
as  income  for  1919  salary  received  in  1920. 

3.  A  stockholder  in  a  corporation  who  receives  his  proportionate 
share  of  the  corporate  assets  through  a  liquidating  dividend  in  1920 
and  returns  the  same  as  income  for  that  year,  and  who  subse¬ 
quently  is  required  to  pay  his  proportionate  share  of  additional 
income  and  profits  taxes  assessed  against  the  corporation,  is 
entitled  to  have  the  amount  so  received  and  returned  by  him  as 
income  for  that  year  reduced  by  the  amount  of  the  additional  tax 
he  was  required  to  pay  on  behalf  of  the  corporation. 

4.  The  reasonable  allowance  for  exhaustion,  wear  and  tear  of 
drilling  equipment  determined. 

R.  L.  Slaughter ,  Esq.,  for  the  petitioner. 

R.  A.  Littleton ,  Esq.,  for  the  respondent. 

This  proceeding  is  for  the  redetermination  of  deficiencies  in  income 
tax  in  the  amount  of  $4,870.09  for  the  year  1920,  and  $1,307.60  for 
the  year  1921,  and  an  overassessment  of  $385.76  for  the  year  1919. 
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FINDINGS  OF  FACT. 

The  petitioner  is  an  individual,  residing  at  Tulsa,  Okla.  He  is,  and 
has  been  for  about  thirty  years,  engaged  in  the  business  of  drilling 
oil  wells. 

During  the  years  1919  and  1920  the  petitioner  was  a  stockholder 
of  the  Eastern  Torpedo  Co.,  a  corporation,  and  was  also  an  officer 
of  the  company  at  a  salary  of  $10,000  per  year.  He  was  not,  how¬ 
ever,  actually  paid  any  salary  for  the  year  1919  until  January  1, 
1920,  at  which  time  he  was  paid  the  entire  amount  of  $10,000.  The 
corporation,  during  the  year  1919,  had  earned  sufficient  money  to 
pay  the  petitioner’s  salary.  The  corporation,  in  its  income  and 
profits-tax  return  for  the  year  1919,  claimed  no  deduction  on  account 
of  salaries  paid  or  accrued  to  its  officers  and  in  fact  did  not  actually 
pay  or  accrue  any  such  salaries  in  that  year.  In  the  year  1919  the 
corporation  paid  the  petitioner  $4,500,  which  was  due  him  as  salary 
for  the  year  1918.  In  adjusting  the  tax  liability  of  the  corporation 
for  the  years  1916  to  1919,  inclusive,  the  Commissioner,  in  the  year 
1925,  permitted  the  corporation  to  rewrite  its  books  upon  what  is 
known  as  the  accrual  basis,  to  file  amended  returns,  and  to  accrue 
upon  its  books  and  deduct  from  gross  income  for  the  year  1919  the 
amount  of  $10,000  paid  to  the  petitioner  on  January  1,  1920,  as  salary 
for  the  year  1919. 

In  the  year  1920  the  Eastern  Torpedo  Co.  was  dissolved  and  its 
assets  were  distributed  to  its  stockholders,  of  which  the  petitioner 
was  one,  as  liquidating  dividends.  The  corporation  did  not  set  up  a 
reserve  to  take  care  of  additional  income  and  profits  taxes  that  were 
subsequently,  in  the  year  1925,  found  to  be  due  for  the  years  1916  to 
1919,  inclusive,  in  the  amount  of  $12,972.86.  On  the  liquidation  of 
the  corporation,  the  petitioner  received  his  pro  rata  share  of  the 
assets,  and  in  the  year  1925  he  paid,  on  behalf  of  the  dissolved  cor¬ 
poration,  his  pro  rata  share,  or  $3,154.05,  of  the  additional  taxes  for 
the  years  1916  to  1919,  inclusive.  The  petitioner,  in  his  income-tax 
return  for  1920,  included  in  his  gross  income  the  entire  amount 
received  by  him  as  a  liquidating  dividend  from  the  corporation. 

During  the  years  1919,  1920,  and  1921,  the  petitioner  was  a  mem¬ 
ber  of  the  partnership  of  Cremin  and  J ameson,  and  during  the  years 
1919  and  1920  he  was  also  a  member  of  the  partnership  of  Cremin 
and  Rockwell.  These  partnerships  were  engaged  in  the  business  of 
drilling  oil  wells  and  they  owned  tools  and  drilling  equipment  for 
that  purpose.  The  partnership  of  Cremin  and  Rockwell  was  dis¬ 
solved  in  the  year  1920,  and  its  drilling  equipment,  which  had  been 
in  use  for  at  least  three  years,  was  abandoned  because  it  was  not  con¬ 
sidered  to  have  any  further  useful  value.  Some  of  the  equipment 
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was  new  when  acquired  by  Cremin  and  Rockwell  and  some  of  it  was 
second-hand.  The  equipment  belonging  to  Cremin  and  Jameson  was 
used  about  five  years  and  was  abandoned  in  the  year  1921  because  it 
was  considered  to  have  no  further  value.  The  average  useful  life 
of  the  equipment  was  about  five  years. 

The  petitioner  kept  his  books  and  filed  his  income-tax  returns  for 
the  years  1919  and  1920  on  the  cash  receipts  and  disbursements 
basis.  Upon  audit  of  the  returns  for  those  years,  the  Commissioner 
included  as  income  for  the  year  1919  the  amount  of  $4,500  paid  to 
the  petitioner  in  that  year  by  the  Eastern  Torpedo  Co.,  as  salary  for 
the  year  1918,  and  included  in  income  for  the  year  1920  the  amount 
of  $10,000  paid  to  the  petitioner  in  that  year  by  the  Eastern  Torpedo 
Co.  as  salary  for  the  year  1919.  The  Commissioner  also  allowed  only 
a  rate  of  10  per  cent  for  depreciation  of  drilling  equipment  belong¬ 
ing  to  the  partnerships  of  Cremin  and  Rockwell  and  Cremin  and 
Jameson,  of  which  the  petitioner  was  a  member. 

OPINION. 

Marquette:  The  petitioner  alleges  that  he  is  entitled  to  relief 
in  the  following  respects:  (1)  That  his  net  income  as  determined 
by  the  Commissioner  for  the  year  1919  should  be  reduced  by  the 
amount  of  $4,500  paid  to  him  in  that  year  by  the  Eastern  Torpedo 
Co.  as  salary  for  the  year  1918.  (2)  That  his  income  for  the  year 

1920  should  be  reduced  by  the  amount  of  $10,000  paid  to  him  in  that 
year  by  the  Eastern  Torpedo  Co.  as  salary  for  the  year  1919,  and 
that  said  amount  of  $10,000  should  be  included  in  his  income  for 

1919.  (3)  That  the  amount  included  in  income  for  the  year  1920, 
as  liquidating  dividends  received  from  the  Eastern  Torpedo  Co., 
should  be  reduced  by  the  amount  of  income  and  profits  taxes  which 
be  subsequently  paid  on  behalf  of  the  company.  (4)  That  the 
partnerships  of  Cremin  and  Rockwell  and  Cremin  and  Jameson, 
of  which  petitioner  was  a  member,  should  be  permitted  to  take  de¬ 
ductions  for  depreciation  of  drilling  equipment  for  the  years  1919, 

1920,  and  1921,  computed  at  the  rate  of  25  per  cent,  and  the  peti¬ 
tioner’s  distributive  share  of  the  income  of  the  partnerships  for  those 
years  adjusted  accordingly. 

The  record  herein  discloses  that  the  Commissioner  has  not  deter¬ 
mined  a  deficiency  in  tax  against  the  petitioner  for  the  year  1919, 
but  that,  on  the  contrary,  he  has  determined  that  there  is  an  over¬ 
assessment  for  that  year.  There  is  nothing  in  the  record  to  indi¬ 
cate  that  the  overassessment  arises  from  the  allowance  in  part  of 
any  claim  for  abatement  of  any  additional  assessment.  Therefore, 
under  the  Revenue  Act  of  1926,  we  have  no  jurisdiction  of  this  pro- 


(1164)  E.  F.  CREMIN.  1167 

ceeding  in  so  far  as  it  relates  to  the  petitioner’s  tax  liability  for  the 
year  1919.  Appeal  of  Cornelius  Cotton  Mills ,  4  B.  T.  A.  255. 

The  first  question  presented,  as  to  the  deficiency  for  the  year  1920, 
is  whether  or  not  the  amount  of  $10,000  paid  to  the  petitioner  by  the 
Eastern  Torpedo  Co.  on  January  1,  1920,  under  the  circumstances 
set  forth  in  the  findings  of  fact,  should  be  included  in  his  income 
for  that  year.  The  record  discloses  that  in  the  year  1919  the  cor¬ 
poration  apparently  attempted  to  keep  its  books  on  the  cash  re¬ 
ceipts  and  disbursements  basis,  and  that  the  petitioner’s  salary  for 
the  year  1919  was  neither  accrued  on  the  corporation’s  books  nor 
paid  to  him  in  that  year,  although  the  corporation  had  ample  funds 
available  for  that  purpose.  The  corporation  was  subsequently  per¬ 
mitted  by  the  Commissioner  to  rewrite  its  books  for  the  year  1919 
on  the  accrual  basis  and  to  file  an  amended  return.  On  the  books 
as  rewritten,  the  petitioner’s  salary  for  the  year  1919  was  accrued 
as  of  that  year  and  was  deducted  from  gross  income  in  the  amended 
return. 

Notwithstanding  the  fact  that  the  corporation  was  permitted  to 
rewrite  its  books  on  the  accrual  basis  and  to  accrue  and  deduct  from 
gross  income  for  the  year  1919  the  salary  in  question,  we  are  of  the 
opinion  that  amounts  so  accrued  and  deducted  constituted  income 
to  the  petitioner  for  the  year  1920.  We  would  be  impelled  to  the 
same  conclusion  even  if  the  corporation’s  books  had  been  originally 
kept  on  the  accrual  basis  and  the  petitioner’s  salary  for  the  year 
1919  accrued  on  the  books  in  that  year.  The  petitioner  was  on  the 
cash  receipts  and  disbursements  basis  and  there  is  nothing  in  the 
record  to  show  that  the  salary  paid  to  him  in  1920  was  available 
to  or  could  have  been  drawn  by  him  in  1919,  although  the  corpora¬ 
tion  had  ample  funds  from  which  payment  could  have  been  made. 
The  situation  here  presented  is  very  similar  to  that  in  the  Appeal 
of  J.  M.  Edmunds ,  1  B.  T.  A.  998.  The  facts  in  that  appeal  were 
that  the  taxpayer  was,  during  the  year  1918,  a  stockholder  and  em¬ 
ployee  in  the  International  Planter’s  Corporation.  Sometime  in 
December,  1918,  the  directors  of  the  corporation  adopted  a  resolution 
authorizing  the  payment  of  $20,000  to  the  taxpayer,  as  additional 
compensation  for  services  rendered  during  the  years  1917  and  1918. 
On  December  31,  1918,  at  its  offices  in  New  York,  the  corporation 
issued  its  check  in  the  amount  of  $20,000  to  the  taxpayer  and  charged 
the  same  to  him  on  its  books  of  account  as  of  that  date.  At  that 
time  the  corporation  was  solvent  and  had  ample  funds  in  the  bank 
for  the  payment  of  checks  so  issued  and  charged.  The  taxpayer 
kept  his  books  on  the  cash  receipts  and  disbursements  basis.  He 
received  the  check  in  January,  1919,  and  in  making  his  income-tax 
return  for  1919  he  included  the  amount  of  the  check  in  his  gross 
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income  for  that  year.  Upon  audit  of  the  taxpayer’s  income-tax 
returns  for  1918  and  1919,  the  Commissioner  held  that  the  check 
for  $20,000  issued  to  the  taxpayer  on  December  31,  1918,  was  con¬ 
structively  received  by  him  on  that  date.  Accordingly,  the  Com¬ 
missioner  deducted  the  amount  of  $20,000  from  the  taxpayer’s  gross 
income  for  1919  and  increased  his  gross  income  for  1918  in  the  same 
amount.  The  taxpayer  appealed  to  this  Board  and  contended  that 
the  amount  of  $20,000  in  question  was  income  to  him  for  the  year 
1919.  His  contention  was  sustained.  Upon  the  authority  of  our 
decision  in  that  appeal,  we  hold  that  the  amount  of  $10,000  paid  to 
the  petitioner  herein  by  the  Eastern  Torpedo  Co.  on  January  1,  1920, 
as  salary  for  the  year  1919,  was  income  for  the  year  1920. 

The  second  question  presented  is  whether  or  not  the  petitioner  is 
entitled  to  reduce  the  amount  included  in  his  income  for  the  year 
1920  as  liquidating  dividends  received  by  him  in  that  year  from  the 
Eastern  Torpedo  Co.  by  the  amount  of  additional  taxes  he  subse¬ 
quently  paid  for  that  company.  The  identical  question  here  pre¬ 
sented  was  before  the  Board  in  the  Appeal  of  O.  B.  Barker ,  3  B.  T. 
A.  1180.  The  facts  in  that  appeal  were  that  the  taxpayers  were 
stockholders  in  the  Barker- Jennings  Hardware  Co.  The  corporation 
was  dissolved  in  the  year  1917  and  its  assets  distributed  to  the 
stockholders.  Subsequently,  in  the  year  1923,  the  stockholders  paid 
additional  income  and  profits  taxes,  which  were  assessed  against  the 
corporation  by  the  Commissioner.  The  Board,  in  holding  that  each 
stockholder  was  entitled  to  set  off  agains^  the  amount  received  by 
him  in  liquidation  of  the  corporation  the  portion  thereof  which  he 
was  subsequently  required  to  refund  by  way  of  payment  of  taxes 
of  the  corporation,  said  (p.  1186)  : 

The  payment  made  by  Barker  in  1923  on  account  of  the  corporate  taxes  was 
not  an  obligation  incurred  or  a  loss  sustained  by  him  in  1923,  but  was  a  repay¬ 
ment  by  him  of  corporate  assets  paid  to  him  to  which  he  had  no  equitable 
title.  It  was  in  the  nature  of  a  repayment  of  money  received  under  a  mistake 
of  fact  upon  which  a  trust  had  been  impressed  and,  to  the  extent  to  which  the 
amount  received  was  subject  to  the  trust,  was  not  income.  Appeal  of  Carey 
Van  Fleet,  2  B.  T.  A.  825.  The  amounts  received  by  him  in  liquidation  of  the 
corporation  should  be  reduced  by  the  amount  returned  in  payment  of  taxes  of 
the  corporation,  the  amount  so  returned  being  set  off  against  the  latest  distribu¬ 
tions  received  by  the  taxpayer. 

It  follows,  from  what  we  have  said,  that  the  amount  heretofore  in¬ 
cluded  in  the  petitioner’s  income  for  the  year  1920,  as  liquidating 
dividends  received  from  the  Eastern  Torpedo  Co.,  should  be  reduced 
by  the  amount  of  income  and  profits  taxes  which  he  was  subsequently 
required  to  pay  on  behalf  of  the  company. 

With  reference  to  the  amount  of  the  allowances  for  depreciation 
of  oil-well  drilling  equipment  to  which  the  partnerships  of  Cremin 
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and  Rockwell  and  Cremin  and  Jameson  are  entitled  for  the  years 
1920  and  1921,  we  are  satisfied  from  the  evidence  that  the  equip¬ 
ment  in  question  had  a  useful  life  of  not  to  exceed  5  years  and  that 
the  allowances  for  depreciation  thereof  should  be  computed  at  the 
rate  of  20  per  cent.  At  the  hearing  it  was  agreed  by  the  parties 
to  this  proceeding  that  the  bases  upon  which  the  depreciation  should 
be  computed  are  the  costs  shown  by  reports  made  by  revenue  agents, 
which  reports  were  introduced  in  evidence  at  the  hearing  as  Com¬ 
missioner’s  Exhibits  A  and  B. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 


T.  0.  Cremin,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  No.  9198.  Promulgated  January  25,  1927. 

R.  L.  Slaughter ,  Esq..,  for  the  petitioner. 

R.  A.  Littleton ,  Esq.,  for  the  respondent. 

This  proceeding  is  for  the  redetermination  of  a  deficiency  in  in¬ 
come  tax  for  the  year  1920  in  the  amount  of  $1,447.06,  and  an  over¬ 
assessment  of  $1,570.89  for  the  year  1919. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  individual,  residing  at  Tulsa,  Okla. 

During  the  years  1919  and  1920  the  petitioner  was  a  stockholder 
of  the  Eastern  Torpedo  Co.,  a  corporation,  and  was  also  an  officer 
of  the  company,  at  a  salary  of  $10,000  per  year.  He  was  not,  how¬ 
ever,  actually  paid  any  salary  for  the  year  1919  until  January  1, 
1920,  at  which  time  he  was  paid  the  entire  amount  of  $10,000.  The 
corporation,  during  the  year  1919,  had  earned  sufficient  money  to 
pay  the  petitioner’s  salary  and  the  full  amount  thereof  was  available 
for  that  purpose  in  that  year.  The  corporation,  in  its  income  and 
profits-tax  return  for  the  year  1919,  claimed  no  deduction  on  account 
of  salaries  paid  or  accrued  to  its  officers,  and  in  fact  did  not  actually 
pay  or  accrue  any  such  salaries  in  that  year.  In  the  year  1919  the 
corporation  paid  the  petitioner  $4,500,  which  was  due  him  as  salary 
for  the  year  1918.  In  adjusting  the  tax  liability  of  the  corporation 
for  the  years  1916  to  1919,  inclusive,  the  Commissioner,  in  the  year 
1925,  permitted  the  corporation  to  rewrite  its  books  upon  what  is 
known  as  the  accrual  basis,  to  file  amended  returns,  and  to  accrue 
upon  its  books  and  to  deduct  from  gross  income  for  the  year  1919 
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the  amount  of  $10,000  paid  to  the  petitioner  on  January  1,  1920,  as 
salary  for  the  year  1919. 

In  the  year  1920  the  Eastern  Torpedo  Co.  was  dissolved  and  its 
assets  were  distributed  to  its  stockholders,  of  which  the  petitioner 
was  one,  as  liquidating  dividends.  The  corporation  did  not  set  up 
a  reserve  to  take  care  of  additional  income  and  profits  taxes  that 
were  subsequently,  in  the  year  1925,  found  to  be  due  for  the  years 
1916  to  1919,  inclusive,  in  the  amount  of  $12,972.86.  On  the  liquida¬ 
tion  of  the  corporation,  the  petitioner  received  his  pro  rata  share  of 
the  assets,  and  in  the  year  1925  he  paid,  on  behalf  of  the  dissolved 
corporation,  his  pro  rata  share,  or  $3,154.05,  of  the  additional  taxes 
for  the  years  1916  to  1919,  inclusive.  In  his  income-tax  return  for 
1920  he  included  in  his  gross  income  the  entire  amount  received  by 
him  as  a  liquidating  dividend  from  the  corporation. 

The  petitioner  kept  his  books  and  filed  his  income-tax  returns  for 
the  years  1919  and  1920  on  the  cash  receipts  and  disbursements  basis. 
Upon  audit  of  the  returns  for  these  years,  the  Commissioner  included 
as  income  for  the  year  1919  the  amount  of  $4,500  paid  to  the  peti¬ 
tioner  in  that  year  by  the  Eastern  Torpedo  Co.,  as  salary  for  the 
year  1918,  and  included  in  income  for  the  year  1920  the  amount  of 
$10,000  paid  to  the  petitioner  in  that  year  by  the  Eastern  Torpedo 
Co.  as  salary  for  the  year  1919. 

OPINION. 

Marquette:  The  facts  in  this  proceeding  are  identical  with  those 
in  E.  F.  Cremin  v.  C ommissioner,  5  B.  ,T.  A.  1164,  decided  this  day, 
except  in  that  proceeding  there  was  also  involved  the  question  of  the 
amounts  of  deductions  for  depreciation  of  oil-well  drilling  equip¬ 
ment  that  should  be  allowed  to  certain  partnerships  of  which  E.  F. 
Cremin  was  a  member.  Upon  the  authority  of  our  decision  in  E .  F . 
Cremin  v.  Commissioner ,  we  hold  (1)  that  we  have  no  juris¬ 
diction  of  this  proceeding  in  so  far  as  it  relates  to  the  petitioner’s 
tax  liability  for  the  year  1919;  (2)  that  the  amount  of  $10,000  paid 
to  the  petitioner  on  January  1,  1920,  by  the  Eastern  Torpedo  Co.,  as 
salary  for  the  year  1919,  was  income  to  him  for  the  year  1920;  and 
(3)  that  the  amount  included  in  the  petitioner’s  income  for  the  year 
1920,  as  liquidating  dividends  received  from  the  Eastern  Torpedo 
Co.,  should  be  reduced  by  the  amount  of  income  and  profits  taxes 
that  were  subsequently  paid  by  him  for  the  company. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 
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Hart-Wood  Lumber  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  2984.  Promulgated  January  25,  1927. 

1.  Certain  losses  sustained  in  business  operations  allocated  to  the 
years  1919  and  1920  and  allowed  as  deductions  from  petitioner's 
gross  income  for  such  years. 

2.  Loss  claimed  on  account  of  construction  of  a  building  on 
land  held  on  an  oral  month-to-month  lease  not  allowed  in  the 
absence  of  evidence  establishing  petitioner’s  rights  under  such  oral 
lease  or  agreement. 

3.  Where  a  debtor  without  resources  notifies  his  creditor  of  his 
intention  to  commit  suicide  and  thereafter  disappears,  the  debt  be¬ 
comes  worthless  and  may  not  be  reduced  to  the  extent  of  the  face 
value  of  a  policy  of  insurance  on  the  life  of  the  debtor  in  which 
the  creditor  is  named  as  beneficiary,  since  ultimate  collection  by 
the  creditor  of  the  proceeds  of  the  policy  is  too  uncertain  to  warrant 
consideration  of  the  policy  as  a  security  of  value. 

C.  V.  Rowe ,  C.  P.  A.,  and  Oscar  T.  Barber ,  Esq.,  for  the  petitioner. 

A.  Colder  Mackay,  Esq.,  for  the  respondent. 

The  Commissioner  has  determined  deficiencies  in  income  and 
profits  taxes  for  the  year  1919  and  1920,  in  the  respective  amounts 
of  $10,615.04  and  $2,224.51,  or  a  total  of  $12,839.55,  of  which  ap¬ 
proximately  $7,800.15  is  in  controversy.  The  petitioner  alleges  that 
the  Commissioner  erred  in  disallowing  certain  deductions  from  its 
gross  income  for  the  taxable  years  which,  it  avers,  were  business 
losses  and  bad  debts.  It  admitted  at  the  hearing  that  the  amount 
of  $7,300  was  properly  disallowed  and  added  to  its  gross  income  for 
the  year  1919. 

FINDINGS  OF  FACT. 

At  the  time  involved  in  this  proceeding,  the  petitioner  was  a 
Washington  corporation,  with  its  principal  office  at  San  Francisco, 
Calif.,  where  it  was  engaged  in  the  wholesale  and  retail  lumber 
trade;  Bergren  and  Sons  was  a  partnership,  engaged  in  building 
operations  in  California,  with  headquarters  at  San  Francisco;  and 
the  Fidelity  &  Deposit  Co.  was  a  bonding  corporation,  with  its 
principal  office  at  Baltimore. 

Bergren  and  Sons  had  contracts  with  the  United  States  for  the 
construction  of  buildings  at  Mare  Island  and  with  the  State  of 
California  for  the  construction  of  buildings  at  Napa  and  Healds- 
burg.  The  Fidelh^  &  Deposit  Co.  was  surety  on  the  bonds  given 
by  Bergren  and  Sons  to  assure  the  discharge  of  their  obligations 
under  such  contracts.  The  petitioner,  which  had  agreed  to  sell 
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lumber  to  Bergren  and  Sons  for  use  in  its  building  operations,  had 
made  a  bond  to  indemnify  the  Fidelity  &  Deposit  Co.  for  any  losses 
the  latter  might  sustain  on  account  of  its  surety  contracts  for  Bergren 
and  Sons. 

Sometime  in  1919,  finding  that  Bergren  and  Sons  were  hopelessly 
involved  and  actually  insolvent,  and  that  it  must  suffer  heavily  on 
account  of  their  inability  to  meet  their  contractual  obligations,  the 
petitioner  took  over  the  Napa  State  Hospital  construction  and  com¬ 
pleted  the  work.  In  November,  1918,  the  petitioner  arranged  with 
L.  G.  Bergren  to  execute  a  deed  in  its  favor  for  certain  real  estate 
in  San  Francisco,  in  partial  recoupment  for  the  losses  it  might  sus¬ 
tain  on  account  of  the  failure  of  the  partnership  to  meet  its  obliga¬ 
tions.  The  deed  was  in  fee  and  was  executed  November  26,  1918. 
The  property  was  mortgaged  for  about  $6,000  and  the  grantee  as¬ 
sumed  the  mortgage.  It  was  known  to  both  the  parties  in  interest 
that  the  losses  would  exceed  the  value  of  the  property  conveyed  and 
no  arrangement  was  made  looking  to  the  return  of  any  part  of 
the  value  of  the  property  deeded.  The  market  value  of  the  peti¬ 
tioner’s  equity  in  the  property  at  the  date  of  acquisition  was  $7,300, 
and  that  amount  was  realized  from  it  by  sale  in  1921. 

During  the  year  1919  two  of  the  Bergren  contracts  were  closed 
out  at  a  loss,  which  was  paid  in  full  by  the  Fidelity  &  Deposit  Co., 
and  the  petitioner  made  a  compromise  settlement  of  its  obligations 
as  indemnitor  and  paid  that  company  75  per  cent  of  the  loss  sus¬ 
tained  in  the  amount  of  $12,535.96,  and,  in  its  income-tax  return  for 
that  year,  deducted  the  amount  so  paid  as  a  loss  sustained  during 
the  taxable  year.  The  Commissioner  disallowed  the  deduction  and 
added  the  amount  thereof  to  the  petitioner's  gross  income  for  such 
vear.  In  1920  a  third  Bergren  contract  was  closed  out  and  the  loss 
sustained  thereon  was  paid  in  full  by  the  Fidelity  &  Deposit  Co. 
In  a  compromise  settlement  of  its  obligations  under  the  indemnity 
bond,  the  petitioner  paid  75  per  cent  of  this  loss  in  the  amount  of 
$9,859.39  to  said  Fidelity  &  Deposit  Co.  in  1920,  and  deducted  the 
same  from  its  gross  income  in  its  income  and  profits-tax  return  for 
1920  as  a  loss  sustained  during  the  taxable  year.  The  Commissioner 
disallowed  this  deduction  and  added  the  amount  thereof  to  the  peti¬ 
tioner’s  gross  income  for  such  year. 

In  1919  the  petitioner  erected  a  planing  mill,  at  a  cost  of 
$2,322.80,  on  land  which  it  occupied  and  used  by  virtue  of  an  oral 
lease  from  month  to  month  from  the  Southern  Pacific  Railroad  Co., 
the  owner. 

At  the  beginning  of  the  year  1920,  J.  S.  Rae  owed  the  petitioner 
$9,999.  The  only  security  for  this  indebtedness  was  an  insurance 
policy  for  $5,000  on  the  life  of  Rae,  in  which  the  petitioner  was 
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named  as  beneficiary.  During  the  year  1920,  the  petitioner  received 
a  message  from  Rae,  intimating  that  he  intended  to  commit  suicide, 
and  since  then  petitioner  has  not  heard  from  him.  The  insurance 
policy  was  issued  less  than  one  year  before  Rae’s  disappearance. 
The  petitioner  realized  nothing  from  this  policy  during  the  taxable 
year,  charged  off  the  total  amount  of  the  Rae  account  as  a  bad  debt 
in  1920,  and  deducted  it  from  its  gross  income  in  its  income  and 
profits-tax  return  for  that  year.  The  Commissioner  disallowed  $5,000 
of  this  deduction. 

OPINION. 

Lansdon:  The  facts  as  to  the  first  point  in  this  proceeding  are 
not  in  dispute.  The  petitioner  paid  the  amounts  of  $12,535.96  and 
$9,859.39,  respectively,  in  the  years  1919  and  1920,  to  the  Fidelity 
&  Deposit  Co.  in  discharge  of  its  indemnifying  bond  to  that  concern 
on  account  of  the  Bergren  and  Sons  contracts.  In  1918,  Bergren 
and  Sons  deeded  to  it  property  which  had  a  fair  market  value  of 
$7,300,  which  was  to  be  applied  on  their  obligation  to  the  petitioner. 
The  only  issue  here  is  whether  such  property  was  received,  as  sug¬ 
gested  by  the  Commissioner,  as  security  for  the  entire  obligation  of 
Bergren  and  Sons  to  the  petitioner,  or  as  a  part  payment  of  obliga¬ 
tions  known  to  be  accrued  at  the  time  of  transfer.  The  evidence 
convinces  us  that  this  payment  was  unconditional  and  that  title 
passed  as  the  result  thereof.  The  petitioner  concedes  that  its  de¬ 
duction  from  gross  income  for  1919  should  be  reduced  by  the  amount 
of  $7,300.  On  this  point  we  are  of  the  opinion  that  the  petitioner 
is  correct.  It  is  entitled  to  deduct  from  its  gross  income  in  its  in¬ 
come  and  profits-tax  returns  $12,535.96,  less  $7,300  for  1919,  and 
$9,859.39  for  1920,  as  losses  sustained  during  such  years. 

The  evidence  is  conclusive  that  the  petitioner  expended  the  amount 
of  $2,322.80  in  1919  in  the  construction  of  a  building  on  land  -which 
it  did  not  own,  but  which  it  occupied  and  used  under  an  oral  lease 
from  month  to  month.  This  item  was  not  included  in  any  form  in 
the  petitioner’s  income  and  profits-tax  return  for  1920,  and  so  has 
not  been  allowed  or  disallowed  by  the  Commissioner,  either  as  an 
operating  loss  or  as  an  ordinary  business  expense.  The  petitioner 
now  pleads  that,  as  it  had  no  lease  on  the  land  authorizing  the  use 
or  occupancy  thereof,  the  building,  under  the  laws  of  California, 
became  the  property  of  the  owner  of  the  land,  and  its  cost  became 
a  total  loss  to  the  petitioner  at  date  of  completion.  It  admits  that 
it  had  some  sort  of  oral  lease  or  agreement  with  the  owner  of  the 
land.  In  the  absence  of  evidence,  we  are  unable  to  determine  the 
nature  or  terms  of  such  agreement,  or  the  rights  of  the  petitioner 
thereunder,  and  we  can  not  sustain  its  contention  on  this  point. 
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In  the  year  1920,  Rae  owed  the  petitioner  $9,999,  and  had  no 
resources.  He  disappeared  in  May  and  sent  the  petitioner  a  message 
that  he  proposed  to  commit  suicide.  The  petitioner  held  an  insur¬ 
ance  policy  on  the  life  of  Rae  taken  out  in  March  of  1920,  in  which 
it  was  designated  as  the  beneficiary.  The  Commissioner  does  not 
dispute  that  Rae  was  unable  to  pay  or  that,  as  to  him,  the  debt  was 
worthless,  but  contends  that  the  life  insurance  policy  was  security 
for  such  debt  in  the  amount  of  $5,000,  and  that,  to  that  extent,  the 
debt  was  not  worthless  in  the  taxable  year.  The  ultimate  recovery 
of  any  part  of  the  debt  by  the  collection  of  the  insurance  policy 
depends  on  so  many  contingencies  that  it  is  hardly  possible  to  regard 
such  policy  as  security  of  any  value.  There  may  be  a  clause  in 
the  policy  providing  for  cancellation  in  the  event  of  suicide  within 
twelve  months  of  its  issue.  If  death  is  not  proved,  seven  years  must 
elapse  before  it  can  be  conclusively  presumed.  Calif.  Code  of  Civil 
Procedure,  1923,  sec.  1963,  subdiv.  26.  During  such  seven  years 
the  petitioner  must  keep  the  policy  alive  by  the  payment  of  annual 
premiums.  Rae  may  not  be  dead  or  may  reappear  before  the  end 
of  the  seven-year  period.  We  are  of  the  opinion  that  the  petitioner 
is  entitled  to  deduct  the  entire  amount  of  $9,999  from  its  gross  income 
in  its  income  and  profits-tax  returns  for  1920. 

Judgment  will  be  entered  on  20  days ’  notice , 
under  Rule  50. 

Murdock  concurs  in  the  result  only. 


Appeal  of  First  National  Bank  of  Goodland,  Kansas. 

Docket  No.  1280.  Promulgated  January  25,  1927. 

1.  Loss  on  account  of  unextinguished  cost  of  discarded  parts  of 
a  reconstructed  building  determined  and  allowed. 

2.  Loss  on  account  of  unextinguished  cost  of  discarded  furniture 
disallowed. 

H.  L.  W  as  king  ton,  Esq.,  for  the  petitioner. 

Robert  A.  Littleton,  Esq.,  for  the  Commissioner. 

The  Commissioner  has  determined  a  deficiency  in  income  and 
profits  taxes  for  the  year  1921  in  the  amount  of  $325.42.  The  defi¬ 
ciency  arises  from  the  disallowance  of  a  deduction  of  $5,021.35 
claimed  on  account  of  a  loss  sustained  by  the  petitioner  in  rebuild¬ 
ing  and  refurnishing  its  place  of  business,  $2,000  for  rebuilding,  and 
$3,021.35  for  refurnishing. 
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FINDINGS  OF  FACT. 

The  petitioner  is  a  national  banking  corporation  with  its  princi¬ 
pal  office  at  Goodland,  Kans.  In  1901  it  purchased  a  brick  building 
which  it  used  as  its  place  of  business  continuously  until  some  time 
in  1921.  The  parties  agree  that  the  cost  and  capital  addition  to  the 
building  amounted  to  $6,833.14;  that  it  had  a  remaining  useful  life 
of  50  years;  and  that  its  unextinguished  cost  at  December  31,  1920, 
was  $4,382.40. 

The  petitioner  remodeled  and  reconstructed  its  building  in  1921, 
taking  off  the  roof  and  tearing  down  and  removing  practically  all  of 
three  of  t*he  walls.  Only  an  inside  or  party  wall  was  left  standing. 
The  building  was  changed  from  a  two-story  to  a  one-story  structure. 
The  reconstruction  was  for  the  purpose  of  securing  better  office 
room  in  which  to  conduct  the  banking  business  of  the  petitioner. 

In  its  income  and  profits-tax  return  for  1921,  the  petitioner  de¬ 
ducted  the  amount  of  $2,000  from  its  gross  income  on  account  of 
unextinguished  cost  of  the  building  at  the  date  of  reconstruction, 
and  the  amount  of  $3,021.35  on  account  of  the  unextinguished  cost 
of  furniture  discarded  in  that  year.  These  deductions  were  disal¬ 
lowed  by  the  Commissioner. 

OPINION. 

Lansdon  :  The  proof  of  the  cost  of  the  building,  the  nature  of  its 
construction,  and  the  date  of  acquisition  is  conclusive.  The  Commis¬ 
sioner  has  allowed  exhaustion,  wear  and  tear  at  the  rate  of  2  per  cent 
on  the  cost  in  1901,  and  the  petitioner  agrees  that  such  rate  is  reason¬ 
able.  We  are  convinced  that  the  unextinguished  cost  of  the  building 
at  December  31,  1920,  was  not  less  than  $4,382.40,  and  that  the  salvage 
value  of  that  part  of  such  building  utilized  in  the  new  structure  was 
not  more  than  $1,000.  We  are  of  the  opinion,  therefore,  that  the 
petitioner  is  entitled  to  deduct  the  amount  of  $3,842.40  from  its  gross 
income  for  the  taxable  year  on  account  of  loss  sustained  in  the  par¬ 
tial  demolition  and  reconstruction  of  its  building.  Appeal  of  First 
National  Bank  of  Evanston ,  1  B.  T.  A.  9;  Appeal  of  Eteimbach  Co ., 
3  B.  T.  A.  348. 

The  petitioner  failed  to  prove  the  cost,  the  value  at  March  1,  1913, 
or  the  salvage  value  of  the  furniture  and  fixtures  discarded  in  1921. 
On  this  point  the  determination  of  the  Commissioner  is  approved. 

Judgment  will  be  entered  on  10  days ’  notice , 
under  Rule  50. 
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First  State  Bank,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  2581.  Promulgated  January  25,  1927. 

R.  C.  Wiley  for  the  petitioner. 

Bruce  A.  Low ,  -Esq.,  for  the  respondent. 

This  proceeding  is  for  the  redetermination  of  a  deficiency  in  in¬ 
come  tax  for  the  year  1921  in  the  amount  of  $55.30. 

FINDINGS  OF  FACT. 

• 

The  petitioner  is  a  corporation  organized  under  the  laws  of  Texas 
in  the  year  1917  and  engaged  in  the  banking  business  at  Tell.  Dur¬ 
ing  the  years  1917  to  1921,  inclusive,  the  petitioner  purchased  cer¬ 


tain  furniture  and  equipment  as  follows : 

% 

Safe _ $125.00 

Furniture  and  fixtures - 1 _ 521.  00 

Adding  machine _  290.  00 

Typewriter _ ) _  50. 10 

Desk -  15.  00 

Lighting  plant _  360.  00 

Posting  machine _  700.  00 

Desk _ j _  97. 10 

Check  tray _  10.  58 


The  adding  machine  and  the  posting  machine  each  had  a  useful 
life  of  6  years ;  the  useful  life  of  the  typewriter  was  5  years,  and  the 
useful  life  of  the  furniture  and  fixtures  and.  desks  was  10  years. 
The  useful  life  of  the  safe  and  lighting  plant  is  not  shown  by  the 
record.  The  respondent  has  refused  to  allow  the  petitioner  any  de¬ 
duction  from  gross  income  for  the  year  1921  for  the  exhaustion,  wear 
and  tear  of  the  furniture  and  equipment  herein  listed. 

OPINION. 

Marquette:  We  are  satisfied  from  the  evidence  that  the  peti¬ 
tioner’s  furniture  and  equipment  was  acquired  by  it  subsequent  to 
March  1,  1913,  and  that  its  cost  and  useful  life  were  as  set  forth 
in  the  findings  of  fact.  Petitioner  is  therefore  entitled  to  a  deduc¬ 
tion  for  the  exhaustion,  wear  and  tear  of  its  furniture  and  equip¬ 
ment  computed  on  the  basis  of  such  cost  and  useful  life.  In  all 
other  respects  the  Commissioner’s  determination  is  approved. 

The  petitioner  also  alleges  that  it  is  entitled  to  deductions  on 
account  of  certain  worthless  debts,  but  there  is  nothing  in  the  record 
from  which  we  can  ascertain  the  facts  relative  to  these  alleged 
worthless  debts. 

Judgment  will  be  entered  on  15  days’  notice , 
under  Rule  50. 
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Hiram  T.  Hunter,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  8228.  Promulgated  January  25,  1927. 

Hiram  T.  Hunter  pro  se. 

Bruce  A.  Low ,  Esq.,  for  the  respondent. 

Marquette:  This  is  a  proceeding  for  the  redetermination  of  a 
deficiency  in  income  tax  for  the  years  1920  and  1921  in  the  amount 
of  $166.23.  The  question  involved  is  the  amount  of  gain  realized 
by  the  petitioner  on  the  sale  of  certain  real  estate  in  the  year  1921. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  individual  residing  in  Enid,  Okla.  In  the 
year  1921  he  sold  for  $15,000  a  certain  tract  of  land,  consisting  of 
160  acres,  which  he  had  acquired  prior  to  March  1,  1913.  The 
respondent  determined  that  the  value  of  the  land  on  March  1,  1913, 
was  $9,790  and  that  the  petitioner  realized  a  profit  of  $5,210  from 
the  sale  thereof;  and  he  accordingly  included  that  amount  in  the 
petitioner’s  income  for  the  year  1921.  There  is  nothing  in  the 
record  that  would  justify  a  finding  that  the  value  of  the  land  on 
March  1,  1913,  was  other  than  as  determined  by  the  respondent. 

Judgment  will  be  entered  for  the  respondent. 


Pearsall  &  Company,  Inc.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  12722.  Promulgated  January  26,  1927. 

The  amount  of  debts  ascertained  to  be  worthless  and  charged 
off  in  1920  determined. 

Edward  O.  Craft ,  C.  P.  A .,  for  the  petitioner. 

F.  O.  Graves ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  tax  for  the  year  1920  in  the  amount  of  $6,469.69.  The  ques¬ 
tion  in  issue  is  the  right  of  the  petitioner  to  deduct  from  gross  in¬ 
come  $35,577.24  for  bad  debts  charged  off  within  the  year,  in  addi¬ 
tion  to  the  amount  of  $5,288.46  allowed  by  the  Commissioner. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  North  Carolina  corporation  engaged  in  the  sale 
of  fertilizers  and  fertilizer  materials.  It  had  been  in  business  for 
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some  ten  or  fifteen  years  prior  to  1920.  Its  sales  of  fertilizers  were 
to  farmers,  principally  for  the  growing  of  cotton  and  tobacco.  Lib¬ 
eral  credit  was  extended  to  purchasers.  In  some  cases  the  credit 
was  extended  upon  the  reputation  and  past  experience  of  the  peti¬ 
tioner  with  the  purchaser,  in  others  upon  their  financial  standing, 
and  in  others  upon  crop  liens  and  secured  notes.  The  cotton  and 
tobacco  crops  for  1920  turned  out  very  poorly  and  sold  at  very  low 
prices,  with  the  result  that  farmers  were  generally  unable  to  pay 
their  debts  from  crop  returns.  At  the  end  of  the  year  1920  peti¬ 
tioner’s  notes  receivable  amounted  to  $111,579.33,  and  its  accounts 
receivable  at  December  31,  1920,  prior  to  charging  off  any  worthless 
debts,  amounted  to  $39,222.71.  All  of  the  notes  receivable  had  been 
given  in  1920  and  matured  prior  to  December  31,  1920.  The  pe¬ 
titioner  made  every  reasonable  effort  to  collect  its  notes  receivable 
and  accounts  receivable  during  the  year  1920.  It  made  investiga¬ 
tions  of  the  records  at  the  county  seats  in  which  its  debtors  lived, 
got  information  by  personal  visits  as  to  the  ability  of  its  debtors  to 
pay,  checked  up  the  crops  where  it  had  crop  liens,  and  obtained  the 
advice  of  the  best  attorneys  not  only  in  its  home  town,  but  in  ad¬ 
joining  towns  where  the  attorneys  knew  the  conditions  and  the 
ability  of  the  parties  to  pay.  As  a  result  of  its  investigations  the 
petitioner  reached  the  conclusion  prior  to  December  1,  1920,  that 
$29,691.48  of  its  notes  receivable  and  $11,174.22  of  its  accounts 
receivable  were  bad  and  uncollectible,  and  it  charged  such  bad  and 
uncollectible  notes  and  accounts,  in  the  total  amount  of  $40,865.70, 
to  profit  and  loss  in  1920  and  claimed  that  amount  as  a  deduction 
from  gross  income  in  its  income-tax  return  for  that  year. 

In  the  audit  of  petitioner’s  tax  return  for  1920,  the  Commissioner 
addressed  a  letter  of  inquiry  to  the  petitioner  asking  for  informa¬ 
tion  as  to  how  the  worthlessness  of  the  notes  receivable  and  accounts 
receivable  was  determined,  and  the  answer  received  showed  an  item¬ 
ized  statement  of  the  notes  and  accounts  and  the  year  in  which  many 
of  them  were  paid  and  collected.  The  Commissioner  noted  that  a 
great  majority  of  the  accounts  included  in  the  list  were  collected  in 
1921  to  1925,  inclusive.  The  Commissioner  went  over  the  list  and  out 
of  the  total  selected  the  accounts  upon  which  no  collection  had  been 
made,  and  allowed  such  total,  in  the  amount  of  $5,288.46,  as  a  de¬ 
duction  from  gross  income  and  disallowed  the  deduction  of  $35,577.24. 

In  1921  and  subsequent  years  the  petitioner  did  not  cease  its  ef¬ 
forts  to  collect  all  outstanding  accounts.  In  some  cases  it  made 
additional  sales  and  extended  further  credit  to  its  debtors  and  took 
back  a  crop  lien  note  for  the  sale  of  fertilizer  plus  the  amount  of 
the  indebtedness  of  the  purchaser  as  of  December  31,  1920.  Wherever 
the  petitioner  received  cash  or  a  renewal  note  in  payment  of  a  note 
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or  account  that  had  been  charged  off  in  1920,  such  amount  was  re¬ 
stored  to  the  books  of  account  and  was  taken  up  in  income  in  the  year 
for  which  the  cash  or  note  was  received.  The  records  of  Pearsall  & 
Co.  disclose  that  notes  and  accounts  charged  off  in  1920  were  put  back 
through  the  books  in  cash  and  renewals  as  folloAvs: 


1921  _ _ $18,942.94 

1922  _  4,  986.  49 

1923  _  4, 155.  50 

1924  _  3,  507. 15 

1925  _  409.  67 


OPINION. 


32,  001.  75 


Smith  :  At  the  hearing  of  this  appeal  the  Commissioner  admitted 
the  right  of  the  petitioner  to  deduct  from  gross  income  for  the  year 
1920,  in  addition  to  the  amounts  allowed  by  the  Commissioner,  the 


following : 

Auditing  services  contracted  and  paid  for  in  1920 _ $550.  00 

Depreciation  disallowed _  33.  99 

Additional  depreciation _  15.  55 


The  only  question  submitted  to  the  Board  for  its  consideration  is 
the  right  of  the  petitioner  to  deduct  from  gross  income  of  1920 
$35,577.24  for  bad  debts  disallowed  as  a  deduction  by  the  Commis¬ 
sioner,  upon  the  ground  that  they  were  not  ascertained  to  be  worth¬ 
less  in  1920.  The  evidence  satisfies  us  that  the  accounts  charged  off 
as  worthless  at  December  31,  1920,  were  ascertained  to  be  worthless 
in  1920  within  the  purview  of  section  234(a)  (5)  of  the  Revenue  Act 
of  1918. 

Judgment  will  be  entered,  on  15  dogs'  notice , 
under  Rule  50. 

Trammell  dissents. 


Providence  Coal  Mining  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  7199.  Promulgated  January  26,  1927. 

The  amount  paid  in  1923  in  settlement  of  a  damage  suit,  insti¬ 
tuted  in  December,  1921,  growing  out  of  the  wrongful  mining  of 
another’s  coal,  was  not  deductible  from  1920  income. 

Lee  I.  Park ,  Esq.,  for  the  petitioner. 

M.  E.  McDowell ,  Esq.,  for  the  respondent. 
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The  taxes  in  controversy  are  income  and  profits  taxes  in  the 
amount  of  $74.46  for  the  calendar  year  1919,  and  $298.27  for  the 
calendar  year  1920. 

The  respondent  in  his  answer  admitted  that  the  depletion  allowed 
in  determining  the  deficiencies  was  in  error  and  that  the  depletion 
rate  should  be  2.54  cents  per  ton,  instead  of  the  rate  used  in  determin¬ 
ing  the  deficiency.  There  remains  for  our  consideration  the  alleged 
error  of  the  Commissioner  in  refusing  to  allow  a  deduction  of  $4,500, 
which  the  petitioner  claimed  in  1923  on  an  amended  return  for  the 
year  1920,  as  additional  cost  of  coal  removed  in  that  year,  under  sec¬ 
tion  234(a)  (1)  of  the  Revenue  Act  of  1918. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Kentucky  corporation  with  its  principal  office 
in  the  City  of  Providence.  During  the  year  1919  it  removed  from 
its  leasehold  153,249.50  tons  of  coal,  and  during  the  year  1920  it 
removed  therefrom  173,907.55  tons  of  coal.  The  Commissioner  ap¬ 
plied  a  depletion  rate  of  2.4  cents  per  ton  for  1919  and  2.06  cents 
for  1920.  The  correct  depletion  rate  for  each  of  the  years  1919  and 
1920  was  2.54  cents  per  ton. 

On  January  1,  1919,  the  petitioner  owned  a  leasehold  of  coal 
property  in  Webster  County,  Kentucky,  with  the  exclusive  right  to 
mine  the  coal.  Some  time  later,  while  it  still  owned  the  lease¬ 
hold,  the  petitioner,  by  mistake,  mined  and  sold  some  coal  under¬ 
lying  a  cemetery,  and  reported  as  income  for  that  year  the  money 
received  from  the  sale.  The  cemetery  contained  one  acre  of  ground 
and  the  owner,  D.  H.  Cullen,  had  reserved  and  owned  the  coal  there¬ 
under. 

Some  time  in  1921,  the  petitioner  first  knew  it  had  mined  another’s 
coal.  On  December  22,  1921,  the  owner  of  the  cemetery  brought 
suit  in  the  Circuit  Court  of  Webster  County,  Kentucky,  for  dam¬ 
ages  for  removal  of  the  coal.  The  case  was  tried  in  April,  1922, 
at  which  time  the  jury  returned  a  verdict  for  the  plaintiff  in  the 
sum  of  $9,000  and  judgment  was  entered  on  the  verdict.  On  March 
16,  1923,  while  an  appeal  was  pending,  the  petitioner  settled  the 
suit  and  satisfied  the  judgment  in  full  by  paying  $4,500  to  the 
plaintiff. 

The  petitioner  thereupon  filed  an  amended  income-tax  return  for 
the  year  1920,  claiming  the  $4,500  paid  in  settlement  of  the  suit  as 
additional  cost  of  coal  removed  and  sold  in  1920.  The  respondent 
refused  to  ahow  any  part  of  the  $4,500  as  a  deduction. 

OPINION. 

Murdock  :  The  answer  admits  that  an  incorrect  depletion  rate  was 
used  in  calculating  the  deficiencies  for  the  years  in  question  and 
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that  the  correct  rate  is  2.54  cents  per  ton.  We  have  found  the  ton¬ 
nage  mined  and  it  only  requires  a  mathematical  calculation  to  ar¬ 
rive  at  the  proper  depletion  deduction  for  each  of  the  two  years. 

The  respondent  denied  that  the  coal  underlying  the  cemetery  was 
mined  in  1920.  It  was  then  incumbent  upon  the  petitioner  to  prove 
this  point  as  .the  first  step  to  entitle  it  to  the  deduction  of  $4,500. 
Only  one  witness  was  called — the  president  of  the  petitioner.  On 
direct  examination  he  said  that  the  coal  was  mined  in  1920,  but  on 
cross  examination,  as  to  the  year,  he  used  such  phrases  as  “  I  am  not 
positive  about  it”;  “ We  are  not  absolutely  positive  about  that”; 
and,  finally,  “  I  am  pretty  sure  that  it  was.”  Such  doubtful  state¬ 
ments  do  not  convince  us  that  the  coal  was  mined  in  1920. 

We,  therefore,  must  approve  the  determination  of  the  Commis¬ 
sioner  on  this  point  over  any  contention  which  the  petitioner  might 
advance.  If  we  were  satisfied,  and  we  are  not,  that  the  entire  amount, 
or  a  definite  part  of  it,  represented  cost  of  goods  sold,  it  wTould  not 
be  a  question  of  deduction,  but  rather  a  question  of  reducing  the 
income  reported  for  the  year  in  which  the  coal  was  mined  by  an 
amount  which  never  should  have  been  included  in  that  income.  But 
we  can  not  do  this  in  the  present  case,  if  for  no  other  reason  than 
that  we  do  not  know  the  year  in  which  the  coal  was  mined. 

The  amount  is  not  deductible  under  section  234(a)(1),  since  we 
know  that  for  income-tax  purposes  the  petitioner  neither  paid  nor 
incurred  the  amount  in  the  year  1920,  for  in  that  year  it  did  not 
know  it  had  mined  another’s  coal.  Neither  is  it  deductible  as  a  loss 
in  1920,  under  section  234(a).  Appeal  of  New-  Process  Cork  Co ., 
3  B.  T.  A.  1339;  Appeal  of  Bump  C onfectionery  Co .,  4  B.  T.  A.  50; 
Appeal  of  Hamler  Coal  Co .,  4  B.  T.  A.  947.  See  also  Malleable  Iron 

Range  Co.  v.  United  States , - Ct.  Cls., -  (decided  June  14, 

1926). 

Judgment  will  be  entered  in  accordance  with 
the  foregoing  opinion  on  notice  of  15  days , 
under  Rule  50. 

Phillips  concurs  in  the  result  only. 


Mort  L.  Bixler,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  936.  Promulgated  January  26,  1927. 

The  facts  in  this  proceeding  fail  to  establish  that  amounts 
expended  for  railroad  fare,  meals,  lodging,  and  laundry  are  ordi¬ 
nary  and  necessary  expenses  paid  or  incurred  in  carrying  on  a 
trade  or  business,  within  the  purview  of  section  214  (a)  (1)  of  the 
Revenue  Act  of  1921. 

Mort  L.  Bixler  pro  se. 

Henry  Ravenel ,  Esq .,  for  the  respondent. 
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The  Commissioner  determined  a  deficiency  of  $40.31  for  the 
calendar  year  1922,  which  the  petitioner  claims  was  erroneous  for 
the  reason  that  he  was  not  allowed  a  deduction  of  $1,068  expended 
for  railroad  fare,  lodging,  meals  and  laundry. 

FINDINGS  OF  FACT. 

During  the  year  1922  petitioner  maintained  a  residence  at  Mobile, 
Ala.,  at  which  place  his  family  remained  throughout  the  year.  It 
was  and  had  been  his  practice  to  obtain  contracts  for  the  organiza¬ 
tion  and  management  of  state  and  municipal  fairs  and  expositions, 
that  is  to  say,  he  sought  employment  by  the  officers  or  committee 
in  charge  of  a  particular  state  or  municipal  fair  or  exposition,  as 
manager,  at  the  best  salary  he  could  obtain.  The  terms  and  condi¬ 
tions  of  petitioner’s  employment  were  embodied  in  a  contract  be¬ 
tween  such  officers  or  committee  and  himself,  and  covered  the  period 
during  which  the  fair  or  exposition  was  to  be  held.  Prior  to  1922 
the  contracts  of  employment  usually  covered  a  period  of  one  year. 
During  the  year  1922  he  was  paid  a  fixed  salary,  and  upon  entering 
upon  the  discharge  of  the  duties  of  his  employment  he  remained  at 
his  post  of  duty  at  the  place  where  the  fair  or  exposition  was  being 
held.  He  paid  his  railroad  fare  in  traveling  from  Mobile,  where 
his  family  resided,  to  the  point  of  his  employment,  as  well  as  his 
personal  living  expenses  while  there.  When  his  contract  of  em¬ 
ployment  to  manage  a  fair  ended,  or  in  the  event  of  his  resignation, 
petitioner  sought  employment  as  manager  of  a  fair  or  exposition  in 
some  other  State  or  municipality. 

Throughout  the  year  1921,  and  on  April  15,  1922,  petitioner  was  in 
the  employ  of  the  Florida  Parishes  Fair,  at  Hammond,  La.,  at  a 
fixed  salary  of  $3,000  per  annum.  While  he  was  so  employed  he 
made  two  or  three  trips  to  visit  his  family  in  Mobile.  Shortly  prior 
to  April  15,  1922,  he  learned  that  the  Houston  Fair  and  Exposition 
at  Houston,  Tex.,  was  desirous  of  obtaining  the  services  of  someone, 
whereupon  he  went  from  Hammond  to  Houston  to  investigate  the 
matter  and  to  confer  with  those  in  charge  of  the  fair  with  the  view 
of  being  employed  by  them.  As  a  result  of  the  conference,  a  con¬ 
tract  was  entered  into  between  the  parties  under  the  terms  of  which 
petitioner  was  employed  at  a  fixed  salary  of  $5,000  per  annum. 
Petitioner  immediately  returned  to  Hammond,  resigned  his  position 
as  manager  of  the  fair  at  that  point  on  April  15,  1922,  and  forthwith 
proceeded  to  Houston  and  entered  upon  the  discharge  of  his  duties 
at  that  place.  While  at  Houston  petitioner  paid  his  own  living 
expenses.  On  one  occasion  he  went  to  Mobile  to  visit  his  family. 
His  contract  of  employment  with  the  Houston  Fair  ended  December 
15,  1922,  at  which  time  petitioner  returned  to  his  home  in  Mobile. 
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During  the  year  1922  petitioner  was  conducting  no  business  at 
Mobile,  Ala.  During  the  entire  year  1923  he  was  in  the  employ  of 
the  Gulf  States  Fair  at  Mobile,  Ala. 

During  the  year  1922  petitioner  expended  $1,068  for  railroad  fare, 
lodging,  meals,  and  laundry.  Of  this  amount  $191  was  for  railroad 
fare  in  going  from  Hammond  to  Houston  and  return  in  connection 
with  obtaining  employment;  Hammond  to  Houston  to  enter  upon 
his  new  employment ;  Houston  to  Mobile  to  visit  his  family  and  re¬ 
turn,  and  from  Houston  to  Mobile  upon  the  completion  of  his  work 
for  the  Houston  Fair.  The  remainder  of  the  $1,068,  or  $877,  repre¬ 
sented  the  amount  expended  for  meals  and  laundry  while  employed 
at  Hammond,  and  lodging,  meals,  and  laundry  at  Houston.  Peti¬ 
tioner  was  not  reimbursed  by  his  employers  for  these  expenses. 

OPINION. 

Littleton  :  Petitioner  claims  that  the  amount  of  $1,068  was  ex¬ 
pended  in  the  pursuit  of  a  trade  or  business  and  was  a  proper  deduc¬ 
tion  from  his  gross  income  for  the  year  1922.  He  did  not  carry  on 
or  conduct  any  trade  or  business  during  the  year  1922  at  Mobile, 
Ala.,  his  permanent  place  of  abode.  He  claims,  therefore,  that 
amounts  expended  for  railroad  fare,  meals,  lodging,  and  laundry 
were  deductible  as  expenditures  “  while  away  from  home  in  the 
pursuit  of  a  trade  or  business.”  Section  214  (a)  (1)  of  the  Revenue 
Act  of  1921  provides : 

(a)  That  in  computing  net  income  there  shall  he  allowed  as  deductions: 

(1)  All  the  ordinary  and  necessary  expenses  paid  or  incurred  during  the 
taxable  year  in  carrying  on  any  trade  or  business,  including  a  reasonable 
allowance  for  salaries  or  other  compensation  for  personal  services  actually 
rendered;  traveling  expenses  (including  the  entire  amount  expended  for  meals 
and  lodging)  while  away  from  home  in  the  pursuit  of  a  trade  or  business ;  and 
rentals  or  other  payments  required  to  be  made  as  a  condition  to  the  continued 
use  or  possession,  for  purposes  of  the  trade  or  business,  of  property  to  which 
the  taxpayer  has  not  taken  or  is  not  taking  title  or  in  which  he  has  no  equity. 

Section  215  (a)  (1)  of  this  Act  provides: 

(a)  That  in  computing  net  income  no  deduction  shall  in  any  case  be  allowed 
in  respect  of — 

(1)  Personal,  living,  or  family  expenses. 

We  think  the  Commissioner  in  this  case  correctly  held  that  railroad 
fare  and  living  expenses  paid  out  by  this  petitioner  during  the  year 
1922  were  not  deductible  from  gross  income  under  the  provisions  of 
the  above-quoted  sections.  Section  214  (a)  (1)  authorizes  a  deduc¬ 
tion  only  of  ordinary  and  necessary  expenses  in  carrying  on  any 
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trade  or  business,  and  in  this  classification  are  included  salaries  paid 
or  incurred  and  traveling  expenses,  including  meals  and  lodging 
while  away  from  home  in  the  pursuit,  or  carrying  on,  of  such  trade 
or  business.  In  the  opinion  of  the  Board,  traveling  and  living  ex¬ 
penses  are  deductible  under  the  provisions  of  this  section  only  while 
the  taxpayer  is  away  from  his  place  of  business,  employment,  or 
the  post  or  station  at  which  he  is  employed,  in  the  prosecution, 
conduct,  and  carrying  on  of  a  trade  or  business.  A  taxpayer  may 
not  keep  his  place  of  residence  at  a  point  where  he  is  not  engaged  in 
carrying  on  a  trade  or  business,  as  this  petitioner  testified  was  true 
in  this  instance,  and  take  a  deduction  from  gross  income  for  his 
living  expenses  while  away  from  home.  We  think  section  214  (a) 
(1)  intended  to  allow  a  taxpayer  a  deduction  of  traveling  expenses 
while  away  from  his  post  of  duty  or  place  of  employment  on  duties 
connected  with  his  employment.  During  the  taxable  year  this  peti¬ 
tioner  was  not  engaged  in  the  carrying  on  or  pursuit  of  any  trade 
or  business  at  Mobile.  A  considerable  portion  of  the  expenses 
claimed  were  incurred  by  the  petitioner  in  securing  employment  and 
in  going  from  his  home  to  such  place  of  employment  and  return, 
and  we  think  amounts  expended  in  seeking  employment  or  returning 
to  his  domicile  after  the  termination  of  such  employment  are  not 
deductible  under  the  statute,  nor  are  the  amounts  expended  in  going 
from  his  place  of  employment  to  visit  his  family  a  proper  deduction 
from  gross  income.  For  practically  one  and  one-half  years  peti¬ 
tioner  was  employed  at  Hammond,  La.  He  was  not  required  to 
travel  in  connection  with  his  position  as  manager,  but  his  work 
required  him  to  remain  at  Hammond  until  the  period  for  which 
he  was  employed  had  ended.  The  same  was  true  in  respect  to  his 
employment  at  Houston  for  nine  months.  When  he  was  not  so 
employed  he  was  carrying  on  no  trade  or  business,  according  to  his 
own  testimony.  The  deduction  of  amounts  expended  for  railroad 
fare,  meals,  and  lodging,  as  ordinary  and  necessary  expenses,  depends 
in  each  case  upon  the  relation  of  such  expenditures  to  the  trade  or 
business  in  connection  with  which  they  are  paid  or  incurred,  and  no 
hard  and  fast  rule  can  be  laid  down  to  cover  all  cases.  It  is  the 
opinion  of  the  Board,  from  the  evidence  in  this  proceeding,  that  the 
amounts  expended  by  the  petitioner  fall  within  the  purview  of  sec¬ 
tion  215  (a)  (1)  of  the  Revenue  Act  of  1921  and  not  within  the 
purview  of  section  214  (a)  (1)  of  that  Act,  and,  therefore,  are  not 
deductible  from  gross  income. 

Judgment  will  be  entered  for  the  Commis¬ 
sioner. 


M.  F.  WESTERGREN.  1185 

M.  F.  Westergren,  Inc.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  2723.  Promulgated  January  20,  1927. 

Amortization  allowed  under  section  234(a)  (8)  of  the  Revenue 
Act  of  1918. 

Wm.  L.  Wemyle ,  Esq .,  for  petitioner. 

Thomas  P.  Dudley ,  Jr .,  Esq.,  for  the  respondent. 

Phillips:  Petitioner  appeals  from  the  determination  by  the 
respondent  of  a  deficiency  of  $2,307.15  in  income  and  profits  tax  for 
1918  of  which  $1,661.52  is  in  controversy,  alleging  as  error  the  refusal 
of  the  respondent  to  allow  a  deduction  of  $2,016.31  for  amortization 
of  buildings  erected  for  use  in  the  production  of  articles  contributing 
to  the  prosecution  of  the  war.  A  large  portion  of  the  findings  of 
fact  are  based  upon  the  allegations  of  the  petition  admitted  in  the 
answer. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  New  York  corporation  with  its  principal  office 
in  New  York  City. 

It  has  been  engaged  from  the  date  of  its  organization  in  1902  to 
the  present  time  in  the  manufacture  of  fireproof  metal  doors  and 
windows  and  general  sheet  metal  work.  During  the  year  1918  the 
petitioner  occupied  leased  premises  known  as  213-221  East  144th 
Street,  Rronx  Borough,  New  York  City.  Under  said  lease  petitioner 
was  entitled  to  use  not  only  the  building  on  the  premises  but  also 
the  yard  in  the  rear  of  the  premises  extending  through  to  146th 
Street  and  the  driveway  in  said  yard.  As  of  January  1,  1918,  and 
at  all  times  during  that  year,  the  petitioner  had  a  lease  on  the  said 
rear  yard,  which  lease  extended  to  March  1,  1922.  Under  this  lease 
it  had  no  right  to  remove  assets  affixed  to  the  realty. 

The  petitioner  received  orders  from  the  United  States  Government 
between  May  and  December,  1918,  for  125,000  fabricated  food  con¬ 
tainers,  which  were  articles  contributing  to  the  prosecution  of  the 
war  referred  to  in  section  234(a)  (8)  of  the  Revenue  Act  of  1918. 
It  did  not  have  sufficient  floor  space  in  the  leased  premises  aforesaid 
on  which  to  manufacture  these  containers  and  deliver  them  as  rapidly 
as  the  exigencies  of  war  required,  and  it  constructed  two  temporary 
one-story  sheds  in  the  rear  yard  aforesaid  for  use  in  carrying  out 
the  contract.  These  sheds  were  approximately  20  by  75  feet  and 
25  by  15  feet,  respectively,  and  were  built  of  cast  off  materials  and 
concrete.  The  cost  of  constructing  said  sheds  was  $2,326.63.  These 
sheds  were  built  in  1918,  subsequent  to  May  1. 
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The  main  building  used  by  the  petitioner  was  of  brick  and  was 
several  stories  in  height.  Both  before  and  after  1918  the  yard  in 
the  rear  of  this  building,  including  the  ground  space  covered  by  the 
sheds,  was  used  by  petitioner  for  the  storage  of  materials  used  in 
the  manufacture  of  its  products.  No  sheds  were  necessary  for  that 
purpose.  After  1918  the  manufacturing  activities  were  carried  on 
wholly  within  the  main  building. 

The  contracts  for  food  containers  were  fully  performed  between 
May  1,  1918,  and  December  31,  1918.  The  said  sheds  were  built 
solely  as  facilities  to  be  used  in  connection  with  production  of  said 
food  containers. 

The  petitioner  returned  in  its  income  for  the  year  1918  the  full 
amount  of  profit  from  the  manufacture  of  said  125,000  food  con¬ 
tainers.  In  its  return  for  1918  it  deducted  the  full  amount  of  the 
cost  of  these  sheds,  or  the  sum  of  $2,326.63,  and  has  made  no  fur¬ 
ther  deduction  or  any  deduction  of  any  amount  on  account  of  said 
sheds  in  any  other  return,  or  received  or  accepted  any  adjustment 
of  taxes  for  subsequent  years  on  account  of  any  deduction  in  net 
taxable  income  on  account  of  depreciation  or  other  deductions  on 
account  of  said  sheds,  nor  has  the  taxpayer  included  the  cost  of 
said  sheds  in  invested  capital  for  any  year  subsequent  to  the  year 
1918.  The  Commissioner  has  allowed  a  deduction  on  account  of 
said  sheds  of  $310.32,  on  the  basis  of  exhaustion  of  the  cost  over 
the  life  of  the  lease  of  the  premises. 

During  the  life  of  the  lease  on  the  said  rear  yard  the  said  sheds 
were  available  for  use  of  the  taxpayer,  but  at  the  termination  of 
the  said  lease  said  right  to  use  terminated  and  the  taxpayer  received 
no  compensation  of  any  kind  whatsoever  for  said  sheds. 

The  sheds  were  of  no  value  to  the  petitioner'  in  the  conduct  of  its 
business  after  December  31,  1918. 

The  deficiency  is  redetermined  to  be  $6Jfi).63. 

Decision  will  be  entered  accordingly . 


Appeal  of  Providence  &  Worcester  Railroad  Co. 

Docket  Nos.  6297,  7775.  Promulgated  January  26,  1927. 

Petitioner  in  1892  leased  its  premises  and  property  for  a  term 
of  years,  the  lessee  agreeing  to  pay  all  taxes  imposed  upon  the 
lessor  with  reference  to  the  rental.  The  lessee  paid  the  income 
and  profits  taxes  upon  the  net  income  returned  by  the  petitioner 
for  the  taxable  years.  Held,  the  amount  of  the  tax  so  paid  con¬ 
stitutes  additional  income  to  the  petitioner  for  the  year  in  which 
such  tax  became  due  and  was  paid. 

J.  S.  Y.  Ivins ,  Esq.,  and  0.  R.  F olsom-J ones,  Esq.,  for  the  peti¬ 
tioner. 

John  W.  Fisher,  Esq.,  for  the  Commissioner. 
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The  petitioner  filed  two  appeals  which  have  been  consolidated — 
one  from  the  determination  of  a  deficiency  of  $8,177.95  in  income 
and  profits  taxes  for  1921,  the  other  from  the  determination  of  defi¬ 
ciencies  of  $5,464.67  and  $5,461.71  in  income  taxes  for  1922  and  1923, 
respectively. 

FINDINGS  OF  FACT. 

The  Providence  &  Worcester  Railroad  Co.,  the  petitioner  herein, 
was,  during  the  years  1921,  1922,  and  1923,  a  corporation  existing 
under  and  by  virtue  of  the  laws  of  the  States  of  Massachusetts  and 
Rhode  Island. 

The  New  York,  New  Haven,  &  Hartford  Railroad  Co.  was,  during 
the  years  1921,  1922,  and  1923,  a  corporation  existing  under  and  by 
virtue  of  the  laws  of  the  States  of  Massachusetts,  Rhode  Island,  and 
Connecticut. 

Under  date  of  December  17,  1892,  the  petitioner  leased  its  premises 
and  property  to  the  New  York,  New  Haven  &  Hartford  Railroad 
Co.  for  a  term  of  99  years  from  July  1,  1892,  the  lease  containing, 
among  other  provisions,  the  following  clause : 

The  lessee  further  covenants  to  pay,  during  each  year  of  said  term,  all 
taxes,  rates,  charges,  and  assessments,  ordinary  and  extraordinary,  which  may 
be  lawfully  imposed  or  assessed  in  any  way  upon  the  lessor  or  lessee  with 
reference  to  the  premises  and  property  hereby  demised,  the  capital  stock  of 
the  lessor,  its  indebtedness,  franchises  and  revenues  or  said  rental ;  said 
payments  to  be  made  to  the  authority  or  treasurer  entitled  by  law  to  receive 
the  same,  whether  Federal,  State  or  municipal,  so  that  said  lessor  shall  be 
saved  harmless,  during  the  continuance  of  this  lease  from  any  tax,  assessment 
or  charge  under  laws  or  proceedings  made  or  authorized  by  the  United  States 
or  any  State  or  municipality. 

Ity  virtue  of  the  provisions  of  such  lease  the  New  York,  New 
Haven  &  Hartford  Railroad  Co.  paid,  in  1922,  1923,  and  1924,  the 
Federal  income  and  profits  taxes  for  the  years  1921,  1922,  and  1923, 
respectively,  upon  the  net  income  returned  by  or  for  the  petitioner 
for  those  years.  The  Federal  income  and  profits  taxes  so  paid  were 
at  least  $40,355.77  paid  in  1922  on  income  of  $349,716.86  returned 
for  1921,  $43,717.36  paid  in  1923  on  income  of  $349,738.84  returned 
for  1922,  and  $43,693.72  paid  in  1924  on  income  of  $349,549.74  re¬ 
turned  for  1923.  The  taxes  so  paid  on  the  income  for  the  respective 
years  1921, 1922,  and  1923,  were  not  due  and  payable  until  on  or  after 
March  15,  1922,  1923,  and  1924,  respectively. 

The  deficiencies  determined  by  the  Commissioner  are  predicated 
upon  treating  as  additional  income  to  the  taxpayer  for  the  year 
1921  an  amount  equal  to  the  Federal  income  and  profits  taxes  com¬ 
puted  on  income  of  $349,716.86  originally  returned  for  the  year  1921, 
and  upon  treating  as  additional  income  to  the  taxpayer  for  the  year 
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1922  an  amount  equal  to  the  Federal  income  tax  paid  on  income  of 
$349,738.84  originally  returned  for  the  year  1922,  and  upon  treating 
as  additional  income  to  the  taxpayer  for  the  year  1923  an  amount 
equal  to  the  Federal  income  tax  paid  on  income  of  $349,549.74 
originally  returned  for  the  year  1923. 

The  petitioner  kept  its  books  upon  the  accrual  basis. 

OPINION. 

Phillips:  The  sole  question  presented  is  whether  the  amount  of 
the  payment  by  the  lessee  railroad,  pursuant  to  its  contract,  of  in¬ 
come  and  profits  taxes  assessed  against  the  lessor  constitutes  taxable 
income  to  the  lessor.  While  conceding  that  such  payment  consti¬ 
tutes  a  benefit  to  the  lessor,  counsel  for  the  petitioner  contend  that 
nothing  was  actually  or  constructively  received  by  it  which  was  sub¬ 
ject  to  tax  as  income. 

From  the  admitted  facts  set  out  above  we  can  not  determine  defi¬ 
nitely  whether  the  income  and  profits  taxes  of  the  petitioner  were 
paid  to  it  by  the  lessee,  and  by  it  to  the  Government,  or  paid  by  the 
lessee  directly  to  the  Government  on  behalf  of  the  lessor.  If  the 
first  alternative  were  the  situation,  petitioner  could  scarcely  contend 
that  nothing  was  actually  received  by  it  which  was  subject  to  tax  as 
income.  Does  it  make  any  difference  if,  as  seems  to  be  the  more 
literal  interpretation  of  the  admitted  allegations  of  the  petition,  the 
payment  of  the  tax  of  the  petitioner  was  made  directly  to  the  col¬ 
lector  by  the  lessee  ? 

In  Merchants ’  Loan  <&  Trust  Co.  v.  Smietanha ,  255  U.  S.  509;  3 
Am.  Fed.  Tax  Rep.  3102,  which  arose  under  the  Revenue  Act  of 
1916,  the  Supreme  Court,  citing  several  decisions  rendered  by  it 
under  the  Corporation  Excise  Tax  Act  of  1909,  said : 

It  is  obvious  that  these  decisions  in  principle  rule  the  case  at  bar  if  the 
word  “  income  ”  has  the  same  meaning  in  the  Income  Tax  Act  of  1913  that  it 
had  in  the  Corporation  Excise  Tax  Act  of  1909,  and  that  it  has  the  same  scope 
of  meaning  was  in  effect  decided  in  Southern  Pacific  Go.  v.  Lowe,  247  U.  S. 
330,  335,  where  it  was  assumed  for  the  purposes  of  decision  that  there  was  no 
difference  in  its  meaning  as  used  in  the  Act  of  1909  and  in  the  Income  Tax 
Act  of  1913.  There  can  be  no  doubt  that  the  word  must  be  given  the  same 
meaning  and  content  in  the  Income  Tax  Acts  of  1916  and  1917  that  it  had  in 
the  Act  of  1913.  When  to  this  we  add  that  in  Eisner  v.  Macomher,  supra,  a 
case  arising  under  the  same  Income  Tax  Act  of  1916  which  is  here  involved, 
the  definition  of  “  income  ”  which  was  applied  was  adopted  from  Stratton's 
Independence  v.  Howhert,  supra,  arising  under  the  Corporation  Excise  Tax 
Act  of  1909,  with  the  addition  that  it  should  include  “  profit  gained  through 
sale  or  conversion  of  capital  assets,”  there  would  seem  to  be  no  room  to  doubt 
that  the  word  must  be  given  the  same  meaning  in  all  of  the  Income  Tax  Acts 
of  Congress  that  was  given  to  it  in  the  Corporation  Excise  Tax  Act,  and  that 
what  that  meaning  is  has  now  become  definitely  settled  by  decisions  of  this 
court. 
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To  the  same  effect,  see  Edwards  v.  Cuba  R.  R.  Co .,  268  U.  S.  628 ; 
5  Am.  Fed.  Tax  Rep.  5398. 

There  is  no  substantial  difference  between  gross  income  as  defined 
in  the  Revenue  Acts  of  1916  and  of  1921,  and  we  conclude  that  we 
may  look  to  the  decisions  of  the  courts  under  such  prior  acts  for 
assistance  in  determining  what  is  income  under  the  Revenue  Act  of 
1921. 

In  Rensselaer  &  Saratoga  R.  R.  Co.  v.  Irwin ,  249  Fed.  726;  1  Am. 
Fed.  Tax  Rep.  945,  the  plaintiff  had  leased  its  railroad  equipment 
and  franchises  to  the  Delaware  &  Hudson  Canal  Co.,  in  considera¬ 
tion  of  which  the  lessee  agreed  to  pay,  among  other  things,  interest 
upon  the  bonded  indebtedness  of  the  lessor  and  dividends  of  4  per 
cent  per  annum  to  the  stockholders  of  the  lessor.  In  that  case  the 
Circuit  Court  of  Appeals  for  the  Second  Circuit  held  that  the  inter¬ 
est  and  dividends  so  paid  constituted  income  to  the  lessor  under  the 
Corporation  Excise  Tax  Law  of  1909.  In  a  similar  case,  the  Cir¬ 
cuit  Court  of  Appeals  for  the  Fifth  Circuit  reached  the  same  con¬ 
clusion.  Houston  Belt  &  Terminal  Ry.  Co.  v.  United  States ,  250 
Fed.  1;  1  Am.  Fed  Tax  Rep.  949. 

In  the  determination  of  the  income  of  this  lessor,  we  fail  to  see  any 
distinction  in  principle  between  payments  by  the  lessee  of  interest 
to  bondholders  of  the  lessor,  payment  of  dividends  to  stockholders  of 
the  lessor,  and  payments  of  taxes  of  the  lessor.  In  each  of  the  cases 
cited,  as  in  the  present  case,  the  payment  was  made  as  a  part  of  the 
compensation  for  the  use  of  property,  and  in  each  case  the  payment, 
although  it  did  not  pass  through  the  hands  of  the  lessor,  was  made 
for  its  benefit  and  account.  It  may  be  true,  as  contended  by  the  peti¬ 
tioner’s  counsel,  that  not  every  benefit  derived  from  the  use  or  dispo¬ 
sition  of  property  is  taxable  as  income.  In  circumstances  such  as 
we  have  here,  however,  the  payment  of  an  indebtedness,  pursuant  to 
a  contract  for  the  use  of  property,  impresses  us  as  being  as  truly  a 
part  of  the  income  from  the  property  as  would  be  a  payment  of  an 
equal  amount  made  directly  to  the  petitioner. 

We  are  not  unmindful  of  the  statement,  cited  by  counsel  for  the 
petitioner,  made  by  the  Supreme  Court  in  Duffy  v.  Central  R.  R.  Co., 
268  U.  S.  55;  5  Am.  Fed.  Tax.  Rep.  5377,  in  discussing  permanent 
improvements  made  by  the  lessee  to  the  property  of  a  lessor,  that — 

The  term  “  rentals,”  since  there  is  nothing  to  indicate  the  contrary,  must  be 
taken  in  its  usual  and  ordinary  sense,  that  is,  as  implying  a  fixed  sum,  or  prop¬ 
erty  amounting  to  a  fixed  sum,  to  be  paid  at  stated  times  for  the  use  of  property 
*  *  *  and  in  that  sense  it  does  not  include  payments,  uncertain  both  as 

to  amount  and  time,  made  for  the  cost  of  improvements  or  even  for  taxes. 

The  court,  however,  further  said: 

Nor  do  such  expenditures  come  within  the  phrase  “  or  other  payments,” 
which  was  evidently  meant  to  bring  in  payments  ejusdem  generis  with 
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“  rentals,”  such  as  taxes,  insurance,  interest  on  mortgages,  and  the  like,  con¬ 
stituting  liabilities  of  the  lessor  on  account  of  the  leased  premises  which  the 
lessee  has  covenanted  to  pay. 

Nor  is  this  similar  to  the  situation  presented  in  Edwards  v.  Cuba , 
R.  R.  Co .,  supra ,  where  it  was  held  that  a  contribution  to  the  capital 
of  a  corporation  in  the  nature  of  a  subsidy  is  not  income.  Here  the 
payment  is  recurrent  and  arises  from  the  use  of  the  property. 

Although  we  have  already  stated  our  conclusions,  certain  con¬ 
tentions  made  by  counsel  for  the  petitioner  deserve  consideration 
here.  It  is  said  that  the  decision  in  Duffy  v.  Pitney ,  2  Fed.  (2d) 
230;  5  Am.  Fed.  Tax  Rep.  5133,  in  which  is  was  held  that  the  2  per 
cent  tax  paid  by  a  corporate  obligor  on  interest  upon  so-called  tax- 
free  covenant  bonds  was  not  additional  income  to  the  obligee,  is 
controlling.  The  law  there  considered  imposed  a  tax  upon  the  cor¬ 
porate  obligor  equal  to  2  per  cent  of  the  interest  and  provided  that 
the  obligee  should  be  entitled  to  credit  for  such  amount.  The  effect 
was  to  tax  the  obligor  and  to  reduce  the  tax  of  the  obligee.  The  tax 
paid  by  the  obligor  was  a  tax  imposed  upon  it  and  not  one  imposed 
upon  the  obligee,  even  though  the  same  law  reduced  the  amount  of 
tax  due  from  the.  obligee.  In  the  case  before  us,  however,  the  tax 
which  was  paid  was  levied  by  law  upon  the  petitioner  and  not  upon 
the  lessee.  The  payment  by  the  lessee  was  in  the  nature  of  com¬ 
pensation  for  the  use  of  the  property,  was  imposed  by  contract,  and 
was  not  a  part  of  a  tax  liability  imposed  upon  it  by  law. 

It  is  pointed  out  by  counsel  for  the  petitioner  that  if  the  tax  paid 
by  the  lessor  is  additional  income  to  petitioner,  the  lessee  is  obligated 
to  pay  the  tax  on  such  additional  amount,  which  payment  in  turn 
is  additional  income  subject  to  tax.  It  is  said  that,  if  the  conten¬ 
tion  of  the  Commissioner  be  carried  to  its  logical  conclusion,  the  tax 
must  be  computed  upon  each  payment  of  tax  until  the  last  computa¬ 
tion  is  a  minor  fraction  of  a  cent ;  that  such  computation  requires  the 
use  of  an  algebraic  formula  and  that  “  algebraic  formulae  are  not 
lightly  to  be  imputed  to  legislators.”  Edwards  v.  Slocum ,  264  U.  S.  61 ; 
4  Am.  Fed.  Tax  Rep.  3807.  In  the  instant  appeal  we  are  not  called 
upon  to  determine  whether  the  lease  requires  the  interpretation  which 
counsel  would  assign  to  it  or  whether  the  law  requires  such  an  inter¬ 
pretation,  for  the  Commissioner  proposes  to  include  as  additional 
income  only  the  amount  of  the  tax  assessed  and  paid  upon  amounts 
which  are  admittedly  income,  and  this  computation  requires  the 
use  of  no  algebraic  formula.  It  would  seem,  however,  that  the  neces¬ 
sity  for  the  use  of  such  a  formula,  if  it  exists,  is  not  to  be  attributed 
to  the  legislators  but  to  the  contract  made  by  the  parties.  It  would 
scarcely  be  argued  that  parties  may  escape  tax  because  their  contracts 
require  the  use  of  such  a  formula  to  determine  true  income.  So  far 
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as  we  have  been  able  to  ascertain,  the  quoted  expression  has  been  used 
in  cases  where  the  contention  was  made  that  the  taxing  statute  was 
inherently  such  as  to  necessitate  the  use  of  such  a  formula  in  the 
application  of  its  provisions.  No  decision  has  been  called  to  our 
attention,  nor  do  we  know  of  any,  which  goes  so  far  as  to  hold  that 
the  use  of  such  formula  may  not  become  necessary  in  computing 
income  or  tax  liability  by  reason  of  dealings  by  the  taxpayer. 

The  Commissioner  has  treated  as  income  for  each  of  the  taxable 
years  the  amount  of  the  tax  which  became  due  and  was  paid  in  the 
succeeding  year.  Under  the  decisions  of  the  Board  in  the  Appeals 
of  Russell  Milling  Co .,  1  B.  T.  A.  194;  L.  S.  Ayers  <&  Co .,  1  B.  T.  A. 
1135;  and  Norwich  <&  Worcester  R.  R.  Co .,  2  B.  T.  A.  215,  this  ap¬ 
pears  to  have  been  in  error.  In  the  last  cited  case  it  was  held  that  a 
tax  which  became  due  and  was  paid  by  the  lessee  in  1919  upon 
1918  income  was  not  income  for  1918,  since  the  tax  did  not  accrue 
until  1919  and  the  income  could  not  have  accrued  prior  to  1919. 
This  decision  of  the  Board  was  followed  in  the  United  States  Dis¬ 
trict  Court,  District  of  Massachusetts,  when  suit  was  brought  by 
the  United  States  to  recover  the  amount  of  tax  disallowed  by  the 
Board  in  its  decision.  (Decision  of  Judge  Morton,  dated  December 
17,  1926,  not  yet  published.)  Pursuant  to  those  decisions  the  defi¬ 
ciency  should  be  recomputed  by  including  as  income  for  1921  the 
amount  of  the  tax  which  became  due  and  payable  in  that  year  upon 
1920  income;  b}7  including  as  income  for  1922  the  amount  of  the 
tax  which  became  due  and  payable  in  that  year  upon  income  of 
1921.  and  bv  including  as  income  for  1923  the  amount  of  the  tax 
which  became  due  and  payable  in  that  year  upon  1922  income. 

Decision  will  be  entered  on  15  days ’  notice , 
under  Rule  50. 


Appeal  of  B.  M.  Waggoner. 

Appeal  of  Ada  Waggoner. 

Docket  Nos.  5880,  5881.  Promulgated  January  26,  1927. 

1.  A  taxpayer  lessor  who  keeps  his  books  and  renders  his  returns 
upon  a  cash  receipts  and  disbursements  basis,  which  method  in  the 
circumstances  of  this  proceeding  is  held  clearly  to  reflect  income, 
is  entitled  to  a  reasonable  allowance  for  depletion  only  upon  the 
amount  of  royalties  received. 

2.  In  the  circumstances  of  this  proceeding  it  is  held  that  a  sale 
of  an  oil  and  gas  royalty  interest  was  consummated  in  the  calendar 
year  1919,  and  the  Commissioner’s  determination  that  the  profit 
resulting  therefrom  was  taxable  in  that  year  is  approved. 

Harry  C.  Weeks ,  Esq.,  for  the  petitioners. 

Bruce  A.  Low ,  Esq.,  for  the  Commissioner. 
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The  Commissioner  determined  deficiencies  in  income  tax  of  $57,- 
075.22  against  each  of  the  taxpayers  for  the  calendar  year  1919. 
Separate  appeals  were  filed  and  were  consolidated  for  hearing  and 
decision.  The  issues  in  both  cases  are  the  same. 

The  taxpayers,  lessors  of  certain  oil  rights,  claimed  that  for  1919 
they  were  entitled  to  a  deduction  for  depletion  under  section  214 
(a)  (10)  of  the  Revenue  Act  of  1918  upon  the  basis  of  a  total  of 
485,535.34  barrels  of  oil.  The  unit  of  depletion  fixed  by  the  Com¬ 
missioner  was  so  much  per  barrel  of  oil.  Taxpayers  employed  the 
cash  receipts  and  disbursements  method  of  accounting  in  keeping 
their  books  and  in  reporting  their  income.  The  depletion  unit  of 
$1.50  per  barrel  of  oil  is  not  in  controversy.  In  the  deficiency  notices 
the  Commissioner  computed  the  allowance  for  depletion  upon 
435,429.10  barrels,  being  the  total  amount  stated  in  the  returns.  At 
the  hearing  the  Commissioner  repudiated  his  determination  in  this 
regard  and  claimed  that,  upon  the  basis  of  cash  received  and  dis¬ 
bursed,  taxpayers  were  entitled  to  an  allowance  for  depletion  upon 
only  280,523.71  barrels  of  oil,  since  they  received  income  as  royalties 
from  this  number  of  barrels;  that  if  depletion  is  to  be  allowed  upon 
485,535.34  barrels,  taxpayers’  income,  in  order  to  be  clearly  reflected, 
must  be  computed  upon  the  accrual  basis. 

The  next  question  is  whether  a  profit  of  $222,607.15  upon  the  sale 
of  a  three-eighths  overriding  royalty  interest  in  an  oil  lease  was 
realized  in  1919  or  1920.  The  Commissioner  held  that  the  sale  was 
consummated  in  1919  and  taxpayers  claim  that  it  was  not  completed 
until  January  2,  1920. 


FINDINGS  OF  FACT. 

Taxpayers  are  residents  of  Wichita  Falls,  Tex.  During  1919  they 
kept  their  books  and  rendered  their  returns  upon  a  cash  receipts 
and  disbursements  basis.  In  1919  and  for  some  years  prior  thereto 
they  owned  the  fee  simple  title  to  a  stock  farm  of  521  acres  near 
Burkburnette,  Blocks  84,  85,  86  and  87,  Red  River  Valley  Lands 
Subdivision,  in  Wichita  County,  Texas. 

Prior  to  and  during  the  year  1919  certain  persons  held  oil  leases 
on  this  property  from  taxpayers,  under  which  taxpayers  had  what 
is  termed  in  the  record  a  “  one-eighth  royalty  interest.”  The  lessees 
discovered  oil  on  the  property  and  the  removal  of  oil  began  on 
April  22,  1919.  Other  oil  leases,  under  which  taxpayers’  interests 
were  the  same  as  above  mentioned,  were  given  by  taxpayers  so 
that  before  the  end  of  ID  19  there  were  fifty  lessees  operating  on 
the  521  acres.  The  lessees  had  tanks  upon  their  leaseholds  into  which 
oil  removed  by  them  was  run.  Various  oil-purchasing  companies, 
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designated  in  the  record  as  pipe-line  companies,  had  pipe  lines 
connected  with  these  storage  tanks  through  which  the  oil,  as  pur¬ 
chased  by  them,  was  run  into  their  tanks.  The  various  leases  given 
by  the  taxpayers,  in  which  their  interests  were  fixed,  are  not  before 
the  Board.  The  oil  was  not  measured  as  it  was  removed  from  the 
ground  by  the  lessees  and  pumped  into  their  storage  tanks.  Occa¬ 
sionally  the  lessees,  after  their  tanks  had  been  “  strapped  ”  to  pre¬ 
vent  leakage,  determined  the  quantity  of  oil  therein  by  the  measure¬ 
ments  of  the  tanks.  During  the  year  1919,  3,884,272.70  barrels  of 
the  oil  extracted  by  the  lessees  were  sold  as  it  was  run  from  lessees’ 
tanks  through  pipe  lines  of  the  purchasing  companies  into  their 
tanks.  As  this  oil  was  run  through  the  pipe  lines  the  purchasing 
company  was  given  a  document  signed  by  the  lessor  and  lessee, 
called  a  “  division  order,”  showing  what  proportion  of  the  purchase 
price  per  barrel  of  the  oil  it  should  pay  to  the  lessor  and  what 
proportion  to  the  lessee.  In  this  instance  one-eighth  of  the  purchase 
price  was  due  the  lessor,  the  taxpayers  herein,  and  seven-eighths  to 
the  particular  lessee.  As  the  oil  was  run  through  the  pipe  lines  of 
the  purchasing  company  it  was  carefully  measured.  The  lessee  was 
required  to  furnish  the  purchasing  company  with  an  abstract  of 
the  property  from  which  the  oil  had  been  extracted  before  it  pur¬ 
chased  the  same.  The  purchasing  companies  paid  or  credited  the 
lessor  or  the  lessee  with  the  respective  amounts  due  them.  The 
average  sale  price  of  the  oil  sold  in  1919  was  $2.25  a  barrel.  Under 
the  “  division  order  ”  given  a  purchasing  company  by  the  lessors 
and  the  various  lessees,  the  taxpayers  were  due  payment  from  the 
purchaser  of  one-eighth  of  the  purchase  price  of  the  3,884,272.70 
barrels,  which  amount  represented  the  sales  price  of  485,535.34  bar¬ 
rels  of  oil.  The  lessors  had  no  information  of  the  amount  of  oil  ex¬ 
tracted  by  the  various  lessees,  other  than  as  shown  by  the  statements 
furnished  them  by  the  purchasing  companies.  The  lessors  made  no 
effort  at  the  end  of  1919  to  determine  the  quantity  of  unsold  oil, 
if  any,  in  the  tanks  of  the  lessees. 

During  the  year  1919  taxpayers  received  payments  on  account  of 
the  amounts  due  them  by  the  purchasers  of  the  oil  above  mentioned, 
totaling  $631,178.35  and  representing  the  average  selling  price  of 
$2.25  a  barrel  for  the  280,523.71  barrels,  which  amount  they  entered 
upon  their  books  and  reported  in  their  income-tax  returns  as  income 
from  royalties  received  within  the  year.  The  amount  of  income 
during  the  taxable  year  from  royalties  was  not  made  an  issue  in 
the  pleadings,  nor  was  any  question  concerning  this  raised  at  the 
hearing.  At  the  time  of  making  the  returns,  the  computation  of  the 
bookkeeper  for  the  taxpayers,  based  upon  statements  which  he  then 
found  had  been  received  from  the  purchasing  companies,  showed 
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that  the  taxpayers’  “  one-eighth  royalty  interest  ”  in  the  oil  sold 
represented  435,429.10  barrels,  and  this  number  of  barrels  was  shown 
in  the  returns  as  the  basis  for  the  depletion  allowance  under  section 
214  (a)  (10)  of  the  Revenue  Act  of  1918.  The  Commissioner  in  de¬ 
termining  the  depletion  allowance  of  these  taxpayers  for  1919  used 
a  depletion  rate  of  $1.50  a  barrel,  which  was  the  unit  measurement 
for  the  purpose  of  determining  the  depletion  allowance.  Neither 
the  basis  nor  the  unit  rate  for  depletion  is  in  controversy  in  these 
appeals.  In  his  deficiency  notices  the  Commissioner  computed  the 
allowance  for  depletion  upon  the  435,429.10  barrels  shown  in  the 
returns,  but  in  his  answer  to  the  petitions  and  at  the  hearing  he 
contended  that  his  determination  in  this  regard  was  erroneous  be¬ 
cause  (1)  the  taxpayers  employed  the  cash  receipts  and  disburse¬ 
ments  method  of  accounting  and  in  reporting  income,  and  they  were 
therefore  only  entitled  to  an  allowance  for  depletion  for  1919  com¬ 
puted  at  $1.50  per  barrel  upon  280,523.71  barrels  of  oil  for  which 
they  received  income  during  1919  and  not  upon  435,429.10  barrels, 
and  (2)  that  if  the  Board  should  conclude  that  the  taxpayers  were 
entitled  to  depletion  computed  upon  the  basis  of  the  number  of  bar¬ 
rels  of  oil  for  which  the  purchaser  was  indebted  to  them,  but  for 
which  they  had  not  received  payment,  their  income  should  be  com¬ 
puted  upon  the  accrual  basis  and  the  accounts  receivable  reflected  in 
income. 

Some  of  the  purchasing  pipe-line  companies  followed  the  practice 
of  paying  for  oil  run  into  their  tanks  from  the  1st  to  the  15th  of 
the  month,  on  the  25th  of  the  same  month,  and  for  all  oil  run  from  the 
15th  to  the  end  of  any  month,  on  the  10th  of  the  month  following. 
Other  purchasers  followed  the  practice  of  paying  for  all  oil  run 
during  any  month  on  the  10th  of  the  following  month. 

Prior  to  November  26,  1919,  these  taxpayers,  together  with  Clois 
L.  Greene,  owned  a  three-eighths  overriding  royalty  interest  in  an  oil 
and  gas  lease  on  20  acres  of  land  in  Block  86,  Red  River  Lands 
Subdivision,  in  Wichita  County,  Texas.  At  that  time  R.  M.  Wag¬ 
goner  and  his  wife  owned  the  fee  simple  title  to  the  property.  They 
had  previously  made  an  oil  and  gas  lease  by  virtue  of  which  the 
lessee  became  entitled  to  seven-eighths  and  the  taxpayers  to  one- 
eighth  of  the  oil  produced.  Waggoner  and  Greene  acquired  the 
title  to  this  lease,  selling  thereafter  in  July,  1919,  an  interest  to 
David  Livingston,  by  which  Livingston  became  obligated  to  operate 
and  develop  the  property  at  his  own  cost  and  expense,  and  entitled 
to  receive  therefrom  four-eighths  of  all  the  oil  produced,  the  remain¬ 
ing  three-eighths  being  delivered  to  Waggoner  and  Greene  without 
cost  or  expense  to  them.  This  three-eighths  interest  of  Waggoner 
and  Greene  in  the  oil  produced  without  expense  to  them  was  termed 
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an  “  overriding  royalty.’*  Between  July  and  November  26,  1919, 
Livingston  sold  to  the  Charles  F.  Noble  Oil  &  Gas  Co.  an  interest  in 
and  to  the  four-eighths  interest  which  he  had  acquired,  this  interest 
being  commonly  referred  to  as  the  u  working  interest,”  and  on  and 
prior  to  November  26,  1919,  the  Charles  F.  Noble  Oil  &  Gas  Co.  was 
in  possession  of  these  20  acres,  developing  the  same  and  producing 
oil  therefrom.  This  company  had  a  pipe  line  through  which  it 
transported  all  the  oil  produced  from  these  20  acres  to  a  refinery 
owned  and  operated  by  it.  It  was  the  established  custom  in  sales  of 
this  kind  for  the  seller  to  furnish  the  purchaser  with  an  abstract 
of  title  to  the  property  involved  in  the  interest  sold.  The  sale  to 
Livingston  above  referred  to  had  been  made  for  a  consideration  of 
$125,000 — $50,000  in  cash  and  $75,000  to  be  paid  from  one-half  of  the 
proceeds  of  the  four-eighths  of  the  oil  going  to  Livingston  and 
produced  from  said  property,  so  that  on  November  26,  1919,  Noble 
&  Company  was  in  possession  and  operating  the  property  and  was 
also  receiving  into  its  pipe  lines  all  of  the  oil  produced  therefrom. 
They  were  crediting  one-eighth  of  this  oil  to  R.  M.  Waggoner  as 
his  royalty;  three-eighths  to  Waggoner  and  Greene  as  their  over¬ 
riding  royalty;  two-eighths  to  Waggoner  and  Greene  upon  their 
deferred  payment,  and  the  remainder  of  the  working  interest  to 
Livingston  and  Noble  &  Company.  Noble  &  Company  did  not  make 
payment  to  Waggoner  and  Greene  or  R.  M.  Waggoner  in  1919  for 
any  of  the  oil  produced  from  the  property  either  before  or  after 
November  26,  1919.  This  included  the  deferred  payment  due  them 
upon  the  Livingston  sale,  as  well  as  Waggoner’s  one-eighth  royalty 
and  the  three-eighths  overriding  royalty. 

As  a  result  of  a  conference  between  Waggoner,  Greene,  their  at¬ 
torney,  and  Charles  F.  Noble,  president  of  Noble  &  Company  and 
the  attorney  for  the  company,  held  on  November  26,  1919,  at  Tulsa, 
Okla.,  a  written  agreement  was  entered  into  between  Waggoner 
and  Greene,  as  parties  of  the  first  part,  and  Charles  F.  Noble  Oil  & 
Gas  Co.,  as  party  of  the  second  part,  and  Charles  F.  Noble,  party 
of  the  third  part.  (Charles  F.  Noble  was  a  party  to  the  agreement 
because  he  was  a  guarantor  of  the  obligation  hereinafter  referred  to, 
and  for  the  further  reason  that  at  that  time  the  company  had  not 
been  domesticated  in  Texas  and  did  not  desire  to  appear  as  doing 
business  in  that  State.) 

Waggoner  and  Greene  contracted  to  sell  to  Noble  &  Company  the 
three-eighths  royalty  interest  in  the  property  above  referred  to  for 
$500,000,  and  the  following  contract  was  executed : 

This  Agreement  entered  into  this  26tli  day  of  November  A.  I).  1919,  by  and 
between  R.  M.  Waggoner  and  Clois  L.  Greene,  both  of  Wichita  County,  Texas, 
hereinafter  styled  parties  of  the  first  part  and  Charles  F.  Noble  Oil  &  Gas 
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Company,  a  corporation  hereinafter  styled  party  of  the  second  part  and 
Charles  F.  Noble  of  Tulsa  County,  Oklahoma,  hereinafter  styled  party  of  the 
third  part. 

Witnesseth  :  that  for  the  considerations  hereinafter  shown,  parties  of  the 
first  part  have  sold  and  agreed  to  transfer,  assign,  and  deliver,  under  the 
terms  and  conditions  hereinafter  specified,  and  party  of  the  second  part  has 
purchased  and  agrees  to  accept  and  pay  for,  under  said  terms  and  conditions, 
the  following  described  property  to-wit: 

A  three-eighths  royalty  interest  in  all  the  oil  produced  from  the  following 
described  land  to-wit :  the  south  20  acres  of  the  North  35  Acres  of  Block  No. 
86  Red  River  Valley  Lands  Subdivis  on  in  Wichita  County,  Texas  and  being 
the  same  royalty  interest  retained  by  parties  of  the  first  part  in  an  assignment 
made  by  them  to  David  Livingston  on  May  29th,  1919,  which  assignment  is 
duly  recorded  in  Volume  133,  pages  415  and  416  Deed  records  of  Wichita 
County,  Texas,  to  which  records  reference  is  hereby  expressly  made  for  all 
purposes. 

The  consideration  to  be  paid  for  said  assignment  and  for  said  property  is 
$500,000.00,  which  shall  be  paid  as  follows :  $150,000.00  in  cash  upon  approval 
of  the  abstract,  as  hereinafter  provided  and  the  balance  in  three  deferred  pay¬ 
ments,  one  for  $150,000.00  due  on  or  before  March  1st,  1920,  one  for  $100,000.00 
due  on  or  before  June  1st,  1920,  and  the  last  for  $100,000.00  due  on  or  before 
September  1st,  1920,  said  deferred  payments  shall  be  evidenced  by  note  in  the 
amount  and  due  as  above  stated,  said  notes  to  bear  even  date  herewith,  and 
to  draw  interest  from  date  until  paid  at  the  rate  of  7%  per  annum  and  to 
contain  the  usual  optional  maturity  and  attorney’s  fee  clauses  and  to  be 
secured  by  vendor’s  lien  upon  the  property  conveyed. 

The  assignment  to  said  property  shall  be  in  the  form  and  shall  contain  the 
terms,  stipulations  and  conditions  set  forth  in  a  copy  of  an  assignment  this 
day  executed  by  parties  of  the  first  part  to  party  of  the  third  part,  a  copy  of 
which  is  attached  hereto,  marked  “  Exhibit  A”  and  made  a  part  hereof  for 
all  purposes. 

Within  fifteen  days  from  the  date  thereof,  parties  of  the  first  part  shall 
furnish  to  party  of  the  second  part,  a  complete  abstract  of  title  to  the  real 
estate  above  described  and  party  of  the  second  part  shall  have  one  week  within 
which  to  examine  said  abstract,  if  at  the  end  of  said  one  week  period,  said 
abstract  does  not  show  good  and  merchantable  title  to  the  interest  in  said 
property  to  be  conveyed  hereunder  in  parties  of  the  first  part,  then  party  of  the 
second  part  shall  furnish  parties  of  the  first  part,  at  Wichita  Falls,  Texas,  with 
a  written  statement  of  the  defects  in  said  title  and  all  defects  not  therein 
pointed  out,  shall  be  deemed  waived.  If  defects  are  pointed  out,  parties  of  the 
first  part  shall  have  two  weeks  from  the  end  of  said  one  week  period,  within 
which  to  cure  said  defects  and  they  hereby  bind  and  obligate  themselves  to 
use  every  reasonable  effort  so  to  do,  it  being  understood  and  agreed  that  if  said 
defects  are  cured,  at  the  end  of  the  two  weeks  period  above  allowed  for  curing 
defects  in  title,  then  the  purchase  and  sale  herein  provided  for,  shall  at  once 
be  consummated^  otherwise,  this  agreement  shall  be  of  no  force  and  effect  and 
all  moneys  posted  hereunder,  shall  be  forthwith  returned  to  the  party  posting 
the  same  and  all  liabilities  hereunder  shall  cease  and  terminate. 

It  is  understood  and  agreed  in  this  connection,  that  the  assignment  above 
provided  for  is  made  to  party  of  the  third  part ;  that  this  is  done  for  conven¬ 
ience  and  that  party  of  the  third  part  is  to  hold  said  property  for  the  use  and 
benefit  of  party  of  the  second  part  and  that  party  of  the  second  part  is  the  real 
purchaser  and  is  primarily  obligated  by  reason  of  this  contract  and  that  the 
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notes  herein  provided  for  are  the  primary  obligation  of  party  of  the  second 
part  and  that  the  liability  of  party  of  the  third  part  thereon  and  hereby  is 
as  endorser  and  surety. 

A  copy  of  this  contract  together  with  an  assignment  properly  executed  and 
acknowledged  by  parties  of  the  first  part  in  the  form  herein  provided  for  cover¬ 
ing  the  property  above  described  and  said  three  notes  executed  by  parties 
of  the  second  and  third  part  to  parties  of  the  first  part  and  the  sum  of 
$150,000.00  in  cash  shall  be  at  once  placed  in  escrow  in  the  Wichita  State 
Bank  and  Trust  Company  in  Wichita  Falls,  Texas  and  be  held  by  them  subject 
to  the  following:  If  the  conditions  herein  contained  as  to  title  are  complied 
with,  then  said  sum  of  money  and  said  notes,  shall  be  delivered  forthwith  to 
parties  of  the  first  part  and  said  assignment  to  party  of  the  second  part, 
otherwise,  said  notes  and  said  money  shall  be  returned  to  party  of  the  second 
part,  the  assignment  to  parties  of  the  first  part,  and  all  obligations  hereunder 
shall  cease  and  terminate. 

And  for  the  sum  of  $10.00  and  other  considerations  to  him  in  cash  paid, 
receipt  of  which  is  hereby  acknowledged  and  confessed  party  of  the  third  part 
hereby  guarantees  unto  parties  of  the  first  part,  the  prompt  and  faithful  per¬ 
formance  of  this  agreement  and  the  prompt  payment  of  said  notes  by  party  of 
the  second  part. 

This  agreement  shall  extend  to  and  be  binding  upon  the  respective  heirs, 
successors  and  assigns  of  the  parties  hereto. 

Witness  the  hands  of  the  parties  hereto  in  triplicate  this  day  and  year  above 
written.  - 

(Signed)  R.  M.  Waggoner, 

Clois  L.  Greene, 

Party  of  the  first  part. 

Charles  F.  Noble  Oil  &  Gas  Company, 

By  Chas.  F.  Noble,  Pres., 

Party  of  the  second  part. 

Charles  F.  Noble, 

Party  of  the  third  part. 

The  foregoing  contract  consummated  agreeably  to  all  parties  concerned  this 
2nd  day  of  January,  A.  D.  1920. 

(Signed)  Waggoner  &  Greene, 

By  Harry  C.  Weeks. 

Chas.  F.  Noble. 

On  the  date  the  contract  was  executed  an  assignment,  referred  to 
therein  as  Exhibit  A,  from  Waggoner  and  Greene  was  also  executed 
by  Waggoner  and  Greene.  This  assignment,  dated  and  acknowl¬ 
edged  November  26,  1919,  was  as  follows: 

Whereas,  heretofore,  on  the  27th  day  of  January,  1919,  R.  M.  Waggoner  and 
his  wife,  Ada  Waggoner,  executed  and  delivered  to  J.  P.  Cantrell  &  Win.  M. 
Marseilles  an  oil  and  gas  lease  and  leasehold  estate  covering  the  North  25  acres 
of  Block  86,  Red  River  Valley  Land  Subdivision  in  Wichita  County,  Texas,  as 
fully  appears  from  said  lease  contract,  which  is  of  record  in  the  deed  records 
of  Wichita  County,  Texas,  reference  to  which  is  here  made  and 

Whereas,  on  the  27th  day  of  January,  A.  D.  1919,  R.  M.  Waggoner  and  his 
wife,  Ada  Waggoner,  executed  and  delivered  to  Clois  L.  Greene  and  C.  F. 
Wilson,  an  oil  and  gas  lease  and  leasehold  estate  in  and  to  the  South  25  Acres 
of  the  North  50  Acres  of  Block  86,  Red  River  Valley  Land  Subdivisions  in 
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Wichita  County,  Texas,  as  fully  appears  from  said  lease  contract  of  record 
in  the  deed  records  of  Wichita  County,  Texas,  reference  to  which  is  here 
made;  and 

Whereas,  both  of  said  oil  and  gas  leases  above  described  in  so  far  as  same 
pertains  to  the  following  described  land  to- wit :  the  South  20  Acres,  of  the 
North  35  Acres  of  Block  86  Red  River  Valley  Land  Subdivision  in  Wichita 
County,  Texas,  were  transferred  and  assigned  to  Clois  L.  Greene  and  R.  M. 
Waggoner  and  whereas  afterward  to-wit :  On  the  29th  day  of  May,  A.  D. 
1919,  the  said  Clois  L.  Greene  and  R.  M.  Waggoner,  sold,  transferred  and 
assigned  said  oil  and  gas  leases  insofar  as  same  pertains  to  the  20  acre  tract 
above  described,  to  David  Livingston  and  did  in  same  transfer  an  assign¬ 
ment,  retain  unto  themselves  an  over-riding  royalty  of  three-eighths  of  all 
of  the  oil  produced  from  said  20  Acre  tract,  which  assignment  is  duly  recorded 
in  Volume  133,  Pages  415  and  416,  deed  records  of  Wichita  County,  Texas 
to  which  record  reference  is  expressly  made  for  all  purposes. 

Now  therefore  know  all  men  by  these  presents,  that  we  the  said  Clois  L. 
Greene  and  R.  M.  Waggoner  both  of  Wichita  County,  Texas,  the  present  legal 
and  equitable  holders  and  owners  of  said  royalty  interest  above  referred  to, 
for  and  in  consideration  of  the  sum  of  $500,000.00  to  us  paid  and  secured 
to  be  paid  by  Charles  F.  Noble  of  Tulsa,  Oklahoma,  as  follows :  $150,000.00 
in  cash  paid  receipt  of  which  is  hereby  acknowledged  and  confessed  and  the 
balance  in  three  deferred  payments  due  as  follows:  to-wit:  $150,000.00  on 
or  before  March  1st,  1920,  $100,000.00  on  or  before  June  1st,  1920,  $100,000.00 
on  or  before  September  1st,  1920,  for  which  deferred  payments  the  said  Charles 
F.  Noble  has  executed  his  three  promissory  notes  all  of  same  bearing  even 
date  herewith,  in  the  amounts  and  due  as  above  set  forth,  all  of  said  notes 
bearing  interest  from  date  until  paid  at  the  rate  of  7%  per  annum  and  all 
of  said  notes  containing  the  usual  optional  maturity  and  attorney’s  fee 
clauses,  and  being  secured  by  vendor’s  lien  upon  the  property  conveyed  hereby. 

Have  bargained,  granted  sold  and  conveyed  and  by  these  presents  do  bargain, 
grant,  sell  and  convey  unto  the  said  Charles  F.  Noble  of  Tulsa,  Oklahoma, 
all  of  the  three-eighths  royalty  retained  by  grantors  in  the  assignment  to 
David  Livingston  above  referred  to. 

To  have  and  to  hold  the  property  and  estates  above  conveyed  together 
with  all  and  singular  the  rights  and  appurtenances  thereto  in  any  wise  be¬ 
longing  to  the  said  Charles  F.  Noble,  his  heirs  and  assigns  forever,  subject 
however,  to  all  of  the  terms  and  conditions  in  the  original  leases  contained, 
and  to  the  further  terms  and  conditions  hereof. 

It  is  understood  and  agreed  between  the  parties  to  this  conveyance,  that  all 
of  the  oil  produced  from  the  20  Acre  tract  aoove  described,  which  would  other¬ 
wise  go  to  grantors  by  virtue  of  said  three-eighths  royalty  interest  from  and 
including  November  27th,  1919,  shall  go  to  grantee  Herein,  but  this  conveyance 
shall  not  affect  the  rights  of  grantors  to  their  portion  of  the  oil  in  storage  on 
said  lease  up  to  November  27th,  1919,  or  the  oil  run  from  said  property  prior 
to  that  date,  and  it  is  further  agreed  and  understood  that  this  conveyance  shall 
not  in  any  manner  affect  the  one-eighth  royalty  going  to  the  said  R.  M.  Wag¬ 
goner,  by  reason  of  his  ownership  of  the  land  covered  by  the  leases  above 
referred  to,  nor  any  of  his  rights  by  virtue  of  such  ownership. 

And  it  is  further  agreed  and  understood  between  the  parties  hereto  that  this 
conveyance  shall  not  in  any  manner  affect  the  payment  of  the  $75,000.00  de¬ 
ferred  payment  described  in  the  conveyance  from  grantors  herein  to  David 
Livingston  above  referred  to  and  that  regardless  of  this  assignment,  said 
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payment  shall  he  due  iu  the  same  way  and  grantors  shall  have  the  same  se¬ 
curity  aud  the  same  right  to  enforce  payment  as  if  this  conveyance  had  not 
been  made. 

And  it  is  expressly  agreed  and  stipulated  that  the  vendor’s  lien  is  retained 
against  the  property  premises,  and  estates  conveyed  hereby  until  the  above 
described  notes  together  with  all  interest  thereon  due,  are  fully  paid  according 
to  their  face,  tenor,  effect  and  reading,  whereupon  this  conveyance  shall  become 
absolute. 

.  Witness  the  hands  of  the  grantors  herein  this  26th  day  of  November,  A.  D. 
1919. 

R.  M.  Waggoner. 

Clois  L.  Greene. 

The  profit  resulting  to  R.  M.  Waggoner  from  this  sale  was 
$222,607.15. 

The  contract  of  conveyance,  the  three  notes,  the  check  for  $150,000, 
which  was  endorsed  by  Waggoner  and  Greene,  and  an  agreement  for 
the  optional  maturity  of  the  notes  in  the  event  of  failure  of  the  maker 
to  pay  any  one  at  maturity  were,  on  November  26,  1919,  delivered 
b}^  the  respective  parties  to  the  attorney  for  Waggoner  and  Greene, 
to  be  by  him  placed  in  escrow  in  the  Wichita  State  Bank  &  Trust 
Co.  at  Wichita  Falls  in  accordance  with  the  terms  of  the  contract. 
The  instruments  mentioned  were  delivered  to  the  said  bank  on 
November  28,  1919,  and  the  president  of  the  bank  executed  his  receipt 
therefor.  The  check  for  $150,000  was  cashed  by  him  and  the  proceeds 
held. 

On  and  after  November  27,  1919,  Noble  &  Company  continued  to 
extract  oil  “  from  the  ”  property,  retaining  the  three-eighths  interest 
specified  in  the  contract  and  assignment  which  had  theretofore  been 
credited  to  Waggoner  and  Greene.  No  portion  thereof  was  credited 
to  Waggoner  and  Greene  after  November  26. 

An  abstract  of  title  to  the  property  was  furnished  Noble  &  Com¬ 
pany  at  some  time  prior  to  December  20,  1919,  the  exact  date  not 
being  disclosed  by  the  record.  This  abstract,  consisting  of  approxi¬ 
mately  150  pages,  was  not  brought  down  to  November  26,  1919,  but 
showed  all  conveyances  prior  to  September  4,  1919.  On  December 
20,  1919,  the  attorney  for  Noble  &  Company  advised  the  attorneys 
for  W aggoner  and  Greene  by  letter  as  follows : 

I  have  received  and  examined  the  abstract  of  title  covering  among  other 
lands  the  south  20  acres  of  the  north  35  acres  of  Block  86,  Red  River  Valley 
Lands  Subdivision  in  Wichita  County,  Texas,  and  find  that  this  abstarct  is 
continued  down  to  the  fourth  day  of  September — 1919. 

We  request  that  a  supplement  of  this  abstract  continued  down  to  the  twenty- 
sixth  day  of  November,  1919,  be  furnished  us  that  we  may  examine  the  records 
of  transfer  made  subsequent  to  September  4th,  1919. 

The  supplemental  abstract  showing  all  conveyances  to  December 
26,  1919,  was  furnished  Noble  &  Company  on  or  about  December  27. 
1919.  The  completed  abstract  so  furnished  showed  good  and  mer* 
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chantable  title  in  and  to  the  property  conveyed.  On  January  2,  1920, 
Charles  F.  Noble  appeared  at  the  office  of  the  attorney  of  Waggoner 
and  Greene  and  announced  his  willingness  to  release  the  escrow 
agreement  and  deliver  the  purchase  price  to  Waggoner  and  Greene. 
The  attorney  for  Waggoner  and  Greene  went  with  him  to  the  bank 
where  the  papers  and  money  had  been  placed  in  escrow  and  the 
following  notation  was  made  upon  the  sales  contract  signed  by 
Waggoner  and  Greene  by  their  attorney  and  Charles  F.  Noble: 

The  foregoing  contract  consummated  agreeable  to  all  parties  concerned,  this 
2nd  day  of  January,  1920.  . 

The  contract  of  conveyance  was  delivered  to  Noble  and  the  $150,- 
000  cash  w*as  deposited  to  the  credit  of  Waggoner  and  Greene  in  the 
Wichita  State  Bank  &  Trust  Co.,  and  the  notes  for  $350,000  were 
held  by  the  bank  for  Waggoner  and  Greene. 

OPINION. 

Littleton:  Taxpayers  claim  (1)  that  they  together,  as  lessors,  are 
entitled  to  an  allowance  for  depletion  for  1919  of  $728,303.01,  com¬ 
puted  at  $1.50  a  barrel  on  485,535.34  barrels  of  oil,  and  (2)  that  the 
sale  of  certain  oil  and  gas  interests  to  Noble  &  Company  was  not 
consummated  and  completed  until  1920  and  there  was  therefore  no 
taxable  gain  from  that  source  in  1919. 

During  the  taxable  years  taxpayers  kept  their  books  and  rendered 
their  returns  upon  the  cash  receipts  and  disbursements  basis,  and 
they  had  large  income  from  various  sources  other  than  from  royalties 
and  from  the  alleged  sale  to  Noble  &  Company. 

The  Commissioner  contends  (1)  that  the  reasonable  allowance  for 
depletion  to  which  these  taxpayers  were  entitled  for  1919  should  be 
computed  upon  the  basis  of  $1.50  on  280,523.71  barrels  of  oil,  if  their 
income  is  to  be  determined  upon  the  cash  receipts  and  disbursements 
basis;  (2)  that  if  they  are  to  be  allowed  depletion  upon  the  basis  of 
the  485,535.34  barrels,  or  on  any  amount  in  excess  of  the  280,523.71 
barrels,  their  income,  in  order  to  be  clearly  reflected,  should  be  de¬ 
termined  upon  the  accrual  basis;  and  (3)  that  upon  either  the 
accrual  or  the  cash  receipts  and  disbursements  basis  his  determina¬ 
tion  that  the  profit  of  $222,607.15  on  the  transaction  was  realized  in 
1919  should  be  approved. 

Section  214  (a)  (10)  of  the  Revenue  Act  of  1918  provides: 

(a)  That  in  computing  net  income  there  shall  be  allowed  as  deductions: 

*  *  #  *  *  *  * 

(10)  In  the  case  of  mines,  oil  and  gas  wells,  other  natural  deposits,  and 
timber,  a  reasonable  allowance  for  depletion  and  for  depreciation  of  improve¬ 
ments,  according  to  the  peculiar  conditions  in  each  case,  based  upon  cost 
including  cost  of  development  not  otherwise  deducted :  Provided,  That  in  the 


(1191) 


R.  M.  WAGGONER  ET  AE. 


1201 


case  of  such  properties  acquired  prior  to  March  1,  1913,  the  fair  market  value 
of  the  property  (or  the  taxpayer’s  interest  therein)  on  that  date  shall  be 
taken  in  lieu  of  cost  up  to  that  date :  Provided  f  urther,  That  in  the  case  of 
mines,  oil  and  gas  wells,  discovered  by  the  taxpayer,  on  or  after  March  1, 
1913,  and  not  acquired  as  the  result  of  purchase  of  a  proven  tract  or  lease, 
where  the  fair  market  value  of  the  property  is  materially  disproportionate  to 
the  cost,  the  depletion  allowance  shall  be  based  upon  the  fair  market  value 
of  the  property  at  the  date  of  the  discovery,  or  within  thirty  days  thereafter ; 
such  reasonable  allowance  in  all  the  above  cases  to  be  made  under  rules  and 
regulations  to  be  prescribed  by  the  Commissioner  with  the  approval  of  the 
Secretary.  In  the  case  of  leases  the  deductions  allowed  by  this  paragraph 
shall  be  equitably  apportioned  between  the  lessor  and  lessee. 

The  purpose  of  the  depletion  provision  of  the  statute  is  to  return 
to  the  taxpayers  having  an  interest  in  oil  properties  through  the 
aggregate  of  annual  depletion  allowances,  the  basis  of  the  depletion 
allowances,  that  is,  the  cost  or  the  value  on  March  1,  1913,  or  the 
value  of  the  oil  in  place  at  the  date  of  discovery  or  within  thirty  days 
thereafter,  before  any  income  therefrom  during  the  year  shall  be 
subjected  to  tax.  These  taxpayers  employed  the  cash  receipts  and 
disbursements  method  of  accounting,  and  in  view  of  this  and  other 
facts  disclosed  by  the  record,  we  are  of  the  opinion  that  the  reason¬ 
able  allowance  to  which  these  taxpayers  were  entitled  for  the  year 
1919  should  be  computed  upon  the  basis  of  the  royalty  income 
received  within  the  year.  It  is  only  in  this  manner  that  taxpayers 
employing  the  cash  receipts  and  disbursements  method  of  reporting 
income  can  get  the  full  benefit  of  the  provision  of  section  214  (a) 
(10)  for,  if  a  taxpayer  employing  such  a  method  of  accounting 
should  for  any  reason  receive  no  royalties  from  such  source  and  had 
no  other  income  from  which  to  take  the  deduction  of  the  allowance 
for  depletion,  he  would  receive  no  benefit  from  the  statute;  and  if 
he  should  receive  in  a  subsequent  year  his  royalties,  as  the  facts 
show  was  true  in  the  case  of  these  taxpa}^ers,  he  would  be  required  to 
pay  a  tax  upon  the  entire  amount  thereof.  The  tax  is  an  annual  tax 
and  the  deductions  are  annual  deductions  and  it  is  the  intent  and 
purpose  of  the  statute  that  income  and  deductions  shall  be  treated 
consistently.  United  States  v.  Anderson ,  269  U.  S.  422;  United 
States  v.  Mitchell ,  271  U.  S.  9;  Appeal  of  Consolidated  Asphalt  Co ., 
1  B.  T.  A.  79;  Appeal  of  Henry  Reubel ,  1  B.  T.  A.  676.  Royalties 
are  income.  Sargent  Land  Co.  v.  Von  Baumloach ,  207  Fed.  423;  219 
Fed.  31;  242  U.  S.  503;  Alw or th- Stephens  Co.  v.  Lynch ,  278  Fed. 
959;  294  Fed.  190;  267  U.  S.  364.  In  the  last  mentioned  case  deple¬ 
tion  was  allowed  the  lessor  under  the  provisions  of  the  Revenue  Act 
of  1916  upon  the  basis  of  the  value  of  its  interest  in  the  mineral  rights 
and  the  royalties  received  within  the  year. 

The  leases  under  which  these  taxpayers  were  entitled  to  royalties 
are  not  before  the  Board,  and  the  facts  contained  in  the  record  show 
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that  these  taxpayers  received  royalties  amounting  to  $631,178.35. 
The  taxpayers  claimed  that  because  the  lessees  removed  from  the 
leased  premises  and  sold  during  the  year  3,884,272.70  barrels  of  oil 
and  that  under  the  terms  of  the  leases  and  the  “  division  order  ”  they 
had  a  “one-eighth  royalty  interest,”  (whatever  that  may  mean), 
they  were  entitled  to  an  allowance  for  depletion  computed  upon  one- 
eighth  of  this  number  of  barrels,  or  485,535.34  barrels,  notwith¬ 
standing  they  only  received  royalties  to  the  extent  of  $631,178.35,  the 
equivalent  of  the  sales  price  of  280,523.71  barrels  of  oil.  The  only 
basis  for  their  contention  is  that  the  Commissioner’s  regulation  pro¬ 
vides  that  depletion  in  the  case  of  oil  shall  be  computed  by  applying 
the  depletion  unit,  in  this  case  $1.50  a  barrel,  to  all  oil  produced 
within  the  year,  and  that  such  regulation  is  binding  upon  the  Com¬ 
missioner  and  the  Board.  These  taxpayers  were  not  engaged  in  pro¬ 
ducing  oil.  They  only  received  royalties.  It  is  apparent  from  the 
argument  of  the  Commissioner  in  this  case  that  the  allowance  for 
depletion  to  lessors  should  be  upon  the  basis  of  the  royalty  income 
received,  that  he  does  not  construe  his  regulation  as  taxpayers 
contend.  The  Board  does  not  construe  the  regulation  in  the 
manner  contended  for  by  the  taxpayers  and  therefore  fails  to  find 
merit  in  their  contention.  Article  210,  Regulations  45,  provides  as 
follows : 

(a)  Depletion  attaches  to  the  annual  production  •*  according  to  the  peculiar 

conditions  of  each  case  ”  and  when  the  depletion  actually  sustained,  whether 
legally  allowable  or  not,  from  the  basic  date,  equals  the  cost  or  value  on  the 
basic  date  plus  subsequent  allowable  capital  additions,  no  further  deductions 
for  depletion  will  be  allowed  except  in  consequence  of  added  value  arising 
through  discovery  or  purchase.  *  *  * 

(b)  When  the  value  of  the  property  at  the  basic  date  has  been  determined, 
depletion  for  the  taxable  year  shall  be  determined  by  dividing  the  value  re¬ 
maining  for  depletion  by  the  number  of  units  of  mineral  to  which  this  value  is 
applicable,  and  by  multiplying  the  unit  value  for  depletion,  so  determined,  by 
the  number  of  units  sold  within  the  taxable  year.  In  the  selection  of  a  unit 
for  depletion  preference  shall  be  given  to  the  principal  or  customary  unit  or 
units  paid  for  in  the  product  sold. 

These  Regulations  further  provide,  in  article  215  (b),  that — 

*  *  *  Where  the  owner  has  leased  a  mineral  property  for  a  term  of 

years  with  a  requirement  in  the  lease  that  the  lessee  shall  extract  and  pay 
for,  annually,  a  specified  number  of  tons,  or  other  agreed  units  of  measurement, 
of  such  mineral,  or  shall  pay,  annually,  a  specified  sum  of  money  which  shall 
be  applied  in  payment  of  the  purchase  price  or  royalty  per  unit  of  such  mineral 
whenever  the  same  shall  thereafter  be  extracted  and  removed  from  the  leased 
premises,  the  value  in  the  ground  to  the  lessor,  for  purposes  of  depletion,  of 
the  number  of  units  so  paid  for  in  advance  of  extraction  will  constitute  an 
allowable  deduction  from  the  gross  income  of  the  year  in  which  such  payment 
or  payments  shall  be  made ;  but  no  deduction  for  depletion  by  the  lessor  shall 
be  claimed  or  allowed  in  any  subsequent  year  on  account  of  the  extraction  or 
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removal  in  such  year  of  any  mineral  so  paid  for  in  advance  and  for  which 
deduction  has  once  been  made. 

Even  if  the  Regulations  could  be  construed  as  permitting  the  deduc¬ 
tion  of  an  allowance  for  depletion  to  a  lessor  receiving  royalties  and 
employing  the  cash  receipts  and  disbursements  basis  of  accounting 
on  units  of  measurement  in  excess  of  that  on  which  such  lessors 
received  income  from  royalties,  it  might  be  seriously  doubted  if  such 
a  method  would  be  a  proper  interpretation  of  the  statute.  The 
Commissioner  has  held  that  a  lessor  of  mining  property  who  waived 
his  rights  to  royalties  for  several  years  and  received  all  of  the  royal¬ 
ties  in  1917  was  entitled,  since  he  submitted  his  returns  for  those 
years  on  the  cash  receipts  and  disbursements  basis,  to  deduct  from 
income  received  in  1917  such  depletion  allowance  as  appertained  to 
that  income.  See  A.  R.  M.  17,  C.  B.  No.  2,  p.  144.  We  think  this 
holding  applied  the  correct  principle  and  followed  the  intendment 
of  the  statute.  All  that  the  statute  provides  is  that  in  computing 
net  income  there  shall  be  allowed  as  a  deduction  a  reasonable  allow¬ 
ance  for  depletion  “  according  to  the  peculiar  conditions  in  each 
case,”  and  this  reasonable  allowance  must  be  determined  in  the  light 
of  the  provisions  of  sections  212  and  213  of  the  Act  defining  gross 
and  net  income. 

As  stated  hereinbefore,  the  leases  are  not  before  us  and  we  do  not 
know  just  what  they  provided  regarding  the  payment  of  royalties. 
The  evidence  shows  that  the  oil  was  extracted  by  the  lessees  and 
run  into  their  tanks  located  upon  the  leased  premises;  that  they 
had  possession  of  the  oil  until  it  was  run  through  the  pipe  lines  and 
sold  to  others.  At  the  time  of  the  sale  the  purchaser  was  given 
some  kind  of  a  written  document  signed  by  the  lessor  and  the  lessee 
to  the  effect  that  the  taxpayers,  lessors,  were  to  be  paid  one-eighth 
of  the  purchase  price  of  the  oil.  The  purchaser  thereupon  paid  or 
credited  taxpayers  with  that  amount  and  they  reported  as  royalties 
received  that  portion  of  the  one-eighth  of  the  selling  price  received 
by  them  during  the  year  1919.  The  number  of  barrels  of  oil  upon 
which  taxpayers  claim  an  allowance  for  depletion,  to  wit,  485,535.34, 
represented  one-eighth  of  the  total  number  of  barrels  of  oil  sold 
to  the  pipe-line  companies  during  the  year. 

We  are  not  deciding  the  question  whether  if  a  lessor  under  the 
terms  of  a  lease  receives  instead  of  cash  a  certain  proportion  of  the 
oil  produced  by  the  lessees  he  thereupon  receives  taxable  income. 
That  question  is  not  before  us,  and,  if  it  were,  the  evidence  in  this 
case  is  insufficient  to  enable  us  to  decide  it.  All  that  we  decide  in 
connection  with  the  issues  presented  is  that  upon  the  facts  in  this 
case  these  taxpayers  received  royalties  to  the  extent  of  $631,178.35 
and  that  upon  the  unit  of  measurement  for  the  purpose  of  computing 
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the  depletion  deduction  they  were  entitled  to  depletion  from  280,- 
523.71  barrels  of  oil. 

In  view  of  our  conclusions  in  respect  of  the  depletion  allowance,  it 
may  not  be  said  that  the  cash  receipts  and  disbursements  method 
of  accounting  employed  by  these  taxpayers  did  not  clearly  reflect 
their  income. 

Waggoner  and  Greene  unconditionaly  sold  their  three-eighths  in¬ 
terest  in  a  certain  oil  and  gas  well  on  November  26,  1919.  All  that 
remained  to  be  done  before  they  became  unconditionally  entitled 
to  receive  the  $500,000  placed  in  escrow  was  for  them  to  furnish 
an  abstract  showing  good  and  merchantable  title  to  the  property 
sold.  Beyond  this  provision  the  transaction  was  in  all  other  respects 
a  completed  sale  on  November  26,  1919.  Waggoner  and  Greene 
were  given  fifteen  days  from  November  26  within  which  to  furnish 
abstract  of  title  to  the  property.  This  period  expired  on  December 
11,  1919.  Noble  &  Company  were  given  one  week  thereafter,  or 
until  December  18,  within  which  to  examine  the  abstract  and  point 
out  any  defects  therein.  Waggoner  and  Greene  were  then  given 
an  additional  two  weeks,  or  until  January  1,  1920,  within  which  to 
cure  any  defects  pointed  out.  At  some  date  prior  to  December  20, 
1919,  an  abstract  was,  furnished  in  which,  so  far  as  the  period  which 
it  covered  is  concerned,  the  attorney  for  Noble  &  Company  found 
no  defect.  On  December  20,  1919,  he  requested  that  a  supplemental 
abstract  covering  the  period  from  September  4,  the  last  date  covered 
by  the  first  abstract  furnished,  to  November  26,  1919,  be  furnished 
him.  This  supplemental  abstract  was  furnished  on  or  about  Decem¬ 
ber  27,  1919,  and  showed  good  and  merchantable  title.  The  convey¬ 
ance  specifically  provided  that  Waggoner  and  Greene  should  furnish 
the  abstract  within  fifteen  days;  that  Noble  &  Company  should  have 
one  week  thereafter  in  which  to  point  out  any  defects  in  the  title; 
that,  if  any  defects  were  pointed  out,  Waggoner  and  Greene  should 
then  have  two  weeks  from  the  end  of  the  said  one-week  period  to 
cure  such  defects  in  the  title  as  might  have  been  pointed  out, 
and  that  upon  such  defects  being  cured  the  purchase  and  sale 
should  at  once  be  consummated.  The  effect  of  this  provis'on  was 
that  since  Waggoner  and  Greene  had  furnished  an  abstract  showing 
good  and  merchantable  title  the  sale  should  become  absolute.  The 
completed  abstract  of  title  was  not  furnished  within  the  fifteen 
days,  nor  were  any  defects  pointed  out  by  Noble  &  Company  within 
one  week  after  the  expiration  of  the  fifteen  days  specified  or  at 
any  time  thereafter.  The  first  abstract  furnished  by  Waggoner  and 
Greene  was  satisfactory  to  Noble  &  Company  as  far  as  it  went. 
The  only  defect  pointed  out  was  that  the  abstract  was  not  complete 
and  a  supplemental  abstract  was  asked  for,  which  was  furnished 
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on  or  about  December  27,  1919,  showing  a  good  arid  merchantable 
title  to  the  interest  in  the  property  conveyed.  This  was  after  the 
expiration  of  the  fifteen  days  allowed  Waggoner  and  Greene  for 
furnishing  the  abstract  and  also  beyond  the  period  of  one  week 
allowed  Noble  &  Company  within  which  to  examine  the  abstract. 
The  time  for  furnishing  and  for  the  examination  of  the  abstract  was 
never  extended,  and  in  our  opinion  the  sale  became  completed  and 
consummated  on  December  27,  1919,  when  the  complete  abstract 
showing  good  and  merchantable  title  in  Waggoner  and  Greene  was 
furnished  to  Noble  &  Company.  Under  the  provisions  of  the 
conveyance  Noble  &  Company  did  not  have  a  period  of  one  week 
from  December  27,  1919,  within  which  to  examine  the  contract 
before  the  sale  should  become  consummated.  On  that  date  Wag¬ 
goner  and  Greene,  having  furnished  an  abstract  showing  good  and 
merchantable  title  as  required  by  the  conveyance,  could  have  de¬ 
manded  and  enforced  the  delivery  of  the  $500,000  purchase  price, 
and  it  would  have  been  incumbent  upon  Noble  &  Company  to  show 
that  their  title  to  the  property  conveyed  was  imperfect.  This, 
according  to  the  evidence,  it  could  not  have  done.  After  the  time 
specified  in  the  conveyance  within  which  the  abstract  should  be 
furnished  and  examined  had  expired,  no  modification  of  the  provi¬ 
sion  having  been  made  by  the  parties,  the  furnishing  of  the  abstract 
showing  good  and  merchantable  title  in  the  sellers  consummated 
the  sale,  and  the  taking  effect  of  the  sale  so  as  to  postpone  the 
realization  by  the  sellers  of  the  profit  thereon  could  not  be  post¬ 
poned  by  the  delay  of  Noble  &  Company  in  notifying  the  escrow 
agents  that  the  escrow  agreement  had  been  complied  with. 

The  purpose  of  Waggoner  and  Greene  from  the  beginning  was  to 
postpone  the  realization  of  the  profit  on  the  sale  of  their  three- 
eighths  interest  until  the  year  1920.  We  think  that  they  have  failed 
in  their  attempt  to  accomplish  this.  In  the  opinion  of  the  Board  the 
sale  became  a  completed  one  on  December  27,  1919. 

The  consideration  received  for  the  property  consisted  of  $150,000 
in  cash  and  three  interest-bearing  promissory  notes  executed  by  the 
Charles  F.  Noble  Oil  &  Gas  Co.,  one  for  $150,000  due  March  1,  1920, 
one  for  $100,000  due  June  1,  1920,  and  one  for  $100,000  due  Septem¬ 
ber  1,  1920. 

The  Commissioner  held  that  the  profit  on  the  sale  was  realized  in 
the  year  1919,  that  the  promissory  notes  were  the  equivalent  of  cash, 
and  that  Waggoner’s  profit  on  the  transaction  was  $222,607.15.  The 
taxpayer  stated  “  the  agreed  consideration  was  $500,000,  of  which 
one-half  was  to  go  to  Waggoner.  The  profit  of  these  taxpayers  in 
this  transaction  is  admittedly  $222,607.15.  The  question  at  issue  is 
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the  year  in  which  the  profit  is  to  be  reported.”  In  the  opinion  of  the 
Board  the  Commissioner’s  determination  that  the  profit  was  realized 
in  1919  was  correct  and  is  approved. 

Judgment  will  be  entered  on  20  days'  notice , 
under  Rule  50. 

Milliken  not  participating. 

Arundell,  Phillips  and  Trammell,  dissent  from  the  decision 
reached  on  the  last  issue  discussed. 


Appeal  of  Lenox  Land  Co. 

Docket  No.  1083.  Promulgated  January  26,  1927. 

Value  of  a  leasehold  at  date  paid  in  to  a  corporation  for  stock 
and  of  the  same  property  at  March  1,  1913,  determined  for  invested 
capital  and  exhaustion  purposes. 

W.  H.  Cloud ,  Esq.,  and  Eugene  M.  Lynn ,  G .  P.  A .,  for  the  peti¬ 
tioner. 

Arthur  J .  Seaton ,  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  a  deficiency  in  income 
and  profits  taxes  for  the  year  1920,  in  the  amount  of  $8,278.65.  The 
questions  involved  are  the  value  at  the  date  of  acquisition  of  a  certain 
leasehold  for  invested  capital  and  its  value  at  March  1,  1913,  as  the 
basis  for  a  deduction  for  exhaustion. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Missouri  corporation  with  its  principal  place 
of  business  in  Kansas  City.  It  was  incorporated  on  December  15, 
1904,  with  a  paid-up  capital  in  the  amount  of  $50,000. 

On  February  5,  1895,  It.  C.  and  Hannah  T.  Walpole  leased  the 
land  in  question  to  Willard  Carl  Feld  for  a  term  of  99  years,  begin¬ 
ning  August  12,  1895,  and  ending  August  12,  1994.  This  lease 
reserved  a  rental  of  $6,000  per  year  for  the  first  ten  years,  and  pro¬ 
vided  for  an  appraisal  at  the  expiration  of  such  term,  and  of  each 
succeeding  ten-year  period,  and  that  the  annual  rental  to  be  reserved 
for  each  term  should  be  6  per  cent  of  the  appraised  value.  The 
lessee  was  empowered  to  improve  the  property  as  he  might  desire, 
and  it  was  provided  that  he  should  own  all  improvements,  condi¬ 
tioned  upon  his  payment  of  all  rents  due,  and  taxes  and  assessments. 
If  he  surrendered  the  lease  or  defaulted  in  any  payment  to  which 
he  was  obligated  thereunder  between  any  valuation  dates,  all  im¬ 
provements  were  to  become  the  property  of  the  lessor. 
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The  lease  contained  the  following  provision  for  cancellation  and 
surrender  at  the  end  of  any  revaluation  period : 

Sai(J  Feld,  his  heirs,  representatives  or  assigns,  shall  have  the  right  and 
privilege  of  improving  said  property  as  he  or  they  may  desire,  and  he  or  they 
shall  have  the  right  and  privilege  of  surrendering  this  lease  and  terminating 
this  tenancy  at  the  expiration  of  any  period  of  ten  years  for  which  said  real 
estate  may  have  been  appraised,  as  above  provided,  and  upon  the  payment  of 
any  and  all  rent  which  may  be  due  upon  said  premises  and  of  any  and  all 
taxes  and  assessments,  general  and  special,  which  may  be  assessed  or  levied 
upon  said  property,  he  or  they  shall  own  all  improvements  which  may  have 
been  placed  upon  said  lot  and  shall  have  the  right  and  privilege  of  removing 
the  same  therefrom. 

On  August  17,  1899,  Jeremiah  S.  Lillis,  representing  the  Lillis 
family,  purchased  the  leasehold  for  a  consideration  of  $53,000. 
Prior  to  1905,  title  to  the  fee  was  acquired  from  the  Walpoles  by 
Ada  M.  Pulliam.  On  April  28-,  1905,  an  agreement  was  entered 
into  by  Pulliam  and  Lillis,  the  then  parties  in  interest,  which  modi¬ 
fied  the  original  lease  as  follows:  Kental  from  August  12,  1905,  to 
August  12,  1915,  was  fixed  at  $10,000  per  year,  and  from  the  latter 
date  to  August  12,  1925,  at  $12,000  per  year ;  within  two  years  from 
date  the  lessee  was  to  begin  the  construction  of  a  building  on  the 
leased  lot  at  a  cost  of  not  less  than  $30,000.  Pursuant  to  this  condi¬ 
tion,  Lillis  erected  a  building,  which  was  completed  early  in  1908, 
at  a  cost  of  $105,091.80. 

On  March  17,  1908,  the  petitioner  acquired  the  leasehold  and 
building,  and  in  payment  therefor  issued  all  of  its  capital  stock  of 
the  par  value  of  $50,000  for  distribution  among  the  members  of  the 
Lillis  family.  On  March  20,  1916,  the  petitioner  and  the  owner  of 
the  fee  agreed  to  the  cancellation  of  the  provisions  for  tenth-year 
appraisals  and  substituted  therefor  an  agreement  that  the  rental  for 
the  remainder  of  the  term  of  the  lease  subsequent  to  August  13,  1925, 
should  be  $20,000  per  year,  payable  in  equal  monthly  installments. 
As  consideration  for  the  abrogation  of  the  reappraisal  provisions  of 
the  lease,  the  petitioner  paid  the  owner  of  the  fee  the  amount  of 
$30,000,  which  the  parties  to  this  appeal  agree  is  to  be  regarded  as 
a  part  of  the  cost  of  the  leasehold.  On  October  3,  1919,  the  peti¬ 
tioner  sold  the  building  for  $100,000,  under  a  contract  to  retain  pos¬ 
session  and  the  receipt  of  all  rentals  from  subleases  until  July  31, 
1925,  on  terms  and  conditions  that  are  not  material  to  the  issues 
involved  in  this  appeal. 

From  1908  until  January  1,  1913,  the  petitioner  operated  the  prop¬ 
erty  in  its  own  interest  and  received  gross  rentals  as  follows:  1908, 
$48,499.65;  1909,  $53,087.89;  1910,  $56,713.21;  1911,  $59,077.42;  1912, 
$56,253.42.  From  1913  until  1918,  inclusive,  the  rentals  varied  from 
$41,083.31  to  $48,610.39,  and  from  1919  to  1924,  the  gross  average 
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annual  rental  was  $45,000.  From  1908  to  1912,  inclusive,  the  average 
net  income  from  the  property  was  $81,659.20  per  annum. 

The  leasehold  covers  a  lot  located  at  the  southwest  corner  of  the 
intersection  of  Eleventh  and  Walnut  Streets  in  Kansas  City,  Mo., 
and  is  within  what  real  estate  men  call  the  “  100  per  cent  ”  down¬ 
town  business  district  of  that  city,  in  which  land  values  are  rapidly 
increasing.  At  the  time  of  the  acquisition  of  the  leasehold  by  the 
petitioner,  the  city^  had  a  population  of  230,000,  which  was  rapidly 
increasing.  The  lot  is  one  of  the  best  business  locations  in  the  city. 

In  its  income  and  profits-tax  return  for  1920,  the  petitioner 
claimed  a  value  for  the  leasehold  in  the  computation  of  its  statutory 
invested  capital  in  the  amount  of  $400,000  as  of  the  date  of  its  acqui¬ 
sition.  Upon  the  audit  of  such  return,  the  Commissioner  reduced 
the  value  of  the  leasehold  to  $191,364.80  at  March  IT,  1908,  and  de¬ 
termined  the  deficiency  for  1920,  and  from  such  determination  this 
appeal  is  taken. 

The  depreciated  cost  of  the  improvements  on  the  leasehold  at 
March  1,  1913,  was  $94,582.60. 

The  actual  cash  value  of  the  leasehold  acquired  by  the  petitioner 
on  March  IT,  1908,  was,  on  that  date  $225,000,  and  at  March  1,  1913, 
it  had  a  fair  market  value  of  $160,000. 

OPINION. 

Lansdon  :  Each  party  insists  that  the  only  problem  presented  is 
the  determination  of  the  cash  value  of  the  leasehold  in  question 
when  it  was  acquired  by  the  petitioner  in  exchange  for  shares  of 
stock  at  March  IT,  1908.  At  the  same  time  the  parties  agree  that 
such  valuation  must  be  the  basis  for  the  computation  of  the  peti¬ 
tioner’s  invested  capital,  and  also  for  the  determination  of  the  an¬ 
nual  exhaustion  of  the  capital  value  of  the  leasehold.  In  the  light 
of  the  statutory  provision  for  excess-profits  credits  and  of  the  rule 
established  by  the  Board  in  the  Appeal  of  Grosvenor  Atterbury , 
1  B.  T.  A.  169,  and  the  Appeal  of  Hotel  de  France  Co.,  1  B.  T.  A. 
28,  it  is  obvious  that  we  must  find  the  value  at  March  IT,  1908,  as  an 
element  of  invested  capital,  and  at  March  1,  1913,  as  a  basis  for 
annual  exhaustion  for  years  subsequent  thereto. 

The  petitioner  contends  that  at  March  IT,  1908,  the  leasehold  had 
a  value  of  not  less  than  $400,000.  In  our  judgment  the  facts  adduced 
are  not  sufficient  to  establish  such  value.  The  leasehold  cost  the 
petitioner  $53,000  in  1895.  Early  in  1908,  the  property  was  im¬ 
proved  by  the  completion  of  a  six-story  steel  and  brick  building  at  a 
cost  of  $105,991.80.  At  March  IT,  1908,  little,  if  any,  income  had 
been  received  from  the  improved  property,  but  space  in  the  building 
had  been  leased  on  terms  that  yielded  an  average  annual  net  income 
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for  the  years  1908  to  1912,  inclusive,  in  the  amount  of  $31,659.20. 
All  such  income  accrued  subsequent  to  the  date  with  which  we  are 
concerned,  and,  while  it  may  have  some  weight  as  corroborative  evi¬ 
dence  of  value  ascertained  by  appraisement  or  otherwise,  it  is  clear 
that  it  can  not  be  used  as  the  basis  for  our  determination.  It  is 
necessary,  therefore,  to  resort  to  collateral  evidence,  and  to  consider 
the  opinion  of  a  witness  reputed  to  be  an  expert  in  the  valuation  of 
real  property  in  Kansas  City. 

In  support  of  its  contention  the  petitioner  called  three  witnesses — 
a  real  estate  operator  and  two  certified  public  accountants.  The  real 
estate  man  testified  that  the  entire  property,  made  up  of  the  fee,  the 
leasehold,  and  the  building,  had  a  value  of  $800,000  at  March  17, 
1908.  He  was  unable  to  show  that  any  sales  of  similar  property  in 
the  same  locality  at  about  the  same  time  supported  his  estimate. 
With  $800,000  as  the  basis  of  his  computation,  and,  taking  into  con¬ 
sideration  the  rentals  reserved  and  also  the  peak  rental  which  was  not 
established  until  1919,  the  witness  estimated  the  value  of  the  fee  to 
have  been  $280,000.  He  arrived  at  this  figure  by  capitalizing  its 
earnings  at  5  per  cent.  Subtracting  the  amount  so  obtained  and 
the  cost  of  the  building  from  the  assumed  basic  value  of  $800,000, 
he  reached  the  conclusion  that  the  leasehold  had  a  value  of  $415,000 
at  the  date  of  acquisition. 

The  first  accountant  corroborated  the  testimony  of  the  real  estate 
operator.  By  applying  Hoskold’s  formula  for  finding  the  present 
worth  of  future  income  to  the  average  net  annual  receipts  from  sub¬ 
leases  for  the  five  years  from  1908  to  1912,  inclusive,  and  subtracting 
the  cost  of  the  building  from  the  result,  he  arrived  at  a  value  of 
$415,000.  The  second  accountant  testified  that  a  99-year  lease  is  in 
effect  a  title  to  the  fee,  and  that  annual  reductions  from  reserved 
rentals  for  the  purpose  of  extinguishing  capital  value  are  so  small 
that  for  all  practical  purposes  they  may  be  ignored. 

The  Commissioner  contends  that  the  leasehold  had  a  value  of 
only  $191,364.80  at  the  date  of  its  acquisition.  To  support  his  esti¬ 
mate  he  proved  that  a  leasehold  on  an  equally  desirable  property 
just  across  the  street,  on  which  ground  rentals  in  the  amount  of 
$20,000  were  reserved,  was  sold  for  $100,000  at  about  the  time  the 
petitioner  acquired  the  property  in  question,  but  offered  no  other 
evidence  to  sustain  his  position. 

We  are  unable  to  accept  either  the  petitioner’s  or  the  Commis¬ 
sioner’s  estimates  of  value.  The  methods  used  by  witnesses  for  the 
petitioner  are  empirical  and  involve  so  many  doubtful  and  unknown 
factors  that  they  can  not  safely  be  used  as  the  basis  for  our  deter¬ 
mination.  The  Commissioner’s  argument  that  the  value  should  be 
measured  by  the  selling  price  of  a  99-year  lease  on  a  similar  property 
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just  across  the  street  is  of  slight  weight,  since  cross  examination  of 
witnesses  disclosed  that  such  sale  was  made  in  conditions  that  pre¬ 
vented  the  owner  from  realizing  full  market  value  for  the  property. 

We  are  convinced  that  the  leasehold  in  question  had  a  fair  market 
value  at  March  17,  1908,  in  excess  of  the  amount  found  by  the  Com¬ 
missioner,  but  substantially  less  than  that  asserted  by  the  petitioner, 
and  we  have  fixed  such  value  at  $225,000,  which  should  be  included 
in  the  petitioner’s  invested  capital  for  the  taxable  year.  It  is  in 
evidence  that  at  March  20,  1916,  the  petitioner  paid  the  owner  of 
the  fee  $30,000  in  consideration  for  certain  modifications  in  the  terms 
of  the  lease.  The  payment  was  made  from  surplus  or  from  addi¬ 
tional  amounts  paid  in  to  the  petitioner  by  its  stockholders,  and,  in 
either  event,  should  be  included  in  the  computation  of  the  petitioner’s 
statutory  invested  capital  for  the  taxable  year. 

Having  determined  the  value  of  the  leasehold  in  question  for  in¬ 
vested  capital  purposes  at  March  17,  1908,  and  at  January  1,  1919,  it 
now  becomes  necessary  to  ascertain  its  value  at  March  1,  1913,  as  a 
basis  for  annual  deductions  for  exhaustion. 

Before  we  proceed  with  a  computation  of  value  we  must  first  de¬ 
termine  the  term  of  years  to  be  used  as  the  time  factor  of  our  calcu¬ 
lations.  In  the  light  of  all  the  conditions  contained  therein,  is  the 
lease  for  a  term  of  81  y2  years  or  12y2  years  from  March  1,  1913?  Do 
the  recapture  clauses  constitute  a  practical  termination  of  the  lease 
at  the  end  of  each  revaluation  period  ?  A  careful  study  of  the  terms 
of  the  instrument  here  in  question  indicates  that  it  is  no  more  than 
a  lease  for  ten  years,  in  which  the  lessor  grants  the  lessee  an  option 
of  renewal  on  certain  conditions  that  are  specifically  set  forth.  The 
lessee  is  under  no  obligation  to  renew  his  tenancy  at  any  rental  fixed 
in  the  lease  or  in  advance  of  the  reappraisal  provided.  Without 
action  and  acceptance  on  its  part  of  new  terms  that  never  can  be 
known  in  advance  of  ten-year  appraisals,  the  lessee  is  free  to  retire 
and  remove  his  property  from  the  ground.  So  far  as  it  relates  to  any 
term  beyond  which  a  revaluation  of  the  ground  has  been  made  and  a 
new  rental  rate  accepted  by  the  lessee,  the  instrument  is  a  unilateral 
contract  unenforceable  against  the  lessee,  who  has  perfect  liberty  to 
exercise  his  option  and  continue  his  tenancy  under  the  new  terms 
fixed  by  appraisal  or  to  withdraw  if  his  interests  or  inclinations 
prompt  such  action. 

We  can  not  know  that  the  net  differential  between  ground  rental 
and  income  from  subleases  will  continue  beyond  the  first  recapture 
date.  By  that  time  it  is  fair  to  assume  that  6  per  cent  on  the  increas¬ 
ing  value  of  the  fee  will  absorb  most  of  the  differential.  During  the 
same  period  the  building  will  have  depreciated  physically  and  will 
have  become  more  and  more  unsuitable  for  profitable  business  uses, 
and,  by  1925,  it  will  be  necessary  to  expend  large  amounts  in  modern- 
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izing  the  original  structure  or  in  its  demolition  and  the  construction 
of  a  new  building  in  keeping  with  the  economic  possibilities  of  the 
location.  It  is  impossible  to  forecast  the  effect  of  these  factors  on  the 
differential  in  rentals  which  may  be  entirely  absorbed  or  greatly 
increased,  but  it  is  so  indefinite  and  uncertain  that  it  can  not  be  used 
as  a  factor  in  computing  value  for  the  leasehold  beyond  the  recapture 
date  at  which  the  lessee  has  the  privilege  of  cancellation  and  surren¬ 
der.  We  are  of  the  opinion,  on  the  evidence,  that  the  value  of  the 
leasehold  at  March  1,  1913,  should  be  computed  on  the  basis  of  the 
12 y2  years  to  elapse  before  another  revaluation  is  due  to  be  made. 

In  arriving  at  the  value  at  March  1,  1913,  of  the  leasehold  here  in 
question,  which  we  have  set  forth  in  our  findings  of  fact,  we  have 
considered  ground  rentals,  gross  income  for  the  five  years  preceding 
that  date,  the  differential  between  ground  rentals  and  gross  income, 
the  capital  value  of  the  improvements,  and  the  remaining  effective 
term  of  the  lease.  The  petitioner  is  entitled  to  annual  deduction  from 
its  gross  income  of  aliquot  parts  of  $160,000  from  March  1,  1913,  to 
July  28,  1925. 

Judgment  will  be  entered  on  15  days'*  notice , 
under  Rule  50. 


Appeal  of  Lucas  E.  Moore  Stave  Go. 

Docket  No.  5146.  Promulgated  January  26,  1927. 

On  the  facts  stated,  held ,  that  the  petitioner  and  the  Irvington 
Cooperage  Co.  were  affiliated  during  the  year  1920. 

Samuel  V.  Markley ,  Esq .,  for  the  petitioner. 

Percy  S.  Crewe ,  Esq.,  for  the  Commissioner. 

This  is  an  appeal  from  the  determination  of  a  deficiency  in  income 
and  profits  tax  in  the  amount  of  $11,755.44  for  the  year  1920.  The 
only  question  involved  is  whether  the  petitioner  was  affiliated  with 
the  Irvington  Cooperage  Co.  (hereinafter  referred  to  as  the  Irvington 
Company). 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Louisiana  corporation  with  principal  place  of 
business  in  New  York  City. 

The  Irvington  Company  was  incorporated  in  March,  1920.  On 
July  9,  1920,  this  corporation  issued  capital  stock  as  follows : 

Shares. 


Lucas  E.  Moore  Stave  Co _ 185  (4 

Charles  Ossner _  62 

A.  T.  Knox  (in  trust  for  petitioner) _  1 

Frank  J.  Davidson _ * _ _  1 


Total _ 250 
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W.  K.  Knox  was  president  of  the  Lucas  E.  Moore  Stave  Co. 

Charles  Ossner  was  president  and  also  foreman  of  the  Irvington 
Company.  The  stock  issued  to  him  was  issued  in  exchange  for 
machinery  valued  at  $6,250  which  he  had  installed.  On  the  same 
date  as  the  issuance  of  stock,  July  9,  1920,  Ossner  indorsed  in  blank 
his  certificate  for  62y2  shares  and  delivered  it  to  A.  T.  Knox,  who 
was  vice  president  and  treasurer  of  the  petitioner  and  vice  president 
of  the  Irvington  Company.  On  the  same  date  Ossner  executed  an 
option  reading  as  follows : 

For  and  in  consideration  of  the  sum  of  $1.00  receipt  of  which  is  hereby 
acknowledged,  I  agree  to  sell  to  the  Lucas  E.  Moore  Stave  Company,  at  any 
time  prior  to  January  1,  1927,  the  6214  shares  of  stock  in  the  Irvington  Cooper¬ 
age  Company  which  I  now  own,  for  and  in  consideration  of  not  less  than  the 
sum  of  $6,250.00  or  the  book  value  of  said  stock,  provided  the  book  value  be  in 
excess  of  the  cost  thereof. 

(Signed)  C.  Ossner. 

No  transfers  of  stock  were  recorded  on  the  stock  book  of  the 
Irvington  Company  in  1920. 

The  petitioner  purchased,  paid  for,  and  delivered  to  the  Irvington 
Company  all  materials  and  supplies  used  by  the  latter.  These  ma¬ 
terials  and  supplies  wTere  charged  by  the  petitioner  at  cost  to  the 
Irvington  Company  on  its  books,  which  were  kept  at  the  office  of 
the  petitioner  in  New  York.  The  Irvington  Company  maintained 
no  office  of  its  own. 

With  the  exception  of  a  few  small  cash  sales,  the  petitioner  made 
all  sales  of  the  product  of  the  Irvington  Company.  In  making 
sales  the  petitioner  in  its  own  name  billed  the  goods  to  the  purchaser 
and  collected  the  payments  and  credited  the  receipts  to  the  Irving¬ 
ton  Company,  which  service  was  performed  without  charge  to  the 
Irvington  Company. 

During  the  year  1920  the  petitioner  advanced  to  the  Irvington 
Company  the  sum  of  $98,038.98,  upon  which  it  neither  charged  nor 
received  interest. 

The  meetings  of  the  directors  of  the  Irvington  Company  were 
usually  attended  by  A.  T.  Knox,  Davidson,  and  Ossner. 

OPINION. 

Love  :  We  are  of  opinion  from  the  evidence  that  the  stock  of  the 
Irvington  Cooperage  Co.  was  owned  or  controlled  by  the  petitioner 
and  that  it  was  affiliated  within  the  meaning  of  section  240  of  the 
Revenue  Act  of  1918. 

Judgment  will  be  entered  for  the  'petitioner. 
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Appeal  of  Stevens  &  Thompson  Paper  Go.  (and  Stevens  & 

Thompson  Co.). 

Docket  No.  3501.  Promulgated  January  26,  1927. 

1.  Invested  capital. — The  taxpayer’s  surplus  at  the  beginning  of 
each  of  the  years  under  consideration  was  properly  reduced 
by  the  prorated  amount  of  the  prior  year’s  income  and  profits 
taxes  computed  according  to  existing  regulations,  and  under  the 
provisions  of  section  1207  of  the  Revenue  Act  of  1926. 

2.  Invested  capital. — The  taxpayer’s  surplus  at  the  beginning 
of  each  taxable  period  was  properly  reduced  by  the  amount  of 
additional  income  taxes  found  to  be  due  for  the  years  1913  to 
1915,  inclusive.  Appeal  of  Harriet  Cotton  Mills,  5  B.  T.  A.  734, 
followed. 

3.  Invested  capital. — Invested  capital  at  the  beginning  of  a 
fiscal  year  may  not  be  reduced  in  determining  the  extent  to  which 
a  dividend  is  paid  from  current  earnings  by  a  tentative  tax 
theoretically  set  aside  out  of  such  earnings  pro  rata  over  the 
year.  Appeal  of  L.  8.  Ayers  &  Co.,  1  B.  T.  A.  1135,  followed. 

J.  R.  Little ,  Esq.,  for  the  petitioner. 

M.  N.  Fisher ,  Esq.,  for  the  Commissioner. 

The  original  petition  in  this  case  raised  the  issue  as  to  whether 
the  petitioner  was,  during  the  taxable  years  mentioned,  affiliated 
with  the  Walloomsac  Paper  Co.,  which  affiliation  the  Commissioner 
had  denied.  Shortly  before  the  trial  the  petitioner  filed  an  amended 
petition  as  a  complete  substitute  for  the  original,  abandoned  its  issue 
respecting  affiliation,  and  set  up  only  the  contentions — 

(1)  That  the  Commissioner  had  erroneously  reduced  invested 
capital  by  the  elimination  of  income  and  profits  taxes  due  to  be  paid 
during  the  current  year. 

(2)  That  the  Commissioner  had  erroneously  reduced  invested 
capital  by  reducing  the  amount  of  current  earnings  applicable  to  the 
payment  of  dividends  by  a  so-called  tentative  tax  computation. 

The  amended  petition  filed  prior  to  the  passage  of  the  Revenue 
Act  of  1926  was  drawn  with  the  apparent  purpose  of  raising  these 
two  issues  in  respect  both  to  the  computation  of  deficiencies  and 
the  computation  of  overassessments  covering  the  years  and  taxable 
periods  from  1917  to  a  fiscal  year  ended  June  30,  1920.  In  view  of 
the  provisions  of  the  Revenue  Act  of  1926  limiting  the  jurisdiction 
of  the  Board  only  to  those  taxable  years  or  periods  in  which  defi¬ 
ciencies  are  asserted,  the  findings  of  fact  hereinafter  set  forth  are 
made  to  include  only  the  essential  facts  relating  to  the  computation 
of  deficiencies  for  the  fiscal  year  ended  March  31,  1917,  and  the  fiscal 
year  ended  June  30,  1919,  and  in  respect  to  the  issues  as  disclosed  by 
amended  petition.  The  amounts  of  the  deficiencies  asserted  are  for 
the  fiscal  year  ended  March  31,  1917,  $2,345.45,  and  for  the  fiscal 
year  ended  June  30,  1919,  $34,266.26. 
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FINDINGS  OF  FACT. 

The  Stevens  &  Thompson  Paper  Co.  and  the  Stevens  &  Thompson 
Co.  are  corporations  engaged  in  the  manufacture  of  paper  at  North 
Hoosick,  N.  Y.,  both  having  been  in  business  since  prior  to  the  year 
1909.  The  deficiency  letters,  which  are  the  basis  of  this  proceeding, 
were  dated  February  20,  1925,  and  show  the  results  of  an  audit  of 
all  the  corporation  excise,  and  income  and  profits-tax  returns  made 
by  the  petitioner  and  the  Stevens  &  Thompson  Co.  for  all  the  years 
and  taxable  periods  from  January  1,  1909,  to  June  30,  1920,  and 
show  various  readjustments  of  invested  capital  for  all  or  nearly 
all  of  said  years  and  periods,  resulting  in  additional  corporation 
excise  taxes  against  each  of  the  companies  for  the  years  1909  to  1912, 
inclusive,  and  additional  income  taxes  for  the  years  1913  to  1916, 
inclusive.  The  total  of  such  additional  income  taxes  asserted 
against  the  two  companies  for  those  years  are  as  follows: 

3913 - $183.73 

1914  -  303.  91 

1915  -  187.  86 

1916  _ 8.  73 

Total _  684.  23 

The  total  of  the  corporation  excise  taxes  asserted  for  the  years  from 
1909  to  1912,  inclusive,  against  the  two  companies  is  $1,853.83. 

In  computing  the  deficiency  for  the  fiscal  year  ended  March  31, 
1917,  the  Commissioner  reduced  invested  capital  by  the  sum  of  the 
amounts  of  additional  and  prorated  taxes  as  follows : 

1913  Additional  income  tax _ $183.  73 

1914  Additional  income  tax _  303.  91 

1915  Total  income  tax  prorated _  956.  70 

The  Commissioner  further  reduced  the  invested  capital  for  that 
period  by  eliminating  $30,030.12  on  account  of  a  dividend  paid 
April  30,  1916,  arriving  at  the  deduction  by  use  of  a  tentative  tax 
computation  as  follows: 

Invested  capital  (tentative) _ $906,203.03 

Net  income  for  year  (books) _  206,710.36 

Tentative  tax _  13,  629.  23 

Available  for  dividends -  193,  081. 13 

Dividend  paid  April  30,  1916 _  41,  876.  47 

Amount  of  current  earnings  reduced  by  tentative  tax 

available  for  dividends _  10, 190.  39 

Paid  out  of  surplus _  31,  686.  08 

Prorated  for  11  months _  30,  013.  75 

In  computing  the  deficiency  for  the  fiscal  year  ended  June  30,  1919, 
the  Commissioner  reduced  invested  capital  on  account  of  income 
taxes  as  follows : 
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Additional  income  tax  for  the  year  1913 -  $183.  73 

Additional  income  tax  for  the  year  1914 -  303.  91 

Additional  income  tax  for  the  year  1915 -  187.  86 

Prorated  tax  for  the  year  1918 -  3,  728.  58 


OPINION. 

Trussell:  The  Commissioner’s  action  in  reducing  taxpayers’  sur¬ 
plus  at  the  beginning  of  the  several  periods  here  under  consideration 
by  the  amount  of  the  prior  year’s  income  and  profits  taxes  appears 
to  have  been  made  in  accordance  with  existing  regulations,  and 
under  the  provision  of  section  1207  of  the  Revenue  Act  of  1926  such 
reduction  of  invested  capital  must  be  approved. 

The  computations  of  additional  income  taxes  for  the  years  1913 
to  1915,  inclusive,  as  made  by  the  Commissioner,  do  not  appear  to  be 
questioned  or  to  be  in  any  way  in  issue  in  this  proceeding.  We  must 
therefore  conclude  that  the  amounts  of  such,  taxes  were  due  and 
owing  to  the  United  States  prior  to  the  beginning  of  the  taxable 
year  ended  March  31,  1917,  and,  following  the  rule  laid  down  in  the 
Appeal  of  Harriet  Cotton  Mills ,  5  B.  T.  A.  734,  we  must  hold  that 
they  were  for  that  and  each  subsequent  period  here  under  considera¬ 
tion  properly  eliminated  from  invested  capital. 

We  have  heretofore  held  in  the  Appeal  of  L.  S.  Ayers  d  Co .,  1  B. 
T.  A.  1135,  that  in  the  computation  of  invested  capital  for  any  period 
the  amount  of  current  earnings  applicable  to  dividends  paid  during 
such  period  may  not  be  reduced  by  a  tentative  tax  computation.  In 
the  instant  case  it  appears  that  the  consolidated  net  income  for  the 
period  ended  March  31,  1917,  was  $206,710.36;  that  under  the  rule 
of  the  Ayers  case,  supra ,  one-twelfth  of  that  amount  was  current  earn¬ 
ings  applicable  to  the  payment  of  dividends  on  April  30,  1916;  that 
the  total  tax  liability  of  these  taxpayers  for  that  period  was  found 
by  the  Commissioner  to  be  $13,636.74.  It  is  thus  seen  that  the  tax¬ 
payers’  profits  and  income  for  the  fiscal  year  were  much  more  than 
sufficient  to  cover  the  amount  of  current  earnings  distributed  in 
dividends  on  April  30,  1916,  and  the  total  tax  liability  for  the  full 
year.  And,  therefore,  without  discussing  when  income  and  profits 
taxes  may  be  said  to  accrue,  we  are  convinced  that  the  rule  in  the 
Ayers  case,  supra ,  must  govern  in  the  instant  case. 

Order  of  redetermination  will  be  made  upon 
15  days ’  notice ,  pursuant  to  Rule  50 ,  and 
judgment  entered  in  due  course. 
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Accounting ;  periods;  return  for  9-month  period;  actual  income  or 
proration  of  income  for  entire  fiscal  year.  Inventories ;  methods; 
cost  accounting ;  evidence. 

Braly-Ferguson  Gin  Co _  1290 

Net  losses;  1921;  deduction  in  1922. 

Clark,  Janies  T.,  Co _  1291 

Invested  capital;  capital  and  business  expenditures ;  tools  and  fix¬ 
tures  charged  to  expense;  real  estate;  additions ,  improvements, 
and  local  taxes. 

Dixie  Groves  &  Cattle  Co _  1274 

Losses;  sustained  in  1920,  deduction  in  1922. 

Herenden,  Ellen  C.,  Estate _  1217 

See  Union  Trust  Co.  of  Cleveland,  Ohio,  Executor. 

Hoke,  George _  1247 

Credits;  taxes;  25%  deduction  by  partner  on  calendar  year  basis; 
share  of  profits  of  partnership  on  fiscal  year  basis. 

Interurban  Construction  Co _  1292 

•  Gain  or  loss;  sales;  stock  of  subsidiary  company. 

Kniftin,  Leonard _  1274 

See  George  W.  Megeath. 

Lautz  Marble  Corporation _  1287 

Depreciation ;  value;  building  and  tools. 

Malone,  Edwin  B _  1226 

Invested  capital ;  Act  1917,  individual  business;  change  of  ownership 
of  business  but  not  of  assets;  cash  value  of  assets  on  Jan.  1,  1915; 
personal  assets  not  paid  in  to  business. 
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mination  of  earnings  available  for  dividends ;  prior  year  taxes. 
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A.  M.  Robinson  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  5652.  Promulgated  January  27,  1927. 

1.  Invested  capital  may  not  be  reduced  in  determining  the  ex¬ 
tent  to  which  a  dividend  is  paid  from  current  earnings  of  a  year 
by  a  “  tentative  tax  ”  theoretically  set  aside  out  of  such  earnings 
pro  rata  over  such  year. 

2.  In  the  absence  of  evidence  that  the  action  of  the  respondent 
in  reducing  invested  capital  on  account  of  depreciation  sustained 
was  erroneous,  his  action  is  approved. 

Sidney  J.  Hayles ,  C.  P.  A.:  for  the  petitioner. 

Ward  Loveless ,  Esq .,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in  in¬ 
come  and  profits  tax  for  the  fiscal  year  ended  October  31,  1920,  in 
the  amount  of  $883.47.  The  deficiency  results  from  the  action  of  the 
respondent  in  (1)  deducting  from  invested  capital  a  tentative  tax 
computed  in  connection  with  a  dividend  paid  during  the  year;  (2) 
in  disallowing  a  portion  of  the  deduction  claimed  for  depreciation 
on  machinery,  equipment,  furniture  and  fixtures;  (3)  in  reducing 
invested  capital  by  the  amount  of  a  rejected  claim  for  the  abate¬ 
ment  of  additional  income  and  profits  taxes  for  1918;  (4)  in  reduc¬ 
ing  invested  capital  by  the  amount  of  adjusted  income  and  profits 
taxes  for  the  year  1919,  prorated;  and  (5)  in  excluding  from  in¬ 
vested  capital  the  amount  of  a  reserve  for  depreciation  which  had 
been  written  off  by  the  petitioner  but  restored  by  it  to  the  books. 
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FINDINGS  OF  FACT. 

The  petitioner  is  a  Georgia  corporation  with  its  principal  office  at 

Atlanta.  During  the  period  involved  in  the  appeal  it  operated  two 
plants,  one  known  as  the  manufacturing  plant  and  the  other  as  the 

Robinson  Shirt  Co.  On  January  5,  1920,  the  petitioner  paid  a  cash 
dividend  of  $51,250.  Its  books  were  not  closed  on  that  date  nor  wTas 
its  net  income  otherwise  determined  for  the  expired  portion  of  the 
taxable  year. 

The  respondent  determined  the  taxpayer’s  net  income,  including 
dividends,  to  be  $166,868.53  for  the  entire  year  ended  October  31, 
1920.  A  tentative  tax  of  $33,121.64  was  determined  by  the  respon¬ 
dent  upon  the  income  for  the  entire  year.  He  deducted  the  amount 
of  the  tentative  tax  from  the  total  income  and  found  that  there  was 
a  balance  of  $133,746.89  available  for  dividend  distribution.  Since 
the  taxpayer  did  not  close  its  books  at  January  5,  1920,  this  income 
was  divided  by  365  days  and  a  daily  average  income  of  $365.42 
found.  Since  65  days  had  elapsed  at  the  time  of  the  payment  of 
the  dividend,  the  respondent  determined  that  there  were  earnings 
available  for  distribution  up  to  that  date  of  $23,752.30.  The  divi¬ 
dend  paid  exceeded  this  amount  by  $27,497.70.  The  respondent  pro¬ 
rated  the  $27,497.70  over  a  period  of  301  days.  The  resulting  amount 
was  $22,614.23,  by  wThich  petitioner’s  invested  capital  was  reduced. 
The  petitioner  made  its  return  on  the  accrual  basis.  It  had  a  reserve 
account  for  Federal  income  and  profits  taxes  in  which  it  had  set 
up  an  amount  of  $9,993.53  on  October  31,  1920. 

The  assets  of  the  two  plants  were  carried  on  petitioner’s  books  at 
$18,127.56  on  October  31,  1912.  To  that  date  there  had  been  set  up 
as  a  reserve  for  depreciation  $9,745.42.  On  October  31,  1918,  an 
entry  was  made  charging  the  reserve  for  depreciation  account  with 
$9,745.42  and  crediting  the  undivided  profits  account  with  the  same 
amount.  N o  appraisal  had  been  made  of  the  assets  as  of  March  1, 
1913.  Sales  and  inventories  for  the  Manufacturing  Plant  and  the 
Robinson  Shirt  Co.  were  as  follows : 


For  year  ended  Oct.  31. 

Manufacturing  plant. 

Robinson  Shirt  Co. 

Sales. 

Inventory. 

Sales. 

Inventory. 

1912  „  _ 

$97,  283.  59 
92,  644.  42 
121,  526.  07 
105,  762.  25 
136,  060.  92 
182,  791.  89 
234, 131.  37 
212,  711.  51 
272,  734.  71 
117,  063.77 

$11,433.  24 
20,  432. 16 
13,  967.  63 
20,  433.  38 
17,  609.  07 
45, 898.  76 
52,  915.  36 
54,  696.  93 
22,  491. 83 
20, 879.  97 
46,  056.  30 

$80, 330. 92 
83, 290. 19 
92,  048.  03 
70,  685.  65 
105,  026.  90 
114,580.83 
121,  218.  80 
183,  652.  66 
239,  504.  97 
96,  956.  68 

$18, 603. 92 

24,  266.  06 
28, 892.  56 
25, 019.  63 

25,  251.  98 
32, 974.  44 
42, 829.  04 
19,  936.  31 
55,  334. 03 
36,  585. 15 

1913.  _  _ 

1914  _ 

1915_  .  .  _ 

1916_  .  _ 

1917 _  _ 

1918 _  _ 

1919 _ 

1920 _ 

1921 _  _ 
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The  petitioner  in  its  return  claimed  depreciation  in  the  amount  of 
$2,187.64  on  its  plants,  equipment,  furniture,  and  fixtures.  This 
amount  was  reduced  to  $977.12  by  the  respondent. 

The  respondent  reduced  the  invested  capital  by  $9,993.53,  repre¬ 
senting  the  amount  of  a  rejected  claim  for  the  abatement  of  addi¬ 
tional  income  and  profits  taxes  for  the  year  1918.  He  also  reduced 
the  invested  capital  by  $48,483.54,  representing  the  prorated  amount 
of  the  adjusted  income  and  profits  taxes  for  the  year  1919. 

The  respondent  reduced  the  invested  capital  by  increasing  the 
amount  of  a  reserve  for  depreciation  by  $10,614.83,  of  which  $9,845.42 
represented  depreciation  written  off  prior  to  March  1,  1913,  but 
which  was  restored  by  the  petitioner  to  its  books  by  an  entry  made 
on  October  31,  1918. 

On  October  31,  1916,  the  total  amount  of  the  reserve  for  deprecia¬ 
tion  that  had  been  set  up  on  petitioner’s  books  was  $16,350.76.  The 
assets  against  which  this  reserve  had  been  set  up  were  carried  on  the 
books  at  $19,835.38.  In  determining  petitioner’s  surplus  as  of  Oc¬ 
tober  31,  1916,  which  surplus  was  carried  forward  in  the  computation 
of  petitioner’s  invested  capital  for  the  year  under  consideration,  the 
respondent  allowed  in  the  asset  account  an  amount  of  $5,042.89,  or 
$1,558.27  in  excess  of  the  undepreciated  amount  of  the  assets  as  shown 
by  the  books. 

OPINION. 

Trammell  :  The  petitioner  contends  that  the  income  should  not  be 
reduced  by  a  tentative  tax  in  determining  the  amount  available  for 
distribution  from  the  earnings  for  the  expired  portion  of  the  taxable 
year. 

We  considered  this  question  in  the  Appeal  of  L.  S.  Ayers  Co ., 
1  B.  T.  A.  1135.  There  we  held  that  the  respondent’s  action  in 
reducing  the  invested  capital  of  a  corporation  in  determining  the 
extent  to  which  a  dividend  is  paid  from  current  earnings  of  a  year 
by  a  tentative  tax  theoretically  set  aside  out  of  such  earnings  pro¬ 
rated  over  the  year  was  erroneous. 

Since  our  decision  in  the  Ayers  appeal,  the  Supreme  Court  in  the 
case  of  United  States  v.  Anderson ,  269  U.  S.  422,  has  held  that  the 
munitions  tax  for  1916  accrued  and  was  deductible  in  that  year  by 
a  corporation  which  reported  on  the  accrual  basis. 

In  reaching  that  decision  the  court  said : 

Only  a  word  need  be  said  with  reference  to  the  contention  that  the  tax  upon 
munitions  manufactured  and  sold  in  1916  did  not  accrue  until  1917.  In  a 
technical  legal  sense  it  may  be  argued  that  a  tax  does  not  accrue  until  it  has 
been  assessed  and  becomes  due ;  but  it  is  also  true  that  in  advance  -of  the 
assessment  of  a  tax,  all  the  events  may  occur  which  tix  the  amount  of  the  tax 
and  determine  the  liability  of  the  taxpayer  to  pay  it.  In  this  respect,  for 
purposes  of  accounting  and  of  ascertaining  true  income  for  a  given  accounting 
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period,  the  munitions  tax  here  in  question  did  not  stand  on  any  different  foot¬ 
ing  than  other  accrued  expenses  appearing  on  appellee’s  books.  In  the  eco¬ 
nomic  and  bookkeeping  sense  with  which  the  statute  and  Treasury  decision 
were  concerned,  the  taxes  had  accrued. 

Subsequent  to  tlie  decision  of  the  Supreme  Court  in  the  above 
cases,  we  have  affirmed  the  decision  in  the  Appeal  of  L.  JS.  Ayers  & 
Co.  as  not  being  in  conflict  therewith.  Appeals  of  W asldngton  Hotel 
Co .,  4  B.  T.  A.  441;  Amalgamated  Sugar  Co.,  4  B.  T.  A.  569. 

In  attempting  to  show  that  its  depreciable  assets  had  a  fair  market 
value  on  March  1,  1913,  equal  to  the  cost  price  at  which  they  were 
carried  on  the  books  without  any  allowance  for  depreciation,  the 
petitioner  introduced  evidence  showing  the  sales  made  by  each  plant 
and  its  inventories  from  1912  to  1921.  The  only  witness  offered  by 
the  petitioner  testified  entirely  from  the  books.  He  stated  that  he 
was  not  emplojred  by  the  petitioner  on  March  1,  1913,  that  he  had 
no  personal  knowledge  as  to  the  fair  market  value  of  the  petitioner’s 
assets  on  that  date,  and  that  he  did  not  know  how  long  the  assets 
had  been  in  use  prior  to  that  date.  The  books  show  that  on  October 
31,  1912,  the  depreciable  assets  were  carried  at  $18,127.56.  Against 
this  a  reserve  for  depreciation,  amounting  to  $9,745.42,  had  been  set 
up  leaving  a  book  value  of  $8,382.14  on  October  31,  1912. 

Ten  thousand  six  hundred  and  fourteen  dollars  and  eighty- 
three  cents  was  eliminated  from  the  invested  capital  by  the  re¬ 
spondent  and  restored  to  the  reserve  for  depreciation  account; 
$9,745.42  of  that  amount  represented  depreciation  written  off  prior 
to  March  1,  1913,  but  restored  to  the  books  on  October  31,  1918. 
We  are  unable  to  find  from  the  evidence  that  the  depreciation  written 
off  prior  to  March  1,  1913,  was  not  sustained  prior  to  that  date,  nor 
can  we  find  from  the  evidence  that  the  fair  market  value  of  the  assets 
on  that  date  was  greater  than  their  undepreciated  value  as  shown  by 
the  books.  There  is  no  evidence  that  the  reduction  of  invested  capi¬ 
tal  on  account  of  depreciation  sustained  subsequent  to  March  1,  1913, 
was  erroneous.  The  adjustment  made  by  the  respondent  is,  there¬ 
fore,  sustained.  Nor  is  there  any  competent  evidence  that  the  action 
of  the  respondent  with  respect  to  the  deduction  on  account  of  depre¬ 
ciation  in  determining  taxable  income  was  erroneous. 

No  error  is  shown  to  have  been  committed  by  the  respondent  in 
reducing  invested  capital  by  the  amount  of  a  disallowed  claim  for 
abatement.  If  there  was  a  liability  for  unpaid  taxes  for  prior  years, 
earned  surplus  should  be  reduced  by  such  amount.  In  the  absence 
of  evidence  showing  error  in  this  respect,  we  affirm  the  respondent’s 
determination. 

The  action  of  the  respondent  in  reducing  invested  capital  on 
account  of  income  and  profits  taxes  for  the  prior  years  is  in  accord¬ 
ance  with  section  1207  of  the  Revenue  Act  of  1926. 
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During  the  hearing  the  respondent  asked  and  was  granted  leave 
to  amend  his  answer  to  the  petition  by  setting  up  an  averment  that 
the  petitioner’s  invested  capital  for  the  year  in  question  should  be 
further  reduced  by  an  amount  of  $1,558.27,  representing  the  differ¬ 
ence  between  the  value  of  petitioner’s  assets  as  shown  by  its  books 
and  that  allowed  by  the  respondent  in  determining  surplus  at  Oc¬ 
tober  31,  1916.  The  testimony  is  not  sufficient  to  sustain  the  re¬ 
spondent’s  affirmative  allegations.  Therefore,  the  invested  capital 
for  the  year  ended  October  31,  1920,  should  not  be  further  reduced 
by  $1,558.27. 

Judgment  will  be  entered  after  15  days ’  no¬ 
tice ,  under  Rule  50. 


Standard  Gas  Products  Go.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  9843.  Promulgated  January  27,  1927. 

Sidney  J .  Hayles ,  C.  A.  P.,  for  petitioner. 

M.  N.  Fisher ,  Esq.,  for  the  respondent. 

Trammell  :  This  is  a  proceeding  for  the  redetermination  of  defici¬ 
encies  in  income  and  profits  taxes  for  1920  and  1921,  in  the  amounts 
of  $95.22  and  $1,427.13,  respectively.  The  deficiencies  result  from 
the  refusal  of  the  Commissioner  to  permit  the  petitioner  and  the 
Southern  Oil  Treating  &  Hardening  Co.  to  file  a  consolidated  return 
as  affiliated  corporations  under  section  240  (b)  of  the  Revenue  Act 
of  1918. 

FINDINGS  OF  FACT. 

The  petitioner,  sometimes  hereinafter  referred  to  as  the  Standard 
Company,  is  a  Georgia  corporation  organized  in  1913  with  its 
principal  place  of  business  at  Atlanta.  It  was  engaged  in  selling 
and  distributing  oxygen  gas  and  supplies,  such  as  welding  and  cut¬ 
ting  apparatus  and  fluxes.  The  Southern  Oil  Treating  &  Hardening 
Co.,  sometimes  hereinafter  referred  to  as  the  Southern  Company,  is 
a  Georgia  corporation  organized  in  1919  with  its  principal  office 
and  place  of  business  at  Atlanta,  and  during  the  years  involved 
was  operated  in  connection  with  the  Standard  Company.  It  was 
organized  for  the  purpose  of  furnishing  oxygen  gas  to  the  Standard 
Company  at  a  lower  cost  than  that  company  was  required  to  pa}^ 
to  other  companies  and  because  the  company  from  which  it  had  been 
buying  it  had  had  an  explosion.  In  producing  oxygen  it  simultane¬ 
ously  produced  hydrogen,  which  was  used  in  the  process  of  harden¬ 
ing  cotton  seed  oil.  The  Southern  Company  charged  the  Standard 
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Company  a  fixed  price  of  $1  per  cylinder  or  50  cents  a  cubic  foot. 
That  price,  which  was  less  than  the  market  price,  was  fixed  by 
Rawling  and  Wilcox,  the  owners  of  the  stock  of  the  Standard  Com¬ 
pany  and  the  officers  of  both  companies.  Wilcox  and  Rawling  bor¬ 
rowed  from  a  bank  $135,000  with  which  to  establish  the  plant  of 
the  Southern  Company,  and  the  Standard  Company  also  loaned  that 
company  money  to  complete  the  plant  and  pay  off  obligations.  For 
some  of  the  money  advanced  by  the  Standard  Company  to  the 
Southern  Company,  Wilcox  and  Rawling  gave  their  notes  and  put 
up  some  of  their  own  stock  as  security  with  Mrs.  Rawling  and  Mrs. 

Wilcox,  who  sold  real  estate  to  raise  the  monev.  The  Southern 

*  */ 

Company  gave  no  security  for  any  money  borrowed  from  the  Stand¬ 
ard  Company. 

The  two  companies  occupied  the  same  offices  and  had  the  same 
directors,  officers,  accountants  and  bookkeeper.  Expenses  were  allo¬ 
cated  between  the  two  companies.  The  following  is  a  statement  of 
the  stock  holdings  of  the  two  companies  during  1920  and  1921 : 


Standard  Gas  Products  Co. 


Stockholders. 

Shares  held. 

Year  1920. 

Year  1921. 

William  Rawling _  _ _  _ 

153 

153 

P.  W.  Wilcox _  _ _  __  _  _  _ _ 

147 

147 

Total _  .  ..  ....  .  _ 

300 

300 

Southern  Oil  Treating  &  Hardening  Co. 


Stockholders. 

Sept.  1, 
1920. 

Shares  held. 

Jan.  1, 
1921. 

Dec.  31, 
1921. 

Bryan,  Shepard _ 

150 

150 

150 

Carson,  J.  T _  _  _.  .  _  _  _ _  ... 

25 

25 

25 

Law,  T.  C _  .......  _  . .  ... 

50 

50 

60 

Rawling,  Clementine  B _  .... 

50 

50 

Wilcox,  Katherine  Rawling.. . 

150 

150 

Trippe,  Geo.  R _  _ _ _  ... 

10 

10 

25 

Standard  Gas  Products  Co _ 

1,065 

1,  065 

1.  230 

Darling,  H.  B _  _ _  _  _  _ 

10 

Total-  ... 

1,  500 

1,500 

1,500 

Clementine  B.  Rawling,  who  was  the  record  owner  of  50  shares  of 
stock  in  the  Southern  Company  during  1920,  was  the  wife  of  Raw¬ 
ling,  majority  stockholder  of  the  Standard  Company,  and  Katharine 
R.  Wilcox,  who  owned  of  record  150  shares  in  the  same  company,  was 
the  daughter  of  Rawling  and  the  wife  of  Wilcox,  a  stockholder  of 
the  Standard  Compaii}^.  This  stock  belonged  to  Wilcox  and  Raw¬ 
ling  but  was  transferred  to  and  held  by  Mrs.  Wilcox  and  Mrs. 
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Bawling  as  security  for  money  borrowed  by  the  Standard  Company 
for  the  Southern  Company. 

George  Trippe  was  an  emplo}^ee  of  both  the  Standard  Company 
and  the  Southern  Company. 

Shepard  Bryan  was  attorney  of  both  the  Standard  Company  and 
the  Southern  ’Company  and  assisted  in  the  organization  of  the 
latter  company  and  in  shaping  its  policies.  He  was  the  personal 
attorney  of  Wilcox  and  Bawling.  T.  C.  Law,  a  chemist,  acted  in 
an  advisory  capacity  in  the  Southern  Company.  He  acquired  his 
stock  for  services  rendered. 

J.  T.  Carson  acquired  his  stock  as  a  means  of  inducing  the  com¬ 
pany  to  grant  him  favors  in  the  placing  of  insurance. 

The  stock  owned  by  H.  B.  Darling  during  1921  was  acquired  for 
services  rendered. 

All  of  the  stockholders  of  both  companies  are  close  business  asso¬ 
ciates.  Substantially  all  the  stock  of  the  Southern  Company  was 
owned  by  the  Standard  Company  or  controlled  through  closely 
affiliated  interests.  The  two  companies  were  affiliated  within  the 
meaning  of  section  240  (b)  of  the  Revenue  Act  of  1918. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 


Appeal  of  Pacific  Realty  Corporation. 

Docket  No.  4526.  Promulgated  January  27,  1927. 

1.  The  March  1,  1913,  value  of  certain  real  estate,  acquired 
by  the  petitioner  prior  to  that  date,  determined. 

2.  The  petitioner  in  computing  its  net  income  for  the  year  1919 
is  not  entitled  to  deduct,  as  a  debt  ascertained  to  be  worthless 
and  charged  off  within  the  taxable  year,  the  amount  of  the 
promissory  note  involved  herein. 

Edvxin  C.  Dutton ,  Esq.,  and  Don  R.  Hutchinson*,  Esq.,  for  the 

petitioner. 

Thomas  P.  Dudley,  Jr.,  Esq.,  for  the  Commissioner. 

This  appeal  is  from  the  determination  of  a  deficiency  in  income 
and  profits  taxes  for  the  year  1919  in  the  amount  of  $16,214.02. 

FINDINGS  OF  FACT. 

The  petitioner  was,  during  the  year  1919,  a  corporation  organized 
and  existing  under  the  laws  of  the  State  of  Washington,  and  was 
engaged  in  the  business  of  selling  real  estate  at  Tacoma,  Wash. 
The  outstanding  capital  stock  of  the  corporation  was,  during  the 
year  1919,  of  the  par  value  of  $183,960,  of  which  all  but  one  share 
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was  owned  by  James  R.  Thompson,  president  of  the  corporation. 
The  corporation  was  dissolved  in  the  year  1924. 

During  the  years  1918  and  1919,  the  petitioner  sold  certain  real 
estate,  which  it  had  acquired  prior  to  March  1,  1913.  The  Commis¬ 
sioner,  in  computing  the  profits  and  losses  from  the  sales,  used  as  a 
basis  therefor  the  cost  of  the  real  estate.  The  description  of  the 
real  estate  in  question  and  the  March  1,  1913,  value  thereof  are  as 
follows : 


Year. 


Description. 


March  1, 1913, 
value. 


1918 

1919 
1919 
1919 

1918 

1919 
1919 
1918 
1918 
1918 
1918 
1918 
1918 
1918 
1918 
1918 

1918 

1919 
1919 
1919 
1919 
1919 
1919 
1919 
1919 
1919 
1919 
1919 
1919 
1919 
1919 


Lot  9  Block  3  North  Lake  Subdiv.  No.  1 . . 

Lot  10  Block  3  North  Lake  Subdiv.  No.  1 . . . 

Lot  2  Block  3  North  Lake  Subdiv.  No.  1 _ 

Lot  3  Block  3  North  Lake  Subdiv.  No.  1 _ 

Lot  13^-14  Block  20  North  Lake  Plat _ _ 

Lots  11-12  Block  17  North  Lake  Plat... _ _ 

Lots  25-28  Block  21  and  Lots  25-28  Block  26  Lake  City. 

Lot  6  Block  16  Manitou  Grove . . 

Lot  2  Block  9  Maintou  Grove _ _ _ 

Lot  4  Block  4  Manitou  Grove  (Inc.  House) _ 

Lot  1  Block  15  Manitou  GroveKInc.  House) . . . 

Lot  3  Block  15  Manitou  GroveJ(Inc.  House) _ 

Lot  8  Block  10  Manitou  Grove.. _ _ 

Lot  6  Block  9  Manitou  Grove _ 

Lot  3  Block  6  Manitou  Grove  (House) _ 

Lot  9  Block  16  Manitou  Grove _ _ _ 

Lot  2  Block  15  Manitou  Grove _ _ _ 

Lot  5  Block  14  Manitou  Grove  (House) _ _ 

Lot  3  Block  16  Manitou  Grove  (House) _ 

Lot  1  Block  16  Manitou  Grove  (House) _ 

;Lot  13  Block  16  Manitou  Grove  (House) _ _ _ 

fLots  10-11  Block  16  Manitou  Grove  (House) _ 

Lot  14  Block  16  Manitou  Grove  (House) _ 

Lots  9-10  Block  14  Manitou  Grove  (House). . . 

Lot  2  Block  14  Manitou  Grove  (House). . . 

Lot  7  Block  14  Manitou  Grove  (House).. _ _ 

Lots  22-23  Block  2903  Oakland _ 

Vi  Lots  14-15  Block  20  North  Lake  Plat. . 

Lot  11  Block  3  North  Lake  Subdiv.  No.  1 _ _ _ 

Lot  6  Block  25  Manitou  Acres _ _ 

Lot  1  Block  26  Manitou  Acres _ _ 


$1, 800. 00 
1, 800. 00 
1, 800.  00 
1, 800. 00 
2, 000.00 
350.00 
200.00 
300.00 
350.00 
300.00 
300.00 
300.00 
350.00 
300.00 
300.00 
300.00 
250.00 
300.00 
300.00 
350.00 
300.00 
600.00 
350.00 
700.00 
300.00 
300.00 
400.00 
3,  000.00 
2, 160.  00 
700.00 
500.00 


Total 


23,  060. 00 


Some  time  in  the  year  1909,  James  R.  Thompson  met  one  Frank 
H.  Pilling,  whom  he  had  formerly  known  in  Montana.  Pilling  in¬ 
formed  Thompson  that  he  was  purchasing  real  estate  in  Tacoma 
and  asked  Thompson  to  endorse  a  check  for  him  in  the  amount  of 
$18,000.  Thompson  endorsed  the  check  and  Pilling  obtained  the 
money  thereon.  Subsequently,  the  check  was  returned,  marked  "  no 
funds,”  and  Thompson  had  to  pay  the  amount  thereof.  Pilling 
thereupon  turned  over  to  Thompson  certain  real  estate  worth  $800 
and  gave  him  his,  Pilling's,  note  for  $17,200,  dated  December  27, 
1909,  due  in  five  years  and  bearing  interest  at  the  rate  of  6  per  cent 
from  date,  the  interest  being  pa}Table  at  the  maturity  of  the  note. 
From  December  27,  1909,  until  the  date  the  note  matured,  Thompson 
did  not  know  where  Pilling  was  and  never  saw  him  again  until  sub¬ 
sequent  to  June  24,  1919,  although  a  short  time  prior  to  June  24, 
1919,  he  had  heard  from  some  source  that  Pilling  was  cashier  of  a 
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bank  at  Everett,  Wash.  Thompson  held  the  note  in  question  until 
June  24,  1919,  at  which  time  no  part  of  the  principal  or  the  interest 
due  thereon  had  been  paid.  On  that  elate,  Thompson  was  indebted 
to  the  petitioner  in  the  amount  of  about  $39,000.  The  manager  of 
the  petitioner  corporation,  one  Gamer,  who  owned  the  one  share  of 
the  capital  stock  not  owned  by  Thompson,  suggested  to  Thompson 
that  he  should  reduce  his  indebtedness.  Thompson  thereupon  en¬ 
dorsed  the  note  in  question  to  the  petitioner,  without  recourse,  and 
in  consideration  thereof,  his  indebtedness  to  the  corporation  wTas 
canceled  to  the  extent  of  $17,200,  the  face  value  of  the  note.  Shortly 
thereafter  Thompson  met  Pilling  at  Everett,  Wash.,  and  stated  to 
him  that  he,  Thompson,  had  transferred  the  note  in  question  to  the 
petitioner  herein  and  that  the  petitioner  would  make  trouble  for 
him,  Pilling,  unless  the  note  was  paid.  Pilling,  who  in  fact  was  not 
the  cashier  of  a  bank,  but  was  an  employee  of  the  Merchant’s  Associa¬ 
tion  of  Everett,  said  that  he  could  not  pay  anything  on  the  note  at 
that  time,  but  would  try  to  pay  it  eventually.  The  petitioner,  on 
November  17,  1919,  brought  suit  against  Pilling  to  collect  the  amount 
of  the  note  and  the  interest  due  thereon.  On  November  29,  1919, 
Pilling  filed  a  voluntary  petition  in  bankruptcy  and  was  adjudicated 
a  bankrupt  on  December  1,  1919.  The  petitioner  did  not  further 
prosecute  its  action  against  Pilling  on  the  note,  but  on  December  5, 
1919,  filed  a  claim  in  the  bankruptcy  proceedings  for  the  amount  of 
the  note  and  interest.  Pilling  was  discharged  from  bankruptcy  on 
March  18,  1920,  and  the  petitioner  received  nothing  on  its  claim. 
On  December  31,  1919,  the  note  in  question  was  charged  off  as  worth¬ 
less  on  the  petitioner’s  books,  and  in  its  income  and  profits-tax  re¬ 
turn  for  the  year  1919  it  deducted  from  gross  income  the  amount  of 
the  note,  $17,200,  as  a  debt  ascertained  to  be  worthless  and  charged 
off  within  the  taxable  year.  The  Commissioner  disallowed  the 
deduction. 

OPINION. 

Marquette:  The  petitioner  alleges  that  the  Commissioner  erred 
in  computing  the  profits  and  losses  from  the  sale  of  the  several 
parcels  of  real  estate  involved  in  this  appeal,  in  that  he  used  as  a 
basis  therefor  the  cost  of  the  real  estate  rather  than  the  March  1, 
1913,  value  thereof.  The  Commissioner  admits,  in  his  answer,  that 
such  profits  and  losses  were  computed  on  the  basis  of  cost. 

The  evidence  herein  establishes  to  our  satisfaction  that  the  several 
parcels  of  real  estate  were  acquired  by  the  petitioner  prior  to 
March  1,  1913,  and  that  they  had,  on  that  date,  the  values  set  forth 
in  the  findings  of  fact.  There  appears  to  be  no  dispute  between  the 
petitioner  and  the  Commissioner  as  to  the  cost  of  the  real  estate  or 
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the  amounts  for  which  it  was  sold.  On  the  sale  of  property  acquired 
prior  to  March  1,  1913,  profits  should  be  computed  by  taking  as  a 
basis  therefor  the  cost  or  March  1,  1913  value,  whichever  is  higher, 
Goodrich  v.  Edwards ,  255  U.  S.  527 ;  Walsh  v.  Brewster ,  255  U.  S. 
536,  and  losses  should  be  computed  by  taking  as  the  basis  therefor 
the  cost  or  March  1,  1913,  value,  whichever  is  lower.  United  States  v. 
Flannery ,  268  U.  S.  98;  McCaughn  v.  Ludington ,  268  II.  S.  106. 
The  profits  or  losses  arising  from  the  sale  of  the  real  estate  in 
question  should  be  computed  on  that  basis. 

The  only  other  question  for  determination  is  whether  or  not  the 
petitioner,  in  computing  its  net  income  for  the  year  1919,  should  be 
allowed  to  deduct,  as  a  debt  ascertained  to  be  worthless  and  charged 
off  within  the  taxable  year,  the  amount  of  the  Pilling  note.  We  are 
of  the  opinion,  upon  consideration  of  the  evidence  presented,  that 
we  would  not  be  justified  in  allowing  the  deduction.  The  testimony 
as  to  this  point  is  conflicting  and  we  are  not  satisfied  that  the  note 
had  any  value  whatever  when  it  was  assigned  by  Thompson  to  the 
corporation,  or  that  the  transaction  between  Thompson  and  the 
corporation  was  a  bona  -fide  transaction  between  parties  dealing  at 
arm’s  length. 

Judgment  will  be  entered  on  15  days ’  notice , 
under  Rule  50. 


Edwin  B.  Malone,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  5225.  Promulgated  January  27,  1927. 

1.  Property  owned  by  an  individual  and  used  in  his  trade  or 
business  is  not  affected,  as  to  its  status  for  invested  capital  pur¬ 
poses,  by  the  formation  of  a  partnership,  where  such  property  is. 
not  transferred  to  such  partnership. 

2.  Under  the  Revenue  Act  of  1917,  property  paid  in  to  an  indi¬ 
vidual  trade  or  business  prior  to  January  1,  1914,  goes  into  invested 
capital  at  its  cash  value  on  January  1,  1914. 

3.  Property  owned  by  an  individual,  other  than  that  used  in  the 
trade  or  business,  may  not  be  included  in  invested  capital. 

Theodore  E.  Benson ,  Esq .,  for  the  petitioner. 

J .  L.  Deveney ,  Esq .,  and  John  D.  Foley ,  Esq.,  for  the  respondent. 

This  proceeding  is  for  the  redetermination  of  a  deficiency  in 
income  and  excess-profits  taxes  for  the  calendar  year  1917,  in  the 
amount  of  $1,294.93.  The  deficiency  arose  by  reason  of  the  respond¬ 
ent’s  action  in  disallowing  certain  items,  and  the  value  of  other  items, 
as  parts  of  invested  capital.  Petitioner  assigned  five  errors,  in  sub¬ 
stance  as  follows : 
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(1)  The  Commissioner  erred  in  using  cost  of  an  asset  acquired 
prior  to  1907  instead  of  the  cash  value  thereof  at  January  1,  1917. 

(2)  The  Commissioner  erred  in  excluding  certain  tangible  assets 
paid  in  to  petitioner’s  business  and  so  carried  on  his  books. 

(3)  The  Commissioner  erred  in  excluding  United  States  Liberty 
bonds  from  invested  capital. 

(4)  The  Commissioner  erred  in  excluding  from  *  invested  capital 
certain  stocks  and  accounts  receivable  used  for  credit  purposes. 

(5)  The  Commissioner  erred  in  excluding  from  invested  capital 
the  value  of  a  life  insurance  policy  on  petitioner’s  life  and  used  for 
credit  purposes.  At  the  hearing  petitioner  waived  assignment  with 
reference  to  the  insurance  policy.  He  also  waived  in  part  assignment 
(2),  being  that  part  pertaining  to  the  Collingsworth  property  and 
alleged  in  the  petition  as  valued  at  $37,415.45.  He  also  waived,  in 
part,  assignment  (4),  being  that  part  pertaining  to  stock  in  a  build¬ 
ing  and  loan  association  of  an  alleged  value  of  $1,913.45. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  individual  who  resides  in  Philadelphia,  Pa. 
Prior  to  1907  petitioner,  as  sole  owner,  conducted  a  lumber  business 
in  Philadelphia,  under  the  name  of  Watson,  Malone  &  Sons,  and 
in  connection  with  that  business  owned  wharves,  lumber  sheds,  an 
office  building,  real  estate  and  other  property;  also  other  property 
not  directly  connected  with  the  lumber  business. 

In  1907  he  entered  into  a  partnership  agreement  with  Charles  N. 
Strickler,  which  agreement  provided  for  a  partition,  or  sharing  of 
profits  and  losses,  to  petitioner  70  per  cent,  and  to  Strickler  30  per 
cent.  Strickler  contributed  no  capital  and  none  of  the  assets  owned 
by  petitioner  were  transferred  to  the  partnership.  The  partnership 
continued  to  operate  under  the  name  of  Watson,  Malone  &  Sons. 
That  partnership  continued  until  the  close  of  1916,  at  which  time 
it  was  dissolved,  Strickler  retiring  from  the  business  and  the  peti¬ 
tioner  continuing  it  as  sole  owner,  as  the  same  business  and  under 
the  same  name. 

On  January  1,  1914,  the  actual  cash  value  of  the  several  items  of 
property  used  in  and  connected  with  said  lumber  business  was  as 


follows : 

Land _ $80,  000 

Solid  wharf _  37,  400 

Pile  pier _  16,  500 

Office  building _  3,  000 

Brick  building _  2,  500 

Lumber  shed _  6,  500 

Lumber  shed  on  pier _  20,  000 

Railroad  side  track _  5,  000 


170,  900 
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From  January  1,  1914,  to  January  1,  1917,  these  properties  en¬ 
hanced,  generally,  in  market  value;  the  land  enhanced  to  the  extent 
of  $20,000  and  the  enhancement  in  the  improvements  was  approxi¬ 
mately  offset  by  depreciation  so  that  the  improvements  on  January 
1,  1917,  were  of  the  same  market  value  as  on  January  1,  1914,  that 
is,  the  total  value  of  the  assets  above  listed,  on  January  1,  1917,  was 
$190,900. 

In  1917  the  petitioner  owned  twenty-two  or  twenty-four  lots  in 
South  Atlantic  City  which  came  to  him  by  inheritance.  These  lots 
were  carried  on  petitioner's  books  at  January  1,  1917,  at  $5,135.27, 
which  represented  the  amount  of  taxes  that  had  been  paid  and 
charged  against  the  lots  since  1886.  There  was  no  evidence  of 
market  value  of  the  lots  in  1917. 

In  1917  the  petitioner  purchased  for  cash  United  States  Liberty 
bonds  as  follows : 


June  15 _  $500 

June  21 _  500 

July  5 _  500 

July  17 _ „ _  500 

July  27 _ 1,000 

October  26 _  200 

November  16 _ _  9,  800 

December  27 -  10,  000 


Total _  23,000 


The  Tomahawk  Lumber  Co.  was  a  corporation  the  business  of 
which  was  the  manufacture  of  lumber,  and  petitioner  handled  and 
sold  its  output.  Petitioner  owned  $3,000  worth  of  the  stock  of 
that  corporation  and  during  the  period  1911  to  1915,  Watson,  Malone 
&  Sons  advanced  to  that  corporation  various  sums  of  money  aggre¬ 
gating  $5,019.45,  which  were  charged  on  the  books  against  the  cor¬ 
poration.  In  1915  the  Tomahawk  Lumber  Co.  was  without  timber — 
raw  material,  and  was  forced  to  cease  operation.  The  investments 
in  the  stock,  as  well  as  the  advancements  in  money,  were  of  little, 
if  any,  value.  In  closing  out  the  partnership  December  31,  1916, 
this  account  was  not  taken  into  consideration  as  it  was  deemed  of 
no  value,  but  was  continued  on  the  books  of  petitioner  in  1917. 

OPINION. 

Love:  At  the  hearing  of  this  case  the  petitioner  abandoned  his 
assignments  of  error  involving  the  life  insurance  policy,  the  Collings¬ 
worth  property,  and  the  building  and  loan  association  stock;  hence 
those  items  pass  out  of  consideration.  There  remain  for  con¬ 
sideration  : 
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(1)  The  determination,  for  invested  capital  purposes,  of  the  cash 
value  of  the  tangible  properties  connected  with  and  used  in  the  trade 
or  business  conducted  by  the  petitioner. 

(2)  Whether  or  not  certain  properties  owned  by  petitioner,  but  not 
connected  with  his  business  and  not  used  in  the  business  otherwise 
than  being  included  in  statements  of  individual  assets  made  to  his 
bank  as  a  basis  of  credit,  shall  be  included  in  invested  capital,  and 
if  so,  at  what  value. 

The  decision  in  this  case  is  controlled  by  section  207  of  the  Reve¬ 
nue  Act  of  1917,  the  pertinent  parts  of  which  are  as  follows:. 

That  as  used  in  this  title,  the  term  “  invested  capital  ”  for  any  year  means 
the  average  invested  capital  for  the  year,  as  defined  and  limited  in  this  title, 
averaged  monthly. 

As  used  in  this  title  “invested  capital”  does  not  include  stocks,  bonds  (other 
than  obligations  of  the  United  States),  or  other  assets,  the  income  from  which 
is  not  subject  to  the  tax  imposed  by  this  title  nor  money  or  other  property 
borrowed  and  means,  subject  to  the  above  limitations : 

******* 

(b)  In  the  case  of  an  individual,  (1)  actual  cash  paid  into  the  trade  or 
business,  and  (2)  the  actual  cash  value  of  tangible  property  paid  into  the 
trade  or  business,  other  than  cash,  at  the  time  of  such  payment  (but  in  case 
such  tangible  property  was  paid  in  prior  to  January  first,  nineteen  hundred 
and  fourteen,  the  actual  cash  value  of  such  property  as  of  January  first,  nine¬ 
teen  hundred  and  fourteen)  *  *  *. 

Prior  to  1907  petitioner  conducted  a  retail  lumber  business  under 
the  name  of  Watson  Malone  &  Sons.  From  1907  to  the  close  of  1916 
he  conducted  the  same  business,  at  the  same  place,  and  under  the 
same  name,  and  had  during  that  time  a  partner  who  was  a  partner 
only  to  the  extent  that  he  shared  in  the  profits  and  losses.  Strickler 
contributed  nothing  to  the  assets  of  the  business,  and  none  of  the 
assets  were  transferred  to  or  ever  belonged  to  the  partnership. 

Petitioner  contends  strenuously  that  when  petitioner  dissolved  the 
partnership  and  took  over  the  business  on  January  1,  1917,  he  began 
a  new  business,  a  successor  to  the  partnership,  and  that,  as  of  that 
date,  he  paid  in  to  that  new  business  the  property  that  had  been  used 
in  the  partnership  business,  and  that  such  property  must  go  into 
invested  capital  at  its  cash  value  as  of  that  date,  and  he  alleges  its 
value  at  $150,000. 

The  Commissioner  contends  that  there  was  no  change  of  owner¬ 
ship,  no  change  in  business,  and  that  such  property  must  go  into 
invested  capital  at  cost,  and  determined  that  cost  at  $72,500. 

Under  the  facts  in  this  case,  it  is  apparent  that  from  1906  to  1917, 
inclusive,  there  was  no  material  change  or  reorganization  of  the 
business  conducted  by  the  petitioner.  The  partnership  involved  only 
the  profits  and  losses,  and  the  title  and  status  of  the  assets  at  all 
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times  remained  the  same.  Those  assets  having  been  acquired  prior 
to  January  1,  1914,  their  cash  value  as  of  that  date  is  the  value 
that  must  go  into  invested  capital,  and  we  have  found  such  value 
to  have  been  $170,900. 

With  reference  to  the  South  Atlantic  City  town  lots,  the  stock  and 
accounts  receivable  of  the  Tomahawk  Lumber  Co.,  and  the  Liberty 
bonds,  the  evidence  is  clear  that  none  of  those  items,  except  the 
Tomahawk  Lumber  Co.  item,  was  connected  with  the  business,  and 
in  no  way  used  in  the  business  other  than  to  be  listed  as  assets  belong¬ 
ing  to  E.  B.  Malone,  in  his  statements  to  his  bank  as  a  basis  of  credit. 

There  is  no  evidence  of  market  value  of  the  town  lots.  However, 

/ 

regardless  of  the  question  of  value  or  no  value,  and  accepting  the 
Liberty  bonds  at  their  face  value,  those  properties  were  not  paid 
in  to  the  business.  It  is  true  that  all  property  owned  by  an  individual 
is  liable  for  his  debts  and  in  that  way  it  may  be  well  said  that  all 
his  property  is  risked  in  any  business  in  which  he  engages.  The 
statute  prescribes  that  it  is  onty  the  cash  or  property  paid  in  to  the 
business  that  may  go  into  invested  capital.  Neither  the  Tomahawk 
Lumber  Co.  items,  the  town  lots,  nor  the  Liberty  bonds  were  paid 
in  to  the  business,  within  the  meaning  of  the  statute,  and  hence  may 
not  be  included  in  invested  capital. 

Judgment  will  be  entered  on  15  days ’  notice , 
under  Rule  50. 


L.  Metzger,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  No.  9682.  Promulgated  January  27,  1927. 

0.  R.  Fletelier ,  Esq .,  for  the  petitioner. 

Henry  Ravenel ,  Esq.,  for  the  respondent. 

Trammell:  This  proceeding  was  instituted  for  the  redetermma- 
tion  of  a  deficiency  in  income  tax  for  1921.  The  amount  of  loss  re¬ 
sulting  from  petitioner's  dealing  in  wheat  was  not  claimed  or  de¬ 
ducted  on  petitioner’s  return,  but  is  claimed  in  this  proceeding  for 
the  first  time. 

FINDINGS  OF  FACT. 

Petitioner  is  an  individual  residing  at  Minneapolis,  Minn.  On 
September  12,  1921,  he  purchased  through  Charles  E.  Lewis  &  Co., 
of  Minneapolis,  10.000  bushels  of  Minnesota  wheat  at  $1,421,4  or 
$14,225.  On  September  28,  1921,  he  purchased  10,000  bushels  of 
wheat  at  $1.3614  or  $13,625.  On  October  1,  1921,  he  purchased 
10.000  bushels  of  wheat  at  $1.3214  or  $13,225,  making  a  total  of 
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$41,075.  On  October  5,  1921,  the  30,000  bushels  of  wheat  were  sold 
at  $1.24%  per  bushel,  or  at  an  aggregate  price  of  $37,425.  The 
petitioner  also  paid  a  brokerage  fee  of  $7.50  on  the  sale.  He  thus 
sustained  a  deductible  loss  of  $3,657.50. 

Judgment  will  be  entered  on  15  days ’  notice , 
under  Rule  50. 


Appeal  of  Berkshire  Cotton  Manufacturing  Co. 

Docket  No.  74.  Promulgated  January  27,  1927. 

1.  The  petitioner,  a  manufacturer  of  cotton  goods,  asserts  that 
its  net  income  is  overstated  as  the  result  of  the  Commissioner’s 
computations  with  respect  to  inventories.  Held ,  that  the  evidence 
is  insufficient  to  establish  such  contentions. 

2.  The  Commissioner  by  answer  asserted  an  additional  defi¬ 
ciency.  One  of  the  grounds  therefor  is  that  the  tax  was  errone¬ 
ously  computed.  The  petitioner  filed  a  return  for  the  period 
January  1  to  September  30,  1918.  The  Commissioner  computed 
the  net  income  to  be  nine-twrelfths  of  the  net  income  for  the  fiscal 
year  ending  September  30,  1918,  after  having  made  inventory 
adjustments,  Held ,  that  the  taxable  net  income  for  such  period 
is  the  actual  net  income  and  not  a  proportionate  part  of  the  net 
income  for  the  entire  fiscal  year.  Held ,  -further,  that  in  all  other 
respects  the  Commissioner  has  failed  to  establish  the  right  to 
have  the  deficiency  increased. 

Samuel  Freedman ,  Esq .,  for  the  petitioner. 

S.  D.  Mitchell ,  Esq .,  for  the  Commissioner.  Lawrence  J.  Kelley , 
of  counsel. 

This  is  an  appeal  from  the  determination  of  deficiencies  in  income 
and  profits  taxes  for  the  calendar  year  1917,  the  period  of  January 
1  to  September  30,  1918,  the  fiscal  years  ended  September  30,  1919 
and  1920,  respectively,  aggregating  $707,759.81,  and  an  overassess¬ 
ment  for  the  calendar  year  1916  amounting  to  $1,302.45.  On  motion 
duly  granted  by  the  Board,  the  Commissioner  filed  an  amended 
answer  to  the  petition  in  which  he  asserted  an  additional  deficiency 
of  $53,039.21.  The  petition  set  out  five  allegations  of  error,  two  of 
which  were  withdrawn  by  the  petitioner  at  the  hearing,  while  a 
third  one  was  agreed  upon  by  the  parties,  leaving  only  two  issues  to 
be  considered  and  decided  by  this  Board.  They  are  as  follows:  (1) 
The  overstatement  by  the  Commissioner  of  the  net  income  for  each 
of  the  taxable  years  and  period  under  consideration;  and  (2) 
whether  the  petitioner  is  entitled  to  special  assessment  under  the 
provisions  of  section  210  of  the  Revenue  Act  of  1917  and  sections 
327  and  328  of  the  Revenue  Act  of  1918.  The  Commissioner’s 
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amended  answer,  in  which  he  asserts  an  additional  deficiency  of 
$53,039.21,  raises  an  additional  issue  as  to  the  amount  of  the  net 
income  for  the  period  January  1  to  September  30,  1918. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Massachusetts  corporation  with  its  principal 
office  at  Adams,  where  it  is  engaged  as  a  spinner  and  weaver  in  the 
manufacture  of  cotton  fabrics  of  a  type  known  as  grey  cloth.  Dur¬ 
ing  all  the  years  involved  in  this  appeal  it  was  affiliated  with  the 
Silver  Creek  Co.,  which  is  located  at  Clarksdale,  Miss.,  where  it  is 
engaged  in  the  business  of  operating  cotton  plantations.  The  defi¬ 
ciencies  asserted  by  the  Commissioner  are  based  upon  consolidated 
returns  of  net  income  and  invested  capital,  filed  by  the  affiliated  cor¬ 
porations  for  each  of  the  years  for  which  additional  tax  liability  is 
asserted. 

At  the  close  of  each  of  the  taxable  years  and  the  period  under 
consideration,  the  petitioner’s  inventory  was  made  up  of  four  items : 
(1)  Finished  grey  cotton  cloth;  (2)  goods  in  process;  (3)  raw  cot¬ 
ton;  and  (4)  coal,  starch,  and  burlap.  The  petitioner  consistently 
valued  its  inventories  on  the  basis  of  cost.  The  net  income  reported 
in  the  returns  for  the  years  and  period  under  consideration  was  com¬ 
puted  by  the  use  of  inventories. 

The  Commissioner  has  recomputed  the  inventories  for  all  of  the 
years  and  the  period  involved,  and  has  determined  that  the  valua¬ 
tions  thereof,  on  the  basis  of  cost,  are  materially  different  from  the 
valuations  placed  thereon  by  the  petitioner  as  shown  in  its  tax  re¬ 
turns.  The  inventory  valuations  of  the  petitioner  and  the  Commis¬ 
sioner,  for  the  several  years  and  period  involved  in  this  appeal,  are 
as  follows : 


Petitioner’s 

valuation. 

Commissioner’s 

valuation. 

Difference. 

December  SI,  1916. 

Work  in  process . . . . . 

$291, 129.  72 

$246, 418. 30 

Finished  cloth _ _ _ _ _ _ _ 

52, 394.  61 

54. 350.  21 

Raw  cotton _ _  _ _ 

1,  079,  350.  00 

1, 056,  983.  35 

Coal,  starch,  burlap . . . . 

10,  603.  00 

10,  603.  00 

Total . . . . . . 

1, 433,  477. 33 

1, 368, 354. 86 

i  $65,122.47 

September  SO,  1917. 

Work  in  process . . . 

270, 435.  73 

305,  344. 13 

Finished  cloth _ _ _ _ 

62,  502.  82 

72,  918.  90 

Raw  cotton . . . . . 

490,  590.  00 

488, 106.  41 

Coal,  starch,  burlap . . . . . 

16, 186.  88 

16, 186.  88 

Total. . . . . . 

839,  715. 43 

882,  556.  32 

2  42, 840. 89 

December  SI,  1917. 

Work  in  process. . . . . . . 

320, 199.  05 

417, 174.  55 

Finished  cloth . . . . . 

65,  869.  91 

100, 172.  47 

Raw  cotton _ _ _ _ _ _ _ 

1,  756, 840.  00 

1,  669,  275.  67 

Coal,  starch,  burlap . . . . 

18,  229.  20 

18,  229.  20 

Total . 

2, 161, 138. 16 

2,  204,  851.  89 

2  43, 713.  73 

1  Decrease  2  Increase 
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Petitioner’s 

valuation. 

Commissioner’s 

valuation. 

Difference . 

September  SO,  1918. 

Work  in  process . . . . . . 

Finished  cloth _ _ _ _ _ 

Raw  cotton..  ..  . . . . . . . . . 

Coal,  starch,  burlap - - - 

$423,  289. 11 
121,  332.  55 
1, 091,  905.  00 
56, 100.  00 

$544, 051. 11 
107,  755. 13 

1,  095,  768.  39 
56, 100.  00 

Total . . . . . . . 

September  30,  1919. 

Work  in  process . . . .  . . 

Finished  cloth . . . . . . . 

Raw  cotton.. . . . . . . 

Coal,  starch,  burlap . . . . . . 

1, 692,  626.  66 

425,  468.  49 
101, 815.  05 
1, 043,  035.  00 
32,  879. 00 

1, 803, 674.  63 

634,  207.  49 
183,  900.  79 
1, 122, 186.  95 
32, 879.  00 

>$111, 047. 97 

Total . . . . . . . 

September  SO,  1920. 

Work  in  process . . 

Finished  cloth . . . . 

Raw  cotton _ _ _ _ _ 

Coal,  starch,  burlap...  . . . . . . 

1,  603, 197.  54 

380, 787.  51 
225,  746.  62 
645,  875.  00 
45,  552.  00 

1, 973, 174.  23 

862, 411.  77 
505, 801.  09 
907,  410.  45 
45,  552.  00 

2  369, 976.  69 

Total . . . . . . 

1,  297,  951. 13 

2,  321, 174.  31 

2  1, 023, 223. 18 

2  Increase. 


As  the  result  of  his  revaluation  of  the  inventories,  the  Commis¬ 
sioner  has  increased  or  decreased  the  net  income  of  the  several  years 
and  period  under  consideration  by  the  following  amounts : 


Period. 

Increase. 

Decrease. 

Calendar  year  1916 _ _ _ , _ _ 

$65, 122. 47 

Calendar  year  1917 . . . . . . . 

$108, 836. 20 
67, 334.  24 
258, 928. 72 
653, 246. 49 

Jan.  1  to  Sept.  30,  1918 . . 

Fiscal  year  1919 _ _ _ _ _ _ 

Fiscal  year  1920 _ _ _ _ _ 

In  general,  the  method  adopted  by  the  Commissioner  for  the  re¬ 
valuation  of  the  inventories  is  as  follows : 

(1)  Since  the  experience  of  the  petitioner  has  been  that  of  four 
complete  turnovers  in  the  mill  during  an  annual  accounting  period, 
and  since  the  sales  of  finished  cloth  during  the  last  quarter  of  each 
accounting  period  exceeded  the  finished  cloth  on  hand  at  the  begin¬ 
ning  of  the  last  quarter  as  well  as  the  finished  cloth  which  could  be 
manufactured  from  work  in  process  at  the  beginning  of  the  quarter, 
the  Commissioner  has  assumed  that  the  finished  cloth  and  work  in 
process  in  the  inventory,  at  the  close  of  each  accounting  period,  was 
manufactured  entirely  during  the  last  quarter  and  at  the  costs  of 
raw  cotton,  labor,  and  overhead  applicable  to  that  quarter. 

(2)  Raw  cotton  on  hand  at  the  end  of  the  quarter  was  identified 
by  bale  numbers  and  the  cost  thereof  ascertained  by  reference  to 
invoices. 

(3)  The  quantity  and  cost  of  raw  cotton  put  to  process  during  the 
quarter  was  determined  by  adding  to  the  quantity  and  cost  of  raw 
cotton  on  hand  at  the  beginning  of  the  quarter  the  quantity  and 
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cost  of  raw  cotton  purchased,  and  deducting  from  the  totals  thus 
obtained  the  quantity  and  cost  of  raw  cotton  sold  and  the  quantity 
and  cost  of  raw  cotton  on  hand  at  the  close  of  the  quarter. 

(4)  The  gross  waste  was  determined  by  adding  to  the  work  in 
process  at  the  beginning  of  the  quarter  the  raw  cotton  put  to  process 
during  the  quarter,  and  deducting  from  the  total  so  obtained  work 
in  process  at  the  end  of  the  quarter  and  total  weight  of  finished 
cloth  manufactured  during  the  quarter.  Percentage  of  gross  waste 
was  determined  by  dividing  the  gross  waste  by  the  quantity  of  cotton 
consumed  during  the  quarter. 

(5)  The  cost  of  raw  cotton  put  to  process,  ascertained  as  in  (3) 
above,  was  credited  with  the  amount  of  the  proceeds  realized  from 
the  sale  of  waste  during  the  quarter,  the  remainder  representing  the 
net  cost  of  cotton  put  to  process. 

(6)  Work  in  process  at  the  beginning  and  end  of  the  quarter 
was  deemed  to  be  50  per  cent  completed. 

(7)  Wastage  was  assumed  to  take  place  ratably  over  the  processes 
of  manufacture ;  hence,  in  the  case  of  work  in  process,  one-half  of  the 
waste  was  assumed  to  have  taken  place. 

(8)  The  cost  of  direct  labor  and  overhead,  per  pound  of  finished 
cloth,  was  determined  by  dividing  the  total  expenditures,  during  the 
quarter,  for  these  items,  respectively,  by  the  quantity  of  finished  cloth 
manufactured  during  the  quarter. 

(9)  Work  in  process  was  reduced  to  its  equivalent  in  pounds  of 
finished  cloth,  and  the  cost  of  direct  labor  and  overhead  contained 
therein  was  determined  by  multiplying  said  equivalent  b}r  one-half 
the  rates  computed  as  in  (8)  above. 

(10)  Work  in  process  was  raised  to  its  equivalent  in  raw  cotton, 
and  the  cost  of  raw  cotton  contained  therein  was  determined  by 
multiplying  said  equivalent  by  the  net  cost  of  raw  cotton  computed 
as  in  (5)  above. 

The  following  compilation,  taken  from  the  revenue  agent’s  report, 
illustrates  the  application  of  this  method  and  the  manner  in  which 
the  Commissioner  determined  the  value  of  the  inventory  at  De¬ 
cember  31,  1916 : 

Cotton  cost. 


• 

Weight. 

Value. 

(1) 

Cotton  on  hand  September  30,  1916 

3,  912,  056 

lbs. 

$660,  506.  90 

(2) 

Cotton  purchased  during  quarter 

3,  836,  285 

u 

913,  802.  03 

Total 

7,  748,  341 

a 

$1,  574,  308.  93 

Less  cotton  sold  during  quarter 

679,  436 

u 

180,  263.  82 

Difference 

7,  068,  905 

u 

$1,  394,  045. 11 

(3) 

Less  cotton  on  hand  December  31,  1916 

5, 181,  692 

a 

1,  056,  983.  35 

(4) 

Put  to  process 

Cotton  cost:  $337,061.76  divided  by  1,887,213 

1,  887,  213 

ii 

$337,  061.  76 

equals  $0,179. 
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Waste  calculation. 


(1)  Stock  in  process  September  30,  1916 -  807,034  lbs. 

(2)  Cotton  put  to  process -  1,  887,  213  “ 

(3)  Total _  2,694,247  “ 

(4)  Less  stock  in  process  December  31,  1916 -  762,653  “ 

(5)  Total  cotton  consumed _  1,931,594  “ 

(6)  Less  cloth  manufactured _  1,168,074  “ 

(7)  Gross  waste _  763,520  “ 


Percentage  of  waste:  763,520  lbs.  (Gross  waste)  divided  by  1,931,594  lbs. 
(Total  cotton  consumed)  equals  39.5%. 

Net  cotton  cost. 


Proceeds  of  sale  of  waste  during  quarter _  $88,  669.  49 

Cotton  put  to  process _  1,  887,  213  lbs. 


$88,669.49  divided  by  1,887,213  equals  $0,047  (Credit  per  pound). 

$0,179  (Cotton  cost)  minus  $0,047  (Credit  per  pound)  equals  $0,132  (Net 
cost  of  cotton  per  pound). 

Direct  labor. 


Total  direct  labor  cost  for  quarter _  $286, 150.  87 

Cloth  manufactured  during  quarter _  1, 168,  074  lbs. 


$286,150.87  divided  by  1,168,074  equals  $0.2448  (Cost  of  direct  labor  per  pound 
of  finished  cloth). 

Overhead. 


Total  overhead  cost  for  quarter _  $160,670.71 

Cloth  manufactured  during  quarter _  1, 168,  074  lbs. 


$160,670.71  divided  by  1,168,074  equals  $0.1375  (Cost  of  overhead  per  pound 
of  finished  cloth). 

Cost  of  work  in  process. 


762.653  lbs.  divided  by  80.25%  (100%—%  of  39.5%  waste) 

equals  raw  cotton  equivalent  of _  950,  346  lbs. 

762.653  lbs.  divided  by  80.25%  equals  950,346  lbs.  raw  cotton, 

which  divided  by  60.5%  (100% — 39.5%  waste)  equals  fin¬ 
ished  cloth  equivalent  of _  574.  959  lbs. 

Cost  of  raw  cotton  (950.346  lbs.  at  $0,132  per  pound) _ $125,445.67 

Cost  of  direct  labor  (574,959  lbs.  at  %  of  $0.2448) _ _  70,  374.  98 

Cost  of  overhead  (574,959  lbs.  at  %  of  $0.1375) _  39,  528.  43 


Inventory  value  of  work  in  process  at  cost _ $235,  349.  08 


Cost  of  finished  cloth. 

90,511  lbs.  divided  by  60.5%  (100%— 39.5%  waste)  equals 


raw  cotton  equivalent  of _  149,  605  lbs. 

Cost  of  raw  cotton  (149,605  lbs.  at  $0,132  per  pound) _  $19,  747.  86 

Cost  of  direct  labor  (90,511  lbs.  at  $0.2448  per  pound) _  22, 157.  09 

Cost  of  overhead  (90,511  lbs.  at  $0.1375  per  pound) _  12,  445.  26 


Inventory  value  of  finished  cloth  at  cost _  54,  350.  21 
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Summary  of  inventory. 


Work  in  process -  $246,  418.  30 

Finished  cloth -  54,  350.  21 

Haw  cotton -  1,  056,  983.  35 

Coal,  starch  and  burlap _  10,  603.  00 


Commissioner’s  amended  inventory  at  December  31,  1916—  $1,  368,  354.  86 

In  the  revaluation  of  the  inventories  for  the  years  and  period 
under  consideration,  the  Commissioner  relied  upon  all  the  cost  data 
available  from  the  petitioner’s  books  of  account,  and  the  method 
above  illustrated  is  predicated  upon  the  data  available.  Petitioner 
made  no  inventory  of  waste  on  hand  at  the  beginning  and  end  of 
each  quarter;  hence,  the  Commissioner  found  it  necessary  to  base 
the  credit  to  initial  cotton  cost,  for  wastage,  upon  the  sales  of  waste 
made  during  the  quarter.  There  was  not  a  segregation,  on  the 
petitioner’s  books  of  account,  of  the  costs  applicable  to  the  several 
operations  involved  in  the  petitioner’s  process  of  converting  raw 
cotton  to  finished  grey  cloth.  Other  data  necessary  for  a  valuation 
of  the  inventories  in  accordance  with  the  correct  principles  of  cost 
accounting  was  not  available  from  the  books  of  account. 

Over  the  period  December  31,  1916,  to  September  30,  1920,  finished 
cloth  produced  in  each  quarter,  and  finished  cloth  and  work  in 
process  on  hand  at  the  end  of  each  quarter,  are  shown  by  the  peti¬ 
tioner’s  books  to  have  been  as  follows : 


Quarter  ending — 


Dec.  31, 1916. 
Mar.  31,  1917 
June  30,  1917. 
Sept.  30,  1917 
Dec.  31,  1917. 
Mar.  31,  1918 
June  30, 1918. 
Sept.  30,  1918 
Dec.  31,  1918. 
Mar.  31,  1919 
June  30,  1919. 
Sept.  30,  1919 
Dec.  31, 1919. 
Mar.  31,  1920 
June  30,  1920. 
Sept.  30,  1920 


Cloth  pro¬ 
duced. 


1, 168, 074 
1, 133, 619 
1, 113, 751 
1, 057, 196 
1,  081,  882 
774,  384 
1, 101,  711 
1,  092,  509 
1,  006, 499 
762,  380 
959. 039 
949,  985 
989,  299 
1,  Oil,  445 
960,  278 
922,  603 


Cloth  on 
hand. 


90,511 
117, 250 
220, 850 
99, 482 
102, 264 
157,  250 
109,  915 
117, 105 
133,  295 
214,000 
372,  005 
157,  230 
122, 195 
105.  250 
100, 325 
239,  676 


WorJr  in 
process 
on  hand. 


762, 653 
755, 218 
695, 921 
712. 765 
763, 569 
850, 108 

844,  816 

845,  876 
775,  263 
841,647 
925, 917 
835, 976 
810, 951 
855, 273 
867,  869 
779, 031 


For  the  calendar  year  1917,  and  the  fiscal  years  1918,  1919,  and 
1920,  respectively,  sales  of  waste  are  shown  by  the  petitioner’s  books 
to  have  been  as  follows : 


Calendar  year  1917 _ $277,  307. 02 

Fiscal  year  1918 _  148,  295. 42 

Fiscal  year  1919 _  244,  363.  95 

Fiscal  year  1920 _  335, 300.  30 
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For  the  same  years  the  cost  of  raw  materials,  labor,  overhead,  and 
all  other  expenses  are  shown  by  the  petitioner’s  books  to  have  been 
as  follows: 


Calendar  year 
1917. 

Fiscal  year 
1918. 

Fiscal  year 
1919. 

Fiscal  year 
1920. 

Inventory  opening . . 

Cotton  purchased . . . 

Total . . . . . 

Inventory  closing . . . . . . 

Cost  of  goods  sold _ _ _ 

Taxes . . . . . 

Insurance . . . . . 

Freight  &  Cartage . . . 

Commission . . . 

Oil . . . . . 

$1, 433,  477.  33 
2,  002,  726.  22 

$839,  715.  43 
2,  429,  290.  23 

$1, 692,  626.  66 
1, 800,  335. 08 

$1, 603, 197.  54 
2,  441, 379.  66 

3, 436,  203.  55 
2, 161, 138. 16 

3,  269,  005.  66 
1, 692, 626.  66 

3,  492, 961.  74 
1, 603, 197.  54 

4,  044,  577.  20 
1,  297, 951. 13 

1,  275, 065.  39 
85,  091.  61 
31,  343.  62 
3, 168.  98 
34, 137. 12 
4, 854.  26 
1,  399,  479.  72 
4,  373.  92 
134,  597. 96 
17,  958.  60 
23, 807.  22 
87,  677.  69 
85, 949. 19 
8,  795.  00 

1,  576, 379.  00 
161,991.03 
33,  920.  48 
4,  730.  49 
36,  393.  00 
6, 197.  48 

1,  502,  446.  53 
512.  37 
191,  406.  60 
15,  958.  23 

4,  613.  57 
110,  622.  88 
83,  318.  79 
43,  098.  00 
140. 12 

1, 889,  764.  20 
278,  059.  33 
16,  295.  51 
5.  369.  24 
44,  494.  76 
8, 168.  06 
1,  684,  772.  75 

1,  517.  74 
120,  618. 12 
19,  346.  40 

2,  746,  626.  07 
691,748.  90 
23,  018.  82 
9, 043. 08 
74, 898.  44 
8,  314.  35 
2, 346,  240. 19 
3, 364. 31 
214,  720.  74 
19,  022.  39 

Labor . . . 

Warp . . .  . . . 

Fuel  and  Light . . . . . . 

General  expense . . . . 

Interest . . . . . 

Supplies _ _ _ _  .. 

Repairs.  . . . . 

Depreciation . . . . . . .  . 

116,  798.  85 
249,  243.  25 

122,  383. 95 
342, 890.  32 

Bad  Debts . . . . 

1, 499.  80 

21,  548.  29 
77, 156.  00 

Loss  on  Bonds... . . . 

5, 888.  80 

Total  expenses . . . . 

3,  202, 188.  98 

3, 771, 728.  57 

4, 435, 948.  01 

6,  700,975.  85 

The  annual  accounting  period  of  the  petitioner  is  a  fiscal  year  end¬ 
ing  September  30.  The  return  for  the  taxable  year  1917  was  filed  on 
the  basis  of  a  calendar  year.  A  return  was  filed  for  the  short 
period  January  1  to  September  30,  1918.  The  returns  for  all  sub¬ 
sequent  years  have  been  filed  on  the  basis  of  a  fiscal  year  correspond¬ 
ing  with  the  petitioner’s  annual  accounting  period.  The  revenue 
agent,  who  examined  the  petitioner’s  books  and  verified  its  returns 
for  the  years  and  period  under  consideration,  determined  the  net 
income  for  the  full  fiscal  year  ended  September  30,  1918,  to  be 
$798,948.28,  and  the  net  income  of  the  period  January  1  to  Septem¬ 
ber  30,  1918,  to  be  nine-twelfths  of  $798,948.28,  or  $599,211.21.  The 
net  income  for  the  period  January  1  to  September  30,  1918,  as  shown 
by  the  Commissioner  in  the  deficiency  letter,  was  computed  as 
follows : 

Net  income  as  shown  by  revenue  agent’s  report _ $599,  211.  21 

Add:  Increase  in  inventory  of  September  30,  1918, 

as  adjusted  by  Commissioner _ $111,  047.  97 

Less:  Increase  in  inventory  of  December  31, 

1917,  as  adjusted  by  Commissioner _  43,  713.  73 

-  67,  334.  24 


Net  income  shown  in  deficiency  letter _  666,  545.  45 

The  net  income  for  the  full  fiscal  year  ended  September  30,  1918, 
as  determined  by  the  Commissioner,  is  $867,155.36,  computed  as 
follows : 
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Net  income  as  shown  by  revenue  agent’s  report _ $798,  948.  28 

Add :  Increase  in  inventory  of  September  30,  1918,  as 

adjusted  by  Commissioner _ $111,  047.  97 

Less :  Increase  in  inventory  of  September  30, 

1917,  as  adjusted  by  Commissioner _  42,  840.  89 

-  68,  207.  08 

Net  income  as  adjusted  by  Commissioner _  867, 155.  36 

The  Commissioner,  in  his  amended  answer,  asserts  that  the  actual 
net  income  for  the  period  January  1  to  September  30,  1918,  is  $718,- 
881.22,  and  that  the  deficiency,  for  the  period  stated,  should  be 
determined  on  the  basis  of  such  net  income  rather  than  a  net  income 
of  $666,545.45  as  shown  in  the  deficiency  letter.  Further,  the  Com¬ 
missioner,  in  his  amended  answer,  asserts  additional  deficiencies  as 

'  7 


follows : 

Calendar  year  1917  (overassessment) _ $1,13^.30 

Period  January  1  to  September  30,  1918 _  44,  369.  60 

Fiscal  year  1919 _  4,  210.  04 

Fiscal  year  1920 _ _ _  4,  891.  42 

Total _  51,  736.  76 

Add :  Overassessment  for  1916  credited  against  deficiency  in  defi¬ 
ciency  letter,  but  barred  by  statute  of  limitations _  1,  302.  45 

. 

Total  additional  deficiency _  53,  039.  21 


The  additional  deficiency  for  the  period  January  1  to  September 
30,  1918,  is  occasioned  by  an  increase  of  $52,335.77  and  a  decrease 
of  $23,578.15  in  the  net  income  and  invested  capital,  respectively, 
as  shown  in  the  deficiency  letter.  The  additional  deficiency  for  the 
fiscal  year  1919  is  occasioned  by  a  decrease  of  $75,870.59  in  the  in¬ 
vested  capital  as  shown  by  the  deficiency  letter.  The  additional 
deficiency  for  the  fiscal  year  1920  is  occasioned  by  an  increase  of 
$1,856.52  and  a  decrease  of  $80,107.40  in  the  net  income  and  invested 
capital,  respectively,  as  shown  in  the  deficiency  letter. 

OPINION. 

Green:  We  have  here  the  anomalous  situation  of  the  petitioner 
attacking  the  validity  of  the  very  thing  which  it  relies  upon  in 
support  of  its  allegation  of  error.  The  fourth  assignment  of  error, 
and  the  first  to  be  here  considered,  is  that  the  Commissioner  has 
overstated  the  net  income  for  each  of  the  years  and  period  under 
consideration;  and  the  facts  set  out  in  subdivision  4  of  paragraph  5 
of  the  petition,  upon  which  the  petitioner  relies  to  support  the 
assignment  of  error,  are  as  follows : 

In  accordance  with  both  the  results  and  method  employed  by  the  Commis¬ 
sioner  in  redetermining  the  value  of  the  inventories  pertinent  to  the  tax  periods 
set  forth  in  paragraph  3  of  this  petition,  be  should  have  determined  the  cost 
of  the  cotton  cloth  sold  as  follows : 
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[Here  follows  a  computation  of  the  cost  of  goods  sold,  for  each  of  the  years 
and  period  under  consideration,  according  to  the  method  used  by  the  Commis¬ 
sioner  in  the  revaluation  of  the  inventories.] 

In  other  words,  the  petitioner  does  not  dispute  the  correctness  of 
the  inventory  values  determined  upon  by  the  Commissioner,  but 
raises  the  issue  that  the  Commissioner  should  have  determined  the 
cost  of  goods  sold,  not  upon  the  basis  of  inventories,  but  by  resort 
to  the  unit  cost  of  production  determined  in  the  same  manner  as  the 
Commissioner  has  determined  the  unit  cost  of  finished  goods  in  the 
closing  inventory.  Yet,  during  the  hearing  of  the  appeal,  counsel 
for  petitioner  devoted  nearly  his  entire  time  to  an  effort  to  prove 
that  the  method  used  by  the  Commissioner  for  the  revaluation  of 
inventories  was  theoretically  wrong  from  the  standpoint  of  sound 
principles  of  cost  accounting.  His  entire  brief,  filed  after  the  oral 
hearing,  is  devoted  to  an  earnest  attack,  not  only  upon  the  method, 
but  also  upon  the  inventory  values  reached  by  the  Commissioner 
through  the  use  of  that  method.  Furthermore,  at  no  time  in  this 
proceeding  has  the  petitioner  contended  that  the  method  used  by  the 
Commissioner  for  the  determination  of  the  cost  of  goods  sold  is  incor¬ 
rect  or  not  in  accordance  with  sound  accounting  principles ;  nor  has 
it  contended  that  the  results  obtained  by  the  Commissioner  through 
the  use  of  that  method  are  incorrect,  except  for  such  inference  as 
may  be  drawn  from  the  contention  contained  in  the  brief,  filed  after 
the  hearing,  that  the  inventories  used  by  the  Commissioner  for  the 
determination  of  the  cost  of  goods  sold  are  incorrect  because  of  the 
method  employed  by  the  Commissioner  in  ascertaining  their  cost 
values.  Taking  the  record  as  a  whole,  for  it  could  never  be  discov¬ 
ered  from  the  pleadings  alone,  the  petitioner’s  position  appears  to  be 
that  the  method  employed  by  the  Commissioner  for  the  revaluation 
of  inventories  is  wrong  and  that  the  results  obtained  from  the  use 
of  such  method  are  incorrect;  but,  in  any  event,  the  same  method 
should  be  used  for  the  purpose  of  ascertaining  the  cost  of  goods 
sold  for  each  of  the  years  and  period  under  consideration. 

A  greater  responsibility  rests  upon  the  petitioner  than  the  mere 
proving  that  the  methods  used  by  the  Commissioner  are  wrong. 
We  can  not  assume,  though  the  petitioner  succeed  in  proving  the 
fallacy  of  the  Commissioner’s  methods,  that  the  results  obtained 
thereby  are  necessarily  incorrect.  That  is  something  which,  if  true, 
the  petitioner  must  establish  by  competent  evidence.  We  are  not 
so  much  concerned  with  the  methods  employed  as  we  are  with  the 
results  obtained  through  the  use  of  the  methods.  Not  a  shred  of 
evidence  was  offered  by  the  petitioner  to  show  that  the  cost  of  goods 
sold,  for  the  years  and  period  under  consideration,  wTas  something 
other  than  that  determined  by  the  Commissioner.  In  fact,  we  have 
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not  been  advised  what  the  Commissioner’s  determination  was  in  that 
respect.  As  for  the.  inventory  values  determined  by  the  Commis¬ 
sioner,  on  the  basis  of  cost,  though  it  would  be  sufficient  to  state 
that  no  issue  was  raised  in  the  pleadings  in  respect  of  them,  the 
petitioner  has  not  established  that  they  are  incorrect,  notwithstand¬ 
ing  that  there  may  be  faults  in  the  method  employed  by  the  Com¬ 
missioner  in  their  revaluation.  On  the  record  confronting  us,  we 
must  hold  that  the  petitioner  has  failed  to  prove  the  allegation  of 
error  that  the  Commissioner  has  overstated  the  net  income  for  each 
of  the  years  and  period  under  consideration. 

In  the  fifth  assignment  of  error  the  petitioner  alleges  that  the 
Commissioner  should  have  determined  the  profits-tax  liability  for 
the  fiscal  year  1920  in  accordance  with  the  provisions  of  section  328 
of  the  Revenue  Act  of  1918.  No  facts  are  set  out  in  the  petition 
in  support  of  this  assignment  of  error ;  nor  has  the  petitioner  offered 
any'  evidence  whatever  to  show  that  it  falls  within  any  of  the  pro¬ 
visions  of  section  327  of  the  Revenue  Act  of  1918  which  would 
entitle  it  to  have  its  profits  taxes  determined  under  the  provisions 
of  the  relief  section.  The  issue  must  be  decided  adversely  to  the 
petitioner. 

The  Commissioner’s  amended  answer,  in  which  he  asserts  an 
additional  deficiency  of  $53,039.21,  raises  the  issue  as  to  the  amount 
of  the  net  income  for  the  short  period  January  1  to  September  30, 
1918.  The  petitioner  had  established  an  annual  accounting  period 
ending  September  30.  Its  return  for  the  taxable  year  1917  was 
filed  on  a  calendar  year  basis;  but  under  the  provisions  of  section 
212(b)  it  was  required  to  compute  its  net  income  for  the  taxable 
year  1918  upon  the  basis  of  its  annual  accounting  period,  which  was 
the  fiscal  year  ending  September  30.  Therefore,  the  petitioner  filed 
a  return  for  the  short  period  January  1  to  September  30,  1918.  The 
Commissioner  determined  the  net  income  of  the  short  period  as 
being  nine-twelfths  of  the  net  income  of  the  full  fiscal  year  ended 
September  30,  1918,  plus  the  increase  occasioned  by  adjustments 
of  the  inventories  of  December  31,  1917,  and  September  30,  1918, 
respectively,  or  $666,545.45,  which  is  the  net  income  shown  in  the 
deficiency  letter.  An  inventory  of  merchandise  and  supplies  was 
taken  by  the  petitioner  and  its  books  closed  as  of  December  31, 
1917 ;  therefore,  the  actual  net  income  of  the  short  period  January  1 
to  September  30,  1918,  was  susceptible  of  determination.  The 
Commissioner  has  determined  that  net  income  to  be  $718,881.22,  and, 
in  his  amended  answer,  asks  the  Board  to  determine  the  deficiency 
for  the  period  January  1  to  September  30,  1918,  upon  the  basis  of  a 
net  income  in  the  amount  last  stated.  More  definitely,  the  issue  is 
whether  the  net  income  of  the  nine-month  period  January  1  to 
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September  30,  1918,  is  nine-twelfths  of  the  net  income  of  the  full 
fiscal  year  ended  September  30,  1918,  or  the  net  income  actually 
earned  during  the  nine-month  period. 

In  Appeal  of  Henry  D.  Weed ,  2  B.  T.  A.  84,  we  held  that  an  indi¬ 
vidual  who  kept  his  books  of  account  upon  the  basis  of  a  fiscal  year, 
but  made  his  income-tax  returns  for  1917  and  prior  years  on  the  basis 
of  a  calendar  year,  was  required  to  file  an  income-tax  return  for  the 
short  period  from  the  beginning  of  the  calendar  year  in  which  the 
fiscal  year  ended  to  the  end  of  the  fiscal  year,  and  that  his  tax  lia¬ 
bility  upon  such  return  should  be  computed  in  the  manner  outlined 
in  section  226  of  the  Revenue  Act  of  1918.  Our  decision  in  that  case 
is  equally  applicable  to  the  facts  in  this.  The  petitioner  should  have 
filed  a  return  for  the  nine-month  period  January  1  to  September  30, 
1918,  showing  a  net  income  which,  under  the  provisions  of  section 
226  “  shall  be  computed  on  the  basis  of  such  period  for  which  sepa¬ 
rate  return  is  made.”  Since  an  inventory  of  merchandise  and  sup¬ 
plies  was  taken  by  the  petitioner  and  its  books  of  account  were  closed 
as  of  December  31,  1917,  it  is  obvious  that  the  net  income  of  the  nine- 
month  period  January  1  to  September  30,  1918,  is  susceptible  of 
ascertainment  without  resort  to  any  method  of  prorating  the  income 
of  the  twelve-month  period  ended  September  30,  1918.  Such  being 
the  case,  the  net  income  of  the  period  in  question  should  be  redeter¬ 
mined  solely  upon  the  basis  of  the  results  of  the  business  operations 
of  that  period,  independently  of  all  others,  and  in  accordance  with 
the  method  of  accounting  employed  in  keeping  the  books  of  account. 
Whether  the  computation  of  the  net  income  and  the  tax  liability  for 
the  period  January  1  to  September  30,  1918,  in  accordance  with  this 
opinion,  will  serve  to  increase  or  decrease  the  deficiency  found  by 
the  Commissioner,  we  must  leave  for  a  Rule  50  determination.  The 
Commissioner  in  his  computation  of  the  value  of  inventories  fol¬ 
lowed  a  cost  accounting  method.  Such  a  method  may  produce  a  cor¬ 
rect  valuation  of  the  inventories.  However,  if  the  amount  of  the 
increase  in  the  value  of  inventories  thus  obtained  is  added  to  the 
petitioner’s  net  income,  other  adjustments  of  gross  income  must  be 
made  in  order  to  clearly  reflect  the  petitioner’s  net  income.  If  this 
has  not  been  done,  it  may  be  done  by  the  parties  in  their  recomputa¬ 
tion  hereunder. 

Except  for  the  increase,  if  any,  in  the  deficiency  which  may  result 
from  a  recomputation  of  the  tax  liability  for  the  period  January  1 
to  September  30,  1918,  in  accordance  with  the  method  above  out¬ 
lined,  the  additional  deficiency  asserted  by  the  Commissioner,  in 
his  amended  answer,  must  be  disallowed,  since  the  Commissioner  has 
failed  to  show  by  proper  proof  the  existence  of  a  greater  deficiency 
than  that  shown  in  the  deficiency  letter,  and  obviously  the  burden 
of  proof  thereof  is  upon  him.  The  only  evidence  offered  by  the 
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Commissioner,  in  support  of  the  additional  deficiency,  was  the  testi¬ 
mony  of  an  auditor  of  the  Bureau  of  Internal  Revenue  to  the  effect 
that  the  recomputations  of  the  tax  liability,  for  each  of  the  years 
and  period  involved,  shown  in  an  amended  statement  furnished  to 
the  petitioner,  and  admitted  in  evidence  as  one  of  petitioner’s  ex¬ 
hibits,  are  correct  and  the  deficiencies  shown  therein  are  the  correct 
deficiencies.  Examination  of  this  statement  reveals  several  adjust¬ 
ments  in  the  net  income  and  invested  capital  of  the  several  years 
and  -period  under  consideration,  none  of  which  were  explained  to 
this  Board,  or  justified  by  affirmative  proof. 

The  second  assignment  of  error  set  out  in  the  petition  is  that  the 
consolidated  excess-profits  tax  for  the  year  1917  was  not  appor¬ 
tioned  by  the  Commissioner  between  the  petitioner  and  its  sub¬ 
sidiary,  the  Silver  Creek  Co.  During  the  hearing  the  parties 
reached  an  agreement  that  the  tax  may  be  apportioned  between  the 
two  companies  on  the  basis  that  the  net  income  of  each  bears  to  the 
consolidated  net  income. 

'  Judgment  will  be  entered  after  20  days 

notice ,  under  Rule  50. 


Appeal  of  Frederick  A.  Tschiffely. 

Docket  No.  6407.  Promulgated  January  27,  1927. 

1.  The  Commissioner  computed  the  petitioner’s  net  income  from 
a  drug  business  by  taking  5  per  cent  of  the  gross  sales.  To  this 
he  added  a  salary  of  $5,000,  which  was  not  paid  to  or  received 
by  the  petitioner.  Held,  that  net  income  should  be  reduced  by  the 
amount  of  $5,000. 

2.  The  Commissioner  concluded  that  he  was  unable  satisfac¬ 
torily  to  determine  the  petitioner’s  invested  capital  and  computed 
the  tax  under  the  provisions  of  section  210  of  the  Revenue  Act  of 
1917.  At  the  hearing,  although  unable  to  establish  for  invested 
capital  purposes  the  value  of  all  of  his  assets  used  in  his  business, 
the  petitioner  did  establish  his  right  to  a  definite  amount  of  in¬ 
vested  capital.  Held,  that  it  was  unnecessary  for  him  to  establish 
the  value  of  all  of  his  assets  and  that  he  is  entitled  to  have  his 
tax  computed  upon  the  basis  of  the  invested  capital  established. 

J .  Bond  Smith ,  Esq .,  for  the  petitioner. 

George  G.  Witter ,  Esq.,  for  the  Commissioner. 

The  Commissioner  has  determined  a  deficiency  in  income  and 
profits  taxes  for  the  year  1917  in  the  sum  of  $3,020.32,  of  which 
amount  there  is  in  controversy  in  this  proceeding  $2,293.69.  The 
petitioner  seeks  a  redetermination  of  his  tax  liability  and  alleges  two 
errors  on  the  part  of  the  Commissioner.  The  first  relates  to  the 
method  used  in  computing  the  total  net  income,  and  the  second 
relates  to  the  computation  of  invested  capital. 
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FINDINGS  OF  FACT. 

During  the  year  1917  the  petitioner  was  engaged  in  farming  and 
operated  two  farms  in  Montgomery  County,  Maryland.  He  resided 
upon  the  larger  farm,  which  contained  525  acres.  The  smaller  farm 
contained  154  acres.  The  net  income  for  the  year  from  the  operation 
of  the  farms  was  $1,304.98.  The  larger  farm  was  acquired  by  the 
petitioner  prior  to  January  1,  1914,  and  on  that  date  had  an  actual 
cash  value  of  $45,000.  The  smaller  farm  was  acquired  subsequent 
to  January  1,  1914.  On  this  farm  the  petitioner  had  a  considerable 
quantity  of  live  stock  and  machinery.  Among  the  various  items  were 
horses  which  cost  $1,200,  wagons  which  cost  $300,  and  binders  which 
cost  $210. 

The  petitioner  at  the  same  time  carried  on  a  wholesale  drug  busi¬ 
ness  at  475  Pennsylvania  Avenue,  N.  W.,  Washington,  D.  C.  The 
building  which  housed  this  business  has  been  owned  by  the  peti¬ 
tioner  over  forty  years  and  has  been  improved  and  remodeled  from 
time  to  time.  Its  actual  cash  value  on  January  1,  1914,  was  not  less 
than  $45,000.  No  inventory  was  ever  taken  of  the  merchandise. 
The  gross  sales  for  the  }7ear  1917  amounted  to  $430,082.  During 
the  year  the  accounts  receivable  averaged  not  less  than  $55,000. 
The  average  amount  of  the  accounts  payable  is  not  disclosed.  The 
petitioner  paid  all  merchandise  accounts  within  ten  days. 

The  Commissioner  computed  the  petitioner’s  net  income  from  the 
wholesale  drug  business  by  taking  5  per  cent  of  the  gross  sales.  He 
added  to  this,  among  other  items,  a  salary  of  $5,000.  No  salary 
was  paid  to  the  petitioner.  The  total  net  income  according  to  the 
computation  was  $29,070.13. 

The  Commissioner  concluded  that  he  was  unable  to  ascertain  the 
invested  capital  and  computed  the  excess-profits  tax  in  accordance 
with  the  provisions  of  section  210  of  the  Kevenue  Act  of  1917. 

OPINION. 

Green  :  The  petitioner  contends  that,  since  he  was  paid  no  salary, 
the  amount  of  $5,000  should  not  be  added  to  his  net  income.  With 
this  contention  we  are  in  accord.  We  can  find  no  justification  for  the 
addition  of  $5,000  to  the  petitioner’s  net  income.  In  making  the 
computation  the  parties  agreed  that  the  net  income  from  the  whole¬ 
sale  drug  business  should  be  ascertained  by  taking  5  per  cent  of  the 
gross  sales.  In  so  agreeing  the  parties  acted  in  good  faith  and  in 
the  light  of  the  Commissioner’s  records  of  the  profits  of  similar  con¬ 
cerns.  It  is  not  enough  to  say  that  other  comparable  concerns  paid 
a  salary  of  approximately  $5,000.  The  fact  remains  that  no  such 
salary  was  drawn  by  this  petitioner  and  that  such  amount  was  im¬ 
properly  added  to  income. 
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The  Commissioner  concluded  that  he  was  unable  satisfactorily  to 
determine  the  petitioner’s  invested  capital  and  computed  the  tax  in 
accordance  with  the  provisions  of  section  210  of  the  Revenue  Act 
of  1917.  The  petitioner  contends  that  he  can  not  establish,  for  in¬ 
vested  capital  purposes,  the  value  of  certain  assets.  He  contends, 
however,  that  he  can  and  has  established  for  invested  capital  pur¬ 
poses,  the  value  on  January  1,  1914,  of  a  part  of  the  property  paid 
in  to  the  business  prior  to  that  time,  and  that  he  should  not  be  de¬ 
prived  of  the  right  to  have  his  profits  tax  computed  on  the  invested 
capital  which  he  is  able  to  establish  merely  because  he  used  in  his 
business  other  assets  the  value  of  which  he  can  not  establish.  In 
this  we  think  his  position  is  correct.  The  special  assessment  provi¬ 
sions  of  the  various  acts  were  intended  to  provide,  among  other 
things,  an  equitable  means  of  computing  the  tax  in  cases  in  which 
the  invested  capital  which  could  be  established  was  so  low  as  to  result 
in  an  excessive  tax.  If,  however,  a  taxpayer  is  content  to  have  his 
tax  computed  upon  the  low  invested  capital,  there  is  no  reason  why 
the  tax  should  not  be  so  computed.  The  petitioner  herein  has  estab¬ 
lished  his  right  to  an  invested  capital  of  at  least  $146,710,  this  amount 
being  the  total  of  the  costs  or  values  set  forth  in  the  findings  of  fact, 
plus  the  amount  of  the  accounts  receivable.  The  latter  amount  we 
include  without  regard  to  the  bills  payable,  because  it  is  obvious  that 
the  value  of  the  merchandise  on  hand  far  exceeded  the  accounts 
payable. 

Judgment  will  be  entered  on  15  days’  notice, 
under  Rule  50. 

Milliken  dissents. 


J.  W.  Teasdale  &  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  2715.  Promulgated  January  27,  1927. 

1.  A  petition  appealing  from  the  determination  of  deficiency 
in  tax  for  1920  was  not  filed  within  sixty  days  after  mailing  of 
notice  of  deficiency,  and  the  Board  therefore  has  no  jurisdiction 
to  redetermine  this  deficiency. 

2.  The  petitioner  and  the  Circle  Realty  Co.  and  the  Losey  Real 
Estate  Co.  held  to  have  been  affiliated  in  1919.  The  Seneca  Dried 
Fruit  Co.  held  not  to  have  been  affiliated  with  petitioner  in  1919. 

3.  Alleged  bad  debt  charged  off  in  1919  disallowed  because 
worthlessness  was  not  ascertained  in  that  year. 

IF.  A.  Allen ,  Esq.,  for  the  petitioner. 

IF.  F.  Gibbs ,  Esq.,  for  the  respondent. 

This  proceeding  is  to  redetermine  deficiencies  in  income  and 
profits  tax  as  follows:  For  1919,  $1,818.82;  for  1920,  $7,652.77. 
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The  petitioner  assigns  the  following  errors : 

(1)  The  disallowance  by  the  Commissioner  of  the  deduction  as 
a  bad  debt  of  $7,765.13  in  1919. 

(2)  The  disallowance  of  deductions,  aggregating  $22,060.95,  as 
bad  debts  and  losses  in  1920. 

(3)  The  refusal  of  the  Commissioner  to  recognize  the  Seneca 
Dried  Fruit  Co.  and  the  Losey  Real  Estate  Co.  as  affiliated  with 
petitioner. 

The  respondent’s  answer  raises  the  question  of  the  jurisdiction 
of  the  Board  as  to  the  year  1920,  alleging  that  a  petition  appealing 
from  the  determination  was  not  filed  with  the  Board  within  sixty 
days  after  the  mailing  of  the  notice  of  the  deficiency  for  that  year. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  Illinois  corporation  with  its  principal  office 
in  St.  Louis,  Mo. 

A  notice  of  deficiency  in  tax  for  1919  was  mailed  to  the  peti¬ 
tioner  on  January  23,  1925.  Within  sixty  days  thereafter,  to  wit, 
on  March  20,  1925,  it  filed  a  petition  with  the  Board.  This  petition, 
however,  was  irregular  in  form  and  the  petitioner  was  advised  that 
its  petition  would  have  to  be  completed  in  the  manner  and  form 
prescribed  b}^  the  Rules  of  Practice  of  the  Board.  Upon  request  it 
was  granted  time  in  which  to  file  an  amended  petition.  A  notice 
of  deficiency  in  tax  for  the  year  1920  was  mailed  to  the  petitioner 
on  April  9,  1925.  Thereafter,  the  petition,  sworn  to  on  August  5, 
1925,  was  filed  with  the  Board.  The  amended  petition,  however, 
relates  to  the  deficiencies  for  both  the  years  1919  and  1920.  No 
other  petition  relative  to  the  deficiency  for  1920  was  filed. 

The  principal  stockholder  of  petitioner  in  1919  and  for  many 
years  prior  thereto  was  J.  W.  Teasdale,  Sr.  He  was  also  a  large 
stockholder  of  the  Circle  Realty  Co.  and  the  Losey  Real  Estate  Co. 
It  was  admitted  that  the  petitioner  was  affiliated  with  the  Circle 
Realty  Co.  In  1919  the  stock  of  the  petitioner  and  of  the  Losey 
Real  Estate  Co.  was  owned  as  follows : 


Shares  held. 

J.  W. 
Teasdale 
&  Co. 

Losey 

Real  Estate 
Co. 

J.  W.  Teasdale,  Sr... . . . 

405 

273 

75 

J.  W.  Teasdale,  Jr.. . . . . 

93 

G.  W.  Teasdale.  . 

1 

1 

W.  W.  Teasdale . . 

1 

1 

Mary  E.  Teasdale . . . . 

1 

Emma  S.  Teasdale _ _ 

16 

St.  Louis  Trust  Co.,  for  benefit  of  two  sons  of  J.  W.  Teasdale,  Jr. . 

33 

Total . 

500 

400 

3306S— 27 - 5 
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J-  W.  Teasdale,  Jr.,  and  G.  W.  Teasdale,  were  sons  of  J.  W.  Teas- 
dale,  Sr.,  and  Emma  was  the  wife  of  J.  W.  Teasdale,  Jr.,  and  Mary 
E.  was  the  wife  of  G.  W.  Teasdale. 

The  Seneca  Dried  Fruit  Co.  was  a  New  York  corporation  with 
its  place  of  business  at  Rochester.  The  evidence  does  not  show 
who  the  stockholders  of  this  company  were,  but  it  was  controlled  by 
the  Teasdales,  either  directly  or  through  the  petitioner.  At  some 
time  prior  to  1911,  the  petitioner  advanced  $10,000  to  the  Seneca 
Dried  Fruit  Co.  for  starting  the  business,  and  the  petitioner  there¬ 
after  advanced  other  sums  of  money.  It  owed  petitioner,  on  June 
30,  1911,  $19,745.95;  and  on  June  30,  1912,  $20,054.17. 

In  the  latter  part  of  1912  or  early  in  1913,  the  Seneca  Dried  Fruit 
Co.  was  declared  bankrupt,  and  never  thereafter  resumed  business. 
At  that  time  it  was  indebted  to  the  Traders  National  Bank  of 
Rochester,  and  payment  of  the  debt  was  guaranteed  by  G.  W.  Teas¬ 
dale.  The  assets  of  the  bankrupt  were  insufficient  to  pay  its  creditors. 
Thereafter,  the  bank  sued  G.  W.  Teasdale  and  recovered  a  judgment 
against  him  for  $1,400,  which  was  paid  by  the  petitioner  and  the 
amount  debited  on  its  books  to  the  account  of  the  Seneca  Dried 
Fruit  Co. 

In  1919  the  debit  balance  against  the  last  named  company  on 
petitioner’s  books  was  $17,765.13.  In  that  year  $7,765.13  of  this 
sum  was  charged  off  as  a  bad  debt.  In  1921  the  remaining  $10,000 
was  debited  to  the  account  of  J.  W.  Teasdale,  Sr. 

OPINION. 

Love  :  The  notice  of  deficiency  in  tax  for  1920  was  mailed  to  peti¬ 
tioner  on  April  9,  1925.  The  sixtieth  day  after  that  date  was  June 
8,  1925.  There  was  no  petition  filed  relating  to  the  year  1920  ex¬ 
cept  the  amended  petition  correcting  the  irregularity  in  the  petition 
appealing  from  determination  as  to  the  year  1919,  which  had  been 
filed  March  20,  1925.  While  this  amended  petition  also  covered 
1920,  it  was  not  filed  until  after  June  8,  1925.  It  is,  therefore,  at 
once  apparent  that  there  was  not  a  petition  appealing  from  the  de¬ 
termination  of  deficiency  in  tax  for  1920  filed  within  sixty  days 
after  the  mailing  of  notice  of  deficiency,  and,  consequently,  the  Board 
has  no  jurisdiction  to  redetermine  this  deficiency.  The  sixty-day 
period  of  limitation  is  fixed  by  the  statute  and  the  Board  has  no 
power  to  extend  it. 

The  facts  show  that  in  1919  all  but  two  shares  of  petitioner’s 
capital  stock  was  owned  by  J.  W.  Teasdale,  Sr.,  and  a  son,  and  that 
the  remaining  two  shares  were  held  by  a  brother  and  another  son. 
These  four  persons  also  owned  350  shares  of  the  stock  of  the  Losey 
Real  Estate  Co.  out  of  a  total  of  400  shares  outstanding  (or  87!/2 
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per  cent)  ;  and  of  the  remaining  50  shares,  17  were  held  by  the  wives 
of  the  two  sons  of  *X.  IV.  Teasdale,  Sr.,  and  33  shares  were  held  in 
trust  for  children  of  one  of  the  sons.  There  is  no  question  in  our 
minds  that  these  facts  meet  the  test  of  the  statute  that  two  oi  more 
corporations  shall  be  deemed  affiliated  when  a  substantially  all 
the  stock  *  *  *  is  owned  *  *  *  by  the  same  interests.” 

There  is  no  direct  proof  of  the  ownership  of  the  capital  stock  of 
the  Seneca  Dried  Fruit  Co.  It  does  appear  that  the  members,  of 
the  Teasdale  family  controlled  this  corporation  in  some  manner,  but 
we  are  not  warranted  on  the  vague  testimony  on  this  point  in  mak¬ 
ing  a  finding  that  the  ownership  or  control  of  the  stock  wTas  sufficient 
to  deem  the  corporation  affiliated  with  petitioner.  Upon  the  evi¬ 
dence  in  the  record  we  can  not  find  that  the  Seneca  Dried  Fruit  Co. 
was  affiliated  with  petitioner  in  1919.  _ _ 

The  petitioner  seeks  to  deduct  from  income  in  1919,  $<,(65.13 
which  was  charged  off  in  that  year  as  a  bad  debt.  This  is  a  pait 
of  the  debit  balance  carried  on  its  books  against  the  Seneca  Diied 
Fruit  Co.,  the  total  in  1919  being  $17,765.13.  This  total  (with  the 
possible  exception  of  $1,400)  is  the  balance  of  the  old  indebtedness 
to  the  petitioner  of  the  Seneca  Dried  Fruit  Co.  wnich  existed  in 
1912  or  1913.  The  latter  went  into  bankruptcy  at  that  time,  and 
the  fact  of  worthlessness  of  the  debt  must  have  been  known  at  that 
time  or  shortly  thereafter,  as  it  was  testified  that  the  Traders  National 
Bank  could  not  recover  on  its  debt  against  the  bankrupt  and  hence 
sued  G.  W.  Teasdale  as  guarantor.  The  only  reason  given  for  not 
charging  off  this  account  before  1919  was  that  the  suit  of  the 
Traders  National  Bank  was  pending  and  the  total  amount  of  indebt¬ 
edness  of  the  Seneca  Dried  Fruit  Co.  to  petitioner  could  not  be 
known  until  this  suit  was  concluded.  IV e  are  unable  to  see  how  this 
!  would  affect  the  fact  of  worthlessness  of  the  old  debt.  It  does  not 
appear,  in  any  event,  why  the  petitioner  paid  the  amount  of  the 
judgment  obtained  by  the  bank  against  G.  IV.  Teasdale.  Our  con¬ 
clusion  is  that  the  evidence  does  not  show  this  debt  became  worth¬ 
less  within  the  year  1919. 

Judgment  will  be  entered  after  20  da>ys 
notice ,  under  Rule  50. 


George  Hoke,  Petitioner,  u.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  No.  7999.  Promulgated  January  27,  1927. 

An  individual  who  kept  his  books  and  filed  his  returns  on  the 
calendar-year  basis  was  a  member  of  a  partnership  which  kept  its 
books  on  the  basis  of  a  fiscal  year  ended  in  the  calendar  year  1924. 
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Held ,  that  he  is  not  entitled  to  the  benefit  of  the  25  per  cent  reduc¬ 
tion  in  tax  provided  in  the  1924  Act  for  the  year  1923  with  respect 
to  his  share  of  the  partnership  profits  for  the  fiscal  year  ended  in 
1924. 

D.  D.  Shepard ,  Esq .,  for  the  respondent. 

The  petitioner  seeks  a  redetermination  of  a  deficiency  in  incoii; 
tax  for  1924  in  the  amount  of  $273.95,  only  $187.84  of  which  is  i 
controversy. 

So  evidence  was  introduced  and  the  case  was  submitted  on  th 
pleadings. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  lawyer  and  a  member  of  the  partnership  o 
Cobb,  Wheelwright,  Hoke  &  Benson,  and  has  been  a  member  thereo 
since  the  partnership  was  formed  on  June  1,  1923.  The  partnershi] 
operates  upon  the  basis  of  a  fiscal  year  ending  May  31  of  each  year 
The  petitioner  filed  his  individual  income-tax  return  for  the  calendai 
year  1924  in  which  return  he  reported  income  from  the  partnership 
a  portion  of  which  was  taxable  at  1923  rates  and  a  portion  at  1924 
rates.  In  that  return  he  claimed  as  a  credit  the  amount  of  25  pei 
cent  of  the  total  tax  upon  income  taxable  at  1923  rates.  No  part  of 
the  petitioner’s  share  of  the  partnership  income  was  reported  on  hi? 
1923  return. 

The  respondent  disallowed  this  claim  for  credit  which  resulted  in  a 
deficiency  of  $187.84,  which  is  that  part  of  the  total  deficiency  in¬ 
volved  in  this  appeal. 

OPINION. 

Trammell  :  The  decision  on  the  question  involved  in  this  appeal 
is  governed  by  the  Appeal  of  Charles  Colip ,  5  B.  T.  A.  123,  and 
Appeal  of  C .  A.  Weaver ,  5  B.  T.  A.  313. 

Judgment  will  be  entered  for  the  respondent 


Appeal  of  Yokohohama  Ki-Ito  Kwaisha,  Ltd. 

Docket  No.  2653.  Promulgated  January  28,  1927. 

1.  A  letter  sent  by  the  Commissioner  in  1916  to  an  attorney 
advising  him  that  a  foreign  corporation  was  in  his  opinion  entitled 
to  deduct  from  gross  income  in  a  tax  return  made  under  the 
Revenue  Act  of  1916,  such  portion  of  the  income  received  from 
sources  within  the  United  States  as  represents  “  the  actual  com¬ 
mission  for  buying  silk  in  Japan,”  is  not  such  an  interpretation 
of  the  statute  as  has  any  binding  effect  upon  a  successor  Commis¬ 
sioner  in  determining  true  tax  liability  for  the  fiscal  year  ended 
June  30,  1917. 
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2.  A  foreign  corporation  which  through  an  agent  in  the  United 
States  took  orders  for  or  entered  into  contracts  for  the  sale  of 
silk  in  the  United  States  and  later  purchased  the  silk  in  Japan 
to  fill  the  orders  derived  income  from  a  source  within  the  United 
States,  under  the  provisions  of  the  Revenue  Act  of  1916,  of  the 
difference  between  the  selling  price  and  the  cost  and  is  entitled 
to  deduct  therefrom  in  computing  net  income  ordinary  and  neces¬ 
sary  expenses  actually  paid  within  the  year  out  of  earnings  in 
the  maintenance  and  operation  of  its  business  and  property  within 
the  United  States. 

Edmonds  Putney ,  Esq.,  for  the  petitioner. 

S.  D.  Mitchell ,  Esq.,  for  the  Commissioner. 

i  This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  and  profits  tax  for  the  fiscal  year  ended  June  30,  1917,  in 
the  amount  of  $24,995.95.  The  petitioner  alleges  numerous  errors 
on  the  part  of  the  Commissioner  in  determining  its  income  from 
the  sale  of  goods  imported  into  the  United  States  and  in  reversing 
the  ruling  of  his  predecessor  in  office  in  so  doing. 

FINDINGS  OF  FACT. 

The  material  facts  are  admitted  in  the  pleadings  and  are  sub¬ 
stantially  as  follows: 

The  Yokohama  Ki-Ito  Kwaisha,  Ltd.,  is  a  foreign  corporation, 
organized  under  the  laws  of  Japan,  with  its  principal  place  of  busi¬ 
ness  at  Yokohama,  Japan.  Its  business  in  1916  and  1917  was 
that  of  a  dealer  in  raw  silk  and  raw  cotton.  All  of  its  transac¬ 
tions  in  the  United  States  were  conducted  by  and  through  the  firm 
of  Morimura,  Aria  &  Co.,  who  had  their  principal  office  in  the 
City  of  New  York  and  acted  solely  as  agents  for  the  corporation. 

The  transactions  in  raw  silk  between  Japan  and  the  United  States 
were  conducted  substantially  as  follows : 

Morimura,  Arai  &  Co.,  in  New  York  City,  were  supplied  every 
day  by  the  home  office  in  Japan,  by  cable,  with  the  market  prices  for 
raw  silk  prevailing  in  Yokohama  on  that  day.  On  the  basis  of 
these  quotations,  Morimura,  Arai  &  Co.  entered  into  contracts  for 
the  sale  of  raw  silk  to  various  purchasers  in  the  United'  States  for 
delivery  at  a  future  date,  frequently  several  months  later.  Each 
order  so  taken  was  cabled  to  Japan  and  the  petitioner  thereupon 
went  into  the  market  and  purchased  the  silk  necessary  to  fill  the 
order.  Sometimes  the  purchase  would  be  made  immediately,  some¬ 
times  not  until  a  considerably  later  date,  according  to  the  judgment 
of  the  officers  and  managers  in  the  home  office  of  the  petitioner  as  to 
the  trend  of  the  market.  Whether  the  petitioner  made  a  profit  or 
a  loss  on  the  transaction  depended  upon  its  ability  to  purchase  the 
silk  at  a  price  lower  than  the  sale  price  fixed  in  the  contract. 
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When  the  petitioner  in  Japan  shipped  the  silk  to  fill  an  order,  it 
invoiced  the  goods  to  its  New  York  agents,  not  at  the  actual  pur¬ 
chase  price  paid  in  Japan,  but  at  the  market  price  quoted  in  its 
cable  to  New  York  on  the  day  the  contract  was  made.  It  then  drew 
a  draft  for  the  invoice  price  upon  the  New  York  agents,  to  which 
invoices,  bills  of  lading,  and  other  shipping  documents  were  at¬ 
tached,  and  negotiated  the  draft  with  a  bank  in  Japan,  thus  receiving 
the  amount  of  the  invoice  at  the  time  of  shipment.  The  shipping 
documents  were  either  made  directly  in  the  name  of  the  bank  or 
indorsed  to  it  or  44  to  order  ”  so  that  title  to  the  silk  passed  to  the 
bank.  The  bank  in  Japan  forwarded  the  drafts  with  the  shipping 
documents  attached  to  its  bank  correspondent  in  New  York  by  which 
the  drafts  were  presented  to  Morimura,  Arai  &  Co.  for  acceptance 
and  payment.  Upon  the  arrival  of  the  silk  in  New  York,  it  was 
stored  in  a  warehouse  in  the  name  of  the  bank,  pending  delivery  to 
the  purchaser.  Thereafter,  delivery  was  generally  made  to  the  pur¬ 
chaser  by  Morimura,  Arai  &  Co.,  acting  as  agent  for  the  bank  under 
a  trust  receipt  signed  by  Morimura,  Arai  &  Co.  to  the  bank  by  the 
terms  of  which  Morimura,  Arai  &  Co.  acknowledged  that  they 
received  the  silk  in  trust  for  the  bank  and  that  the  title  both  to  the 
silk  and  to  the  proceeds  thereof  remained  in  the  bank. 

The  petitioner’s  transactions  in  cotton  were  conducted  in  a  similar 
way,  but  the  operation  was  reversed,  as  the  cotton  was  purchased  in 
the  United  States  by  Morimura,  Arai  &  Co.  and  sold  in  Japan  and 
elsewhere  by  the  home  office  and  its  other  branches. 

In  1916  the  petitioner,  desiring  to  establish  a  fixed  and  permanent 
method  of  computing  its  income  44  from  all  sources  within  the 
United  States  ”  for  the  purpose  of  taxation,  caused  its  case  to  be 
presented  to  the  then  Commissioner  of  Internal  Revenue  and  re¬ 
quested  a  ruling  by  him  of  what  income  should  be  returned  for  the 
purpose  of  taxation.  Under  date  of  October  20,  1916  the  Com¬ 
missioner  replied  to  the  request  in  a  letter  addressed  to  the  attorneys 
for  the  petitioner,  which  letter  read  in  part  as  follows : 

You  further  state  that  you  desire  a  ruling  for  the  future  guidance  of  this 
corporation  in  making  its  returns  of  annual  net  income  and  set  out  in  full 
the  manner -in  which  its  business  is  transacted  both  in  this  country  and  in 
Japan.  The  facts  as  presented  in  connection  with  this  business  are  substan¬ 
tially  as  follows : 

The  corporation's  business  consists  of  purchasing  of  raw  material  in  Japan, 
which  is  shipped  to  New  York  and  sold  in  this  country.  The  agents  in  this 
country  also  purchase  cotton  here  and  ship  it  to  Japan  where  it  is  sold.  The 
representatives  of  the  corporation  in  New  York  have  daily  quotations  of  the 
market  prices  of  various  kinds  of  silk  from  the  office  in  Japan  and  sales  are 
made  to  the  customers  daily  on  the  basis  of  these  market  prices.  The  home 
office  in  Japan  is  then  notified  of  the  sales,  and  when  it  ships  the  silk  it 
invoices  the  same  to  the  New  York  agents,  not  at  actual  cost  price  at  which 
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the  silk  was  purchased,  but  at  the  market  price  prevailing  on  the  day  the 
sale  was  made  in  New  York.  The  home  office  of  the  corporation  actually  draws 
a  draft  upon  the  agent  in  New  York  for  the  value  of  the  silk  reckoned  at  the 
market  price  prevailing  on  the  day  the  sale  was  made  in  New  York.  This  is, 
in  effect,  practically  a  sale  by  the  home  office  to  the  New  York  office  at  the 
market  price.  The  real  profit  then  derived  from  the  business  in  the  United 
States  is  the  difference  between  the  market  value  of  the  silk  on  the  date  of  sale 
and  the  price  which  is  obtained  therefor.  The  corporation  has  considered 
that  the  only  income  which  it  derives  from  the  purchase  of  cotton  in  the 
United  States,  which  is  sold  in  Japan,  is  a  commission  for  purchasing  the 

cotton. 

In  reply  to  your  question  as  to  whether  in  the  case  of  this  Japanese  cor¬ 
poration,  its  income  received  “from  all  sources  within  the  United  States  ’  is 
to  be  computed  upon  the  difference  between  the  price  at  which  the  silk  is 
bought  in  Japan  and  the  prices  at  which  it  is  sold  in  New  York  less  a  buying 
commission,  or  whether  the  income  received  by  this  Japanese  corporation 
“  from  all  sources  within  the  United  States  ’  should  not  be  limited  to  the 


difference  between  the  price  at  which  the  silk  is  invoiced  to  the  agents  of  the 
corporation  in  New  York  and  the  price  at  which  they  sell  the  same,  you  are 
informed  that,  for  the  purpose  of  income  tax,  this  office  is  of  the  opinion,  and 
will  hold,  that  the  Japanese  corporation  must  return  as  income  received  from 
all  sources  within  the  United  States  the  difference  between  the  cost  price  of 
the  silk  in  Japan  and  the  price  for  which  it  is  sold  by  its  agents  in  New  York 
or  in  this  country.  It  will  be  allowed,  however,  to  retain  such  port. on  of  that 
income  as  represents  the  actual  commission  for  buying  the  silk  in  Japan ;  that 
is  to  say,  that  commission  will  not  be  considered  as  income  received  from 
business  transacted  within  the  United  States  by  the  foreign  corporation.  The 


same  procedure  should  obtain  in  the  case  of  the  cotton  purchased  b>  the 
agents  of  the  foreign  corporation  in  the  United  States;  that  is,  the  foreign 
corporation  should  consider  that  its  agents  in  the  United  States  are  earning  a 
commission  by  purchasing  cotton  which  is  disposed  of  in  a  foreign  country, 
and  such  commission  is  considered  as  income  “  from  all  sources  within  the 
United  States.” 

Since  you  state  that  the  returns  as  rendered  were  prepared  upon  the  basis 
insisted  upon  by  this  office,  its  subsequent  returns  should  be  made  upon  the 
same  basis  and  if  so  made  will  be  accepted  by  this  office  for  income  tax 
purposes. 


The  petitioner  duly  made  and  filed  a  return  for  its  fiscal  year 
ending  June  30,  1917,  as  required  by  law,  in  which  its  income  was 
computed  strictly  in  accordance  with  the  ruling  of  the  Commis¬ 
sioner  above  quoted.  The  Commissioner  received  and  accepted  such 
return,  audited  same,  and,  with  full  knowledge  of  all  of  the  facts, 
assessed  the  petitioner  for  income  and  profits  taxes  for  that  year  upon 
the  basis  laid  down  by  him  in  the  ruling  which  was  communicated 
to  the  petitioner  in  the  letter  of  October  20,  1916,  above  quoted. 
Returns  were  also  made  by  the  petitioner  upon  the  same  basis  for 
subsequent  fiscal  years  and  in  each  case  the  return  was  examined  and 
audited  with  full  knowledge  of  all  the  facts  and  the  assessment  made 
in  each  year  upon  the  taxable  income  computed  in  the  manner  de¬ 
scribed,  and  the  taxes  assessed  were  duly  paid  by  the  petitioner. 
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During  the  year  1921  the  then  Commissioner  of  Internal  Revenue 
•caused  the  books  and  records  of  the  petitioner  to  be  examined  by  his 
agent,  who  verified  the  correctness  of  the  facts  herein  stated  and 
returned  the  same  to  the  Commissioner  under  date  of  February  21, 
1921,  in  which  report  he  made  the  following  statement: 

The  corporation’s  business  consists  of  purchasing  raw  material  in  Japan 
which  is  shipped  to  New  York  and  sold  in  this  country.  The  agents  in  this 
country  also  purchased  cotton  here  and  shipped  it  to  Japan,  where  it  is  sold. 
The  representatives  of  the  corporation  in  New  York  have  daily  quotations  of 
the  market  prices  of  various  kinds  of  silk  from  the  office  in  Japan,  and  sales 
are  made  to  the  customers  daily  on  the  basis  of  these  market  quotations.  The 
home  office  in  Japan  is  then  notified  of  the  sales  and  then  it  ships  the  silk 
and  invoices  the  same  to  the  New  York  agents  not  at  the  actual  cost  price  at 
which  the  silk  was  purchased  but  at  the  market  price  prevailing  on  the  day 
the  sale  was  made  in  New  York.  The  home  office  of  the  corporation  actually 
draws  the  draft  upon  the  agent  in  New  York  for  the  value  of  the  silk  reckoned 
at  the  market  price  prevailing  on  the  day  the  sale  was  made  in  New  York. 
This  is  in  fact  practically  a  sale  made  by  the  home  office  to  the  New  York 
office  at  the  market  price.  The  real  profit  thus  derived  from  the  business  in 
the  United  States  is  the  difference  between  the  market  value  of  the  silk  on 
the  date  of  sale,  and  the  price  which  is  obtained  therefor.  The  corporation 
has  considered  that  the  only  income  which  it  derived  from  the  purchase  of 
cotton  in  the  United  States  which  is  sold  in  Japan  is  the  commission  for  pur¬ 
chasing  the  cotton. 

As  a  result  of  the  above  method  of  doing  business,  the  company  was  con¬ 
fronted  with  the  question  of  what  would  constitute  its  income  from  sources 
within  the  United  States,  inasmuch  as  they  contend  that  a  portion  of  the 
entire  net  income  is  contributable  to  the  activities  of  its  home  office.  They 
finally  decided  that,  for  income  tax  purposes,  they  should  account  for  the 
difference  between  the  cost  of  the  raw  silk  bought  in  Japan  and  the  amount 
for  which  it  was  sold  in  the  United  States  as  income  derived  from  capital 
invested  in  the  United  States  and  business  done  in  the  United  States,  less  a 
buying  commission  intended  to  represent  that  portion  of  the  profits  earned  in 
Japan.  The  foregoing  contentions  were  embodied  in  a  letter  to  the  Depart¬ 
ment  dated  October  11,  1916  (copy  of  which  is  attached).  The  Department 
in  its  reply  to  the  company’s  attorneys,  letter  dated  October  20,  1916  (copy 
attached)  upheld  the  company’s  contention  and  the  company  therefore  ren¬ 
dered  its  return  in  accordance  with  the  reply. 

The  deficiency  now  claimed  by  the  Commissioner  to  exist  relates 
to  the  fiscal  year  July  1,  1916,  to  June  30,  1917,  and  is  based  upon 
the  theory  that  the  entire  gross  profit  on  silk  shipped  to  and  sold  in 
the  United  States,  that  is,  the  difference  between  the  price  at  which  it 
was  purchased  in  Japan  and  the  price  at  which  it  was  sold  in  the 
United  States,  constitutes  income  derived  from  sources  within  the 
United  States,  and  that  the  petitioner  is  not  entitled  to  deduct  a 
commission  for  the  buying  of  silk  in  Japan  notwithstanding  the 
ruling  of  his  predecessor  in  office. 

Relying  on  the  ruling  of  the  Commissioner  contained  in  his  letter 
of  October  20,  1916,  the  petitioner,  in  keeping  its  books  in  Japan,  did 
not  segregate  expenses  of  the  business  in  raw  silks  shipped  to  the 
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United  States  from  the  expenses  of  its  other  business.  The  change 
in  the  form  of  the  return  made  by  the  Commissioner  in  his  deficiency 
letter  dated  January  20,  1925,  places  a  great  burden  of  expense  upon 
the  petitioner  by  requiring  it  to  go  back  to  the  years  1916  and  1917 
and  attempt  to  reckon  expenses  of  the  silk  business  in  Japan,  a 
proceeding  which  has  been  rendered  especially  difficult  by  reason  of 
the  destruction  caused  by  the  recent  earthquake  in  Japan.  Since 
the  return  was  made  and  prior  to  this  deficiency  claim,  the  petitioner 
suffered  severe  losses  as  a  result  of  the  period  of  great  business  dis¬ 
turbance  and  depression  during  the*  years  1920  to  1922  and  also 
losses  as  a  result  of  the  earthquake  in  Japan. 

The  Commissioner  computed  the  additional  tax  claimed  to  be  due 
from  the  petitioner  for  the  fiscal  year  ended  June  30, 1917,  as  follows: 


Net  income  shown  on  original  return - *$302,  968.  58 

Additions  by  Commissioner. 

Donations  deducted  by  taxpayer -  829.28 

Expenses  of  cotton  purchases  in  U.  S.  deducted  by  taxpayer...  15,  396.  50 
Commissions  deducted  by  taxpayer  for  purchases  of  silk  in 

Japan _  271, 168.  98 

Interest _ _ _  34,  712.  88 


Deductions  by  Commissioner. 

Commissions  for  buying  cotton  in  U.  S.  returned  as 

income  by  taxpayer _ $12, 129.  32 

Additional  expense _  3,  267. 18 

Depreciation _  371.  06 

Additional  discount _  17,  765.  88 

Allocated  salaries  and  additional  expenses  in 

Japan _  147,  060.  82 

Allocated  interest _  48,  034.  68 


625,  076.  22 


228,  628.  94 


Net  income -  396,  447.  28 


Computation  of  tax. 


Net  income -  $396,  447.  28 

Invested  capital _  1,  293,  288.  35 

Excess  profits  credit  (9%) -  116,395.95 

Excess  profits  tax  (12  months  1917  law) _  87, 144.  81 

&  x  $87,224.46  (months  in  1917) _  43,572.41 

Net  income _ _ _ , _ $396,  447.  28 

Less  :  Profits  tax _  43,  572.  41 


Taxable  at  2% _  352,874.87 

Amount  of  Tax  at  2% - 

Less  :  Dividends _  177.  00 


7,  057.  50 


Taxable  at  4% _ 

Total  tax  4%  for  12  months _ 

tC3t  x  $14,106.32  (months  in  1917) 

Total  tax  liability _ 

Total  tax  previously  assessed _ 


352,  697.  87 

_  14, 107.  91 

_  7,  053.  98 

-  57,  683.  87 

-  32,  687.  92 


Deficiency _ 

33068—27 - 6 


24,  995.  95 
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The  deficiency  found  by  the  Commissioner  is  based  on  a  revenue 
agent’s  report  dated  March  30,  1921,  in  connection  with  additional 
information  shown  in  the  petitioner’s  brief  to  the  Commissioner 
dated  June  27,  1924.  The  net  income  as  shown  bv  the  revenue 
agent’s  report  was  adjusted  b}^  the  Commissioner  by  the  allowance 
of  additional  discount  as  a  result  of  a  conference  on  July  29,  1924, 
making  a  total  allowance  of  discount  as  shown  in  the  petitioner’s 
brief  above  referred  to.  The  deficiency  letter  shows  that  salaries 
of  officers,  $128,026.25,  was  proportioned  by  the  Commissioner,  first 
as  between  gross  sales  of  cotton  over  total  gross  sales,  then  as  be¬ 
tween  gross  sales  within  the  United  States  over  gross  sales  of  silk. 
Salaries  and  incidental  expenses  relative  to  silk  alone,  determined 
by  the  Commissioner,  $77,158.18,  was  proportioned  on  a  basis  of 
gross  income  within  the  United  States  and  gross  income  silk.  The 
total  interest  paid,  $73,288.18,  was  proportioned  on  the  basis  of 
gross  income  within  the  United  States  to  gross  income  world  wide. 
The  invested  capital  was  proportioned  on  the  basis  of  net  income 
from  sources  within  the  United  States  as  determined  by  the  Com¬ 
missioner  and  total  net  income  world  wide. 

OPINION. 

Littleton  :  The  principal  complaint  of  the  petitioner  in  this  pro 
ceeding  is  that  the  Commissioner  in  1925  reversed  a  ruling  of  Com¬ 
missioner  Osborn  made  in  1916  with  respect  to  deductions  which  it 
was  entitled  to  take  in  its  income-tax  return  for  the  fiscal  vear 
ended  June  30,  1917.  The  petitioner  contends  that  the  functions 
of  a  Commissioner  of  Internal  Revenue  are  to  some  extent  judicial 
and  that  his  decision  can  not  be  reviewed  and  reversed  by  a  suc¬ 
cessor  in  office,  and  in  support  of  such  proposition  cites  the  case 
of  Bates  <&  Guild  Co.  v.  Payne ,  194  U.  S.  106,  wherein  it  is  stated: 

The  rule  upon  this  subject  [the  right  of  one  executive  officer  to  overrule  a 
predecessor  in  office!  may  be  summarized  as  follows:  That  where  the  decision 
of  questions  of  fact  is  committed  by  Congress  to  the  judgment  and  discretion 
of  the  head  of  a  department,  his  decision  thereon  is  conclusive ;  and  that 
even  upon  mixed  questions  of  law  and  fact,  or  of  law  alone,  his  action  will 
carry  with  it  a  strong  presumption  of  its  correctness,  and  the  courts  will  not 
ordinarily  review  it,  although  they  may  have  the  power,  and  will  occasionally 
exercise  the  right  of  so  doing. 

It  is  pointed  out  that  section  13(b)  of  the  Revenue  Act  of  1916, 
provides  that : 

Every  corporation  *  *  *  shall  *  *  *  render  a  true  and  accurate  re¬ 

turn  of  its  annual  net  income  in  the  manner  and  form  to  be  prescribed  by 
the  Commissioner  of  Internal  Revenue,  with  the  approval  of  the  Secretary  of 
the  Treasury,  and  containing  such  facts,  data,  and  information  as  are  appro- 
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priate  and  in  the  opinion  of  the  commissioner  necessary  to  determine  the 
correctness  of  the  net  income  returned  and  to  carry  out  the  provisions  of 
this  title. 

The  Act  of  October  3,  1917,  added  (section  213)  : 

That  the  Commissioner  of  Internal  Revenue,  with  the  approval  of  the 
Secretary  of  the  Treasury,  shall  make  all  necessary  regulations  for  carrying 
out  the  provisions  of  this  title,  and  may  require  any  corporation,  partnership, 
or  individual,  subject  to  the  provisions  of  this  title,  to  furnish  him  with  such 
facts,  data,  and  information  as  in  his  judgment  are  necessary  to  collect  the 
tax  imposed  by  this  title. 

In  our  opinion  the  contention  of  the  petitioner  upon  this  point 
is  sufficiently  met  by  the  decision  of  the  court  in  the  case  of  United 
States  v.  Updike ,  1  Fed.  (2d)  550.  The  letter  of  October  20,  1916, 
sent  by  Commissioner  Osborn  to  the  attorneys  for  the  petitioner  was 
not  a  regulation  “  prescribed  by  the  Commissioner  of  Internal 
Revenue,  with  the  approval  of  the  Secretary  of  the  Treasury.” 
It  was  advisory  merely.  It  simply  gave  the  inquirer  the  Commis¬ 
sion's  opinion  and  ruling  as  to  the  proper  interpretation  of  the  law 
as  applied  to  the  facts  stated  by  the  inquirer,  which  facts  were  not 
as  fully  stated  as  in  the  instant  findings  of  fact.  Clearly,  an  advisory 
letter  on  a  question  of  law  written  by  a  Commissioner  can  have  no 
binding  effect  upon  his  successor  in  office.  An  erroneous  interpreta¬ 
tion  of  a  statute  by  the  Commissioner  does  not  conclude  the  United 
States  on  a  subsequent  modification  of  the  ruling  or  create  equities 
in  favor  of  the  petitioner  requiring  the  judicial  adoption  of  the  first 
interpretation.  Gold-field  C onsolidated  Mines  Co.  v.  Scott ,  247  U. 
S.  126. 

A  further  contention  made  by  the  petitioner  is  that  the  profit  on 
silk  shipped  by  it  to  the  United  States  from  Japan  accrued  in  Japan 
and  not  in  the  United  States  and  that  the  petitioner  did  not  have 
any  taxable  income  derived  from  sources  within  the  United  States. 
A  consideration  of  this  question  requires  a  determination  of  the 
meaning  of  the  phrase  “  from  all  sources  within  the  United  States,” 
contained  in  section  10  and  in  section  12(b)  of  the  Revenue  Act  of 
1916.  We  think  that  where  a  foreign  corporation  sells  goods  at  a 
profit  in  the  United  States  it  derives  an  income  from  a  source  within 
the  United  States  within  the  meaning  of  the  statute.  We  have  held 
that  where  goods  are  manufactured  abroad  b}T  nonresident  alien 
individuals  and  sold  in  this  country,  the  entire  profit  constitutes 
“  gross  income  from  sources  within  the  United  States  ”  within  the 
meaning  of  section  213(c)  of  the  Revenue  Act  of  1918.  Birkin  v. 
Commissioner,  5  B.  T.  A.  402.  We  think  that  a  like  ruling  must  be 
made  under  the  Revenue  Act  of  1916  with  respect  to  a  foreign  corpo¬ 
ration  purchasing  goods  outside  of  the  United  States  and  selling  them 
within  the  United  States.  The  purchase  price  is  paid  by  an  indi- 
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viduqj  residing  in  the  United  States.  The  income  of  the  seller  is 
derived  from  the  sale  and  flows  to  the  seller  from  the  purchaser. 

The  petitioner  objects  to  the  tax  liability  determined  by  the  Com¬ 
missioner  as  computed  upon  the  entire  profit  derived  from  silk 
shipped  to  the  United  States,  that  is,  upon  the  difference  between  the 
cost  of  the  silk  in  Japan  and  the  sale  price  fixed  in  the  contract  of 
sale  made  in  the  United  States.  Its  contention  is  that  in  the  ordi¬ 
nary  transaction  of  purchase  and  sale  of  personal  property  where 
the  purchase  precedes  the  sale  no  profit  is  made  until  the  property 
is  sold;  that  under  such  circumstances  it  might  justly  be  said  that 
the  profit  or  income  was  derived  from  the  place  in  which  the  sale 
was  made;  but  that  that  would  not  be  true  in  the  instant  case  since 
the  petitioner  sold  goods  which  it  did  not  own  and  therefore  derived 
no  profit  at  the  time  of  the  sale;  that  it  required  a  subsequent  pur¬ 
chase  to  consummate  the  transaction;  that  whether  the  petitioner 
obtained  a  profit  at  all  or  suffered  a  loss  depended  entirely  upon  the 
skill  and  judgment  with  which  the  purchase  was  made;  that  any 
profit,  if  profit  there  was,  accrued  at  the  time  of  the  purchase  and 
not  at  the  time  of  the  sale  and  that,  inasmuch  as  the  purchase  was 
in  Japan,  the  profit  was  realized  in  Japan. 

The  evidence  upon  this  point  is  not  as  detailed  as  might  be  desired. 
The  agent  of  the  petitioner  in  the  United  States  took  orders  for  silk 
or  entered  into  contracts  for  the  sale  of  silk.  No  copies  of  the  con¬ 
tracts  are  before  us.  Neither  are  we  in  possession  of  copies  of  the 
shipping  documents  which  might  have  a  bearing  upon  the  case.  We 
can  see  no  basis,  however,  for  the  contention  of  the  petitioner  that 
the  profit  on  the  sale  is  not  derived  from  a  source  within  the 
United  States  merely  because  the  date  of  sale  precedes  the  date  of 
purchase.  The  source  of  the  income  was  not  changed  by  reason  of 
that  fact. 

The  relationship  of  the  petitioner  to  Morimura,  Arai  &  Co.  is  not 
entirely  clear.  This  concern  was  apparently  a  partnership  with  its 
principal  office  in  New  York  City,  which  acted  solely  as  agents  for 
the  corporation.  The  conditions  under  which  they  acted  and  the 
method  under  which  the  petitioner  compensated  them  for  services 
rendered  are  not  revealed.  There  appears  to  be  no  question,  however, 
but  that  they  were  transacting  business  in  the  United  States  in  the 
name  of  the  petitioner.  Laurentide  Co.  v.  Durey ,  231  Fed.  223. 

The  petitioner  alleges  error  on  the  part  of  the  Commissioner  in 
refusing  to  allow  the  deduction  of  $271,168.93  made  by  the  petitioner 
in  its  return  and  representing  commissions  in  Japan  for  the  buying 
of  the  silk  pursuant  to  the  ruling  of  the  former  Commissioner  of 
Internal  Revenue.  In  place  of  such  deduction  the  Commissioner  has 
allowed  the  deduction  of  a  portion  of  the  actual  expenses  of  the 
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business  in  Japan.  No  evidence  is  before  this  Board  that  the  peti¬ 
tioner  paid  any  commissions  in  Japan  for  the  purchase  of  silk.  In 
the  absence  of  such  evidence  the  disallowance  of  the  deduction  by 
the  Commissioner  must  be  approved. 

The  petitioner  also  alleges  error  on  the  part  of  the  Commissioner 
in  refusing  to  allow  the  deduction  of  $16,950  discount  made  by  the 
petitioner  in  its  return.  The  record  contains  no  evidence  upon  this 
point.  The  deficiency  letter  would  indicate  that  the  Commissioner 
allowed  the  deduction  of  all  the  discount  which  the  petitioner  con¬ 
tended  for  when  the  audit  of  its  tax  return  was  under  consideration 
by  the  Commissioner  prior  to  the  determination  of  the  deficiency. 
In  the  absence  of  evidence  the  action  of  the  Commissioner  in  dis¬ 
allowing  this  deduction  must  be  likewise  approved. 

The  petitioner  further  alleges  error  on  the  part  of  the  Commis¬ 
sioner  in  refusing  to  allow  the  deduction  of  $15,396.50  expenses  of 
the  petitioner  in  the  conduct  of  its  cotton  business  in  the  United 
States.  The  Commissioner  has  apparently  determined  the  deduc¬ 
tions  from  gross  income  in  accordance  with  the  provisions  of  law 
applicable  to  returns  made  under  the  Revenue  Act  of  1918.  The 
Revenue  Act  of  1916  is  quite  different  from  the  Revenue  Act  of 
1918  in  this  respect,  since  it  permits  a  foreign  corporation  deriving 
income  from  sources  within  the  United  States  to  deduct  from  gross 
income : 

First.  All  the  ordinary  and  necessary  expenses  actually  paid  within  the  year 
out  of  earnings  in  the  maintenance  and  operation  of  its  business  and  property 
within  the  United  States,  including  rentals  or  other  payments  required  to  be 
made  as  a  condition  to  the  continued  use  or  possession  of  property  to  which 
the  corporation  has  not  taken  or  is  not  taking  title,  or  in  which  it  has  no 
equity.  (Sec.  12(b).) 

Since  commissions  for  the  purchase  of  cotton  were  paid  in  connec¬ 
tion  with  the  operation  of  the  petitioner’s  business  within  the  United 
States,  they  are  deductible  from  gross  income  under  the  express 
provisions  of  law  applicable  to  returns  under  the  Revenue  Act  of 
1916. 

The  last  issue  presented  by  the  petitioner  is  whether  the  Commis¬ 
sioner  erred  in  computing  the  4  per  cent  tax  imposed  by  section  4  of 
the  Revenue  Act  of  1917  upon  one-half  of  the  net  income  for  the 
fiscal  year  ended  June  30,  1917,  after  deducting  therefrom  the  profits 
tax  imposed  by  the  Revenue  Act  of  1917  instead  of  upon  the  1917 
portion  of  the  net  income  reduced  by  the  profits  tax. 

Counsel  for  petitioner  in  support  of  this  point  cites  and  relies 
upon  the  decision  of  the  Circuit  Court  of  Appeals,  Third  Circuit, 
in  United  States  v.  Semple ,  10  Fed.  (2d)  1023,  affirming  the  decision 
of  the  District  Court  in  Semple  v.  United  States ,  7  Fed.  (2d)  1023, 
decided  upon  that  court’s  derision  in  SeriVple  v.  Lewellyn ,  1  Fed. 
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(2d)  745,  in  which  it  was  held  that  only  that  portion  of  the  income 
earned  during  that  portion  of  the  calendar  year  1917  falling  within 
the  fiscal  year  was  subject  to  the  4  per  cent  tax,  and  insists  that  the 
Board  should  overrule  its  decision  in  the  Appeal  of  F.  J .  Thompson , 
Inc.,  1  B.  T.  A.  535,  and  the  decisions  in  the  Appeals  of  Mesa  Milling 
Go.,  2  B.  T.  A.  770;  Phoenix  Seed  cfi  Feed  Co.,  2  B.  T.  A.  909;  St. 
Louis  Screw  Co.,  2  B.  T.  A.  649;  Bray  cfi  Kates  Co.,  3  B.  T.  A.  1316; 
and  Manville  Jenckes  Co.,  4  B.  T.  A.  765,  in  which  the  decision  in 
the  Appeal  of  F .  J .  Thompson,  Inc.,  was  followed. 

In  the  decision  of  the  Board  in  the  Appeal  of  F.  J.  Thompson , 
Inc.,  supra,  the  decision  of  the  District  Court  in  Semple  v.  Lewellyn 
supra,  was  considered  and  analyzed  with  the  utmost  care  and  a 
different  conclusion  from  that  arrived  at  by  the  learned  court  was 
not  lightly  reached.  In  the  Appeal  of  Mesa  Milling  Co.,  supra,, 
in  which  the  Board  was  asked  to  overrule  its  decision  in  the  F .  J . 
Thompson,  Inc.,  appeal,  it  was  said. 

We  have  carefully  reconsidered  the  decision  in  that  appeal  in  the  light  of 
the  arguments  of  counsel  for  the  taxpayer.  The  rule  laid  down  in  the  Act 
for  the  treatment  of  the  excess-protits  tax  credit  seems  to  us  to  be  clear, 
and  does  not  call  upon  us  to  interpret  the  congressional  intention  for  the 
purpose  of  determining  that  Congress  meant  that  the  credit  should  be  treated 
or  tax  computed  otherwise  than  as  provided  in  the  Act. 

In  the  present  proceeding  we  have  carefully  reconsidered  our  deci¬ 
sion  on  this  question  in  the  light  of  the  argument  of  counsel,  and 
we  have  carefully  studied  and  considered  the  decisions  of  the  courts 
in  the  cases  of  United  States  v.  Semple,  supra;  Curtis  &  Co.  Mfg.  Co. 

v.  United  States,  62  Ct.  Cls.  - ,  decided  April  19,  1926;  5  Am. 

Fed.  Tax  Rep.  6025,  and,  also,  the  per  curiam  opinion  of  the  Cir¬ 
cuit  Court  of  Appeals  for  the  Second  Circuit  in  Bowers  v.  Carl 
Schoen  Silk  Corporation,  —  Fed.  (2d)  — ,  but  notwithstand¬ 
ing  our  great  respect  for  and  deference  to  the  opinions  of  these 
courts,  we  are  not  persuaded  that  our  conclusion  as  announced  in 
former  decisions  is  erroneous.  The  opinion  of  the  Circuit  Court  of 
Appeals  for  the  Second  Circuit  in  Bowers  v.  Carl  Schoen  Silk  Cor¬ 
poration,  supra,  was  as  follows : 

We  see  no  reason  to  depart  from  the  result  of  decisions  already  made. 
See  United  States  v.  Semple,  10  Fed.  (2d)  1023;  Curtis,  etc.  v.  United  States , 
Court  of  Claims  No.  83.  October  Term.  1926. 

There  is  no  indication  in  any  of  the  cases  dealing  with  this  ques¬ 
tion  that  the  court  had  before  it  the  Board’s  decision  in  the  F.  J. 
T hompson,  Inc.,  appeal,  or  the  reasoning  upon  which  it  was  based. 

Judgment  will  be  entered  on  15  days'  notice, 
under  Rule  50. 

Phillips  concurs  in  the  result  only. 
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Smith,  dissenting:  I  dissent  on  the  last  point.  The  question  pre¬ 
sented  is  whether  the  excess-profits-tax  credit  provided  for  by  section 
29  of  the  Revenue  Act  of  1916,  added  by  section  1211  of  the  Revenue 
Act  of  1917,  should  be  credited  against  the  net  income  for  the  entire 
fiscal  year  ending  in  1917  or  against  only  the  1917  portion  of  the 
net  income  in  determining  the  amount  of  the  net  income  subject 
to  the  additional  4  per  cent  income  tax  imposed  by  section  4  of  the 
Revenue  Act  of  1917.  As  I  see  it,  the  4  per  cent  tax  was  never  in¬ 
tended  to  be  imposed  upon  any  part  of  the  net  income  of  a  corpora¬ 
tion  received  or  accrued  prior  to  January  1,  1917 ;  and  it  was  never 
intended  to  be  imposed  upon  the  1917  income  until  after  such  income 
had  been  credited  with  the  excess-profits  tax  payable  upon  the  same 
income.  Clearly,  if  this  taxpayer  had  made  its  returns  on  a  calendar 
3rear  basis,  the  entire  excess-profits  tax  payable  for  1917  would  have 
been  credited  against  1917  income  and  only  the  remainder  would  have 
been  subjected  to  the  4  per  cent  tax.  Should  this  taxpayer  be  preju¬ 
diced  by  reason  of  the  fact  that  it  made  its  tax  returns  on  a  fiscal 
year  basis?  Section  29  of  the  Revenue  Act  of  1916,  as  amended,  does 
not  necessarity  require  the  credit  of  the  excess-profits  tax  against  the 
net  income  of  the  entire  fiscal  year,  and  such  a  method  of  crediting 
it  is  not  in  harmony  with  the  scheme  of  the  statute.  Such  a  con¬ 
struction  of  the  statute  was  made  by  this  Board  in  Appeal  of  F.  J. 
Thompson. ,  Inc.,  1  B.  T.  A.  535,  and  followed  in  other  decisions.  In 
such  decisions  the  Board  violated  a  cardinal  rule  of  statutory  con¬ 
struction,  namely,  that  doubts  with  respect  to  the  meaning  of  lan¬ 
guage  used  in  taxing  statutes  should  be  resolved  in  favor  of  the 
taxpayer.  United  States  v.  Wigglesworth,  2'  Stonq  369;  Fed.  Cas. 
No.  16,690;  Gould  v.  Gould,  245  U.  S.  151. 

Furthermore,  the  identical  question  involved  in  this  proceeding 
was  before  the  courts  in  the  case  of  Semple  v.  United  States,  7  Fed. 
(2d)  1023;  United  States  v.  Semple,  (C.  C.  A.)  10  Fed.  (2d)  1023. 
The  Supreme  Court  denied  certiorari  in  this  case  on  October  11, 

1926,  -  U.  S.  - .  It  is  also  to  be  noted  that  the  Circuit 

Court  of  Appeals,  Second  Circuit,  to  which  an  appeal  lies  in  this 
case,  has  decided  the  point  in  favor  of  the  taxpayer.  Bowers  v. 
Carl  Schoen  Silk  C orporation, - Fed.  (2d)  - . 
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North  American  Railway  Construction  Co.,  Petitioner,  v.  Com¬ 
missioner  of  Internal  Revenue,  Respondent. 

Docket  No.  3167.  Promulgated  January  28,  1927. 

Personal  service  classification  denied  to  a  railroad  construction 
and  maintenance  corporation. 

Harry  Eugene  Kelly ,  Esq .,  for  the  petitioner. 

L.  C .  Mitchell ,  Esq.,  for  the  respondent. 

This  proceeding  involves  a  deficiency  of  $40,127.62  income  and 
profits  taxes  for  the  calendar  year  1918,  arising  from  the  refusal 
of  the  respondent  to  grant  the  petitioner  classification  as  a  personal 
service  corporation  within  the  meaning  of  section  200  of  the  Revenue 
Act  of  1918. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  Illinois  corporation  with  its  principal  place 
of  business  in  Chicago.  It  was  organized  in  1898. 

The  capital  stock  of  the  petitioner  at  the  beginning  of  the  year 
1918  was  $60,000.  It  was  increased  to  $100,000  by  means  of  a  stock 
dividend,  and  in  April,  1918,  its  authorized  capital  stock  was  in¬ 
creased  from  $100,000  to  $250,000  but  only  $100,000  of  the  increase 
was  issued.  In  1920  the  capital  stock  was  decreased  to  $100,000  and 
since  then  it  has  remained  at  that  figure.  Throughout  1918  the 
following  persons  were  stockholders  and  held  the  percentages  of 
the  outstanding  capital  stock  listed  after  their  respective  names : 

Per  cent 


Andrew  S.  Littlefield _ ! _ 50% 

Samuel  P.  McGough _ 16% 

Emmett  M.  Fry _ 16% 

Daniel  Coolidge _ _  8% 

Arthur  S.  Littlefield _  4% 

Calvin  G.  Littlefield _  3% 

II.  LI.  McDonald _  Va 


Andrew  S.  Littlefield  was  the  president  of  the  companjc  He  died 
in  1923.  During  1918  he  had  full  charge  of  the  executive  adminis¬ 
tration  of  the  petitioner  and  was  actively  and  regularly  engaged 
therein  at  an  annual  salary  of  $20,000.  He  was  very  active  in  the 
pursuit  of  his  duties  and  at  all  times  kept  acquainted  with  all  matters 
pertaining  to  the  company  and  its  work.  He  traveled  about  looking 
over  the  company’s  work  and  noting  its  progress  from  time  to  time. 
While  absent  from  the  office  he  was  at  all  times  kept  advised  as  to 
conditions,  and  always  kept  in  touch  with  all  the  work  so  that  he 
could  take  proper  steps  for  its  best  performance.  All  of  the  time 
he  was  in  Chicago  he  spent  in  the  petitioner’s  office.  He  was  among 
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the  lirst  arrivals  in  the  morning  and  among  the  last  to  leave  at 
night.  During  1918  he  was  absent  from  Chicago  one-third  to  one- 
half  the  time  on  petitioner’s  business.  He  was  a  practical  engineer 
of  long  experience  in  railroad  construction  and  his  duties  extended 
actively  and  constantly  to  work  under  the  Baltimore  &  Ohio  Railroad 
contract  hereinafter  set  forth. 

Samuel  P.  McGough  during  1918  was  vice  president  and  general 
manager  of  the  petitioner.  Previous  to  1900  he  had  been  employed 
in  the  maintenance  department  of  the  Baltimore  &  Ohio  Railroad 
Co.  at  Pittsburgh,  and  when  he  left  that  company  in  1900  he  had 
been  with  it  for  nine  years.  Later  he  was  employed  in  the  con¬ 
struction  of  a  canal  in  New  York.  Still  later  he  was  superintendent 
and  engineer  of  a  construction  company  engaged  in  building  tunnels, 
retaining  walls  and  abutments.  Afterwards  he  became  an  inspection 
engineer  for  a  company  selling  rail  joints  to  railroad  companies 
and  in  this  capacity  it  was  his  duty  to  inspect  the  joints  to  ascertain 
whether  they  were  properly  installed.  In  1904  he  became  associated 
with  the  petitioner  and  remained  with  it  until  Andrew  S.  Littlefield’s 
death  in  192B. 

During  the  progress  of  the  work  under  the  petitioner’s  contract 
with  the  Baltimore  &  Ohio  Railroad  Co.,  McGough  spent  the  whole 
of  his  time  at  Pittsburgh  in  its  field  of  operations  under  the  con¬ 
tract  and  was  actively  and  regularly  engaged  in  the  work  under 
that  contract.  He  was  in  immediate  charge  of  the  petitioner’s 
organization. 

Emmett  M.  Fry  was  vice  president  during  the  year  1918.  He 
devoted  all  his  time  to  the  business.  His  work  was  of  substantially 
the  same  character  as  Andrew  S.  Littlefield’s,  except  that  he  had 
less  to  do  with  the  financial  matters  of  the  company.  His  annual 
salary  was  $6,000.  He  was  a  practical  engineer  and  his  work  con¬ 
sisted  of  practical  engineering,  especially  in  the  construction  of  steam 
and  interurban  railroads.  His  experience  was  substantially  the 
same  as  Andrew  S.  Littlefield’s.  He  and  Littlefield  went  together 
in  about  1892  and  continued  together  until  Littlefield’s  death. 

Arthur  S.  Littlefield,  a  son  of  Andrew  S.  Littlefield,  became  an 
officer  of  the  petitioner  during  1917,  and  during  all  of  1918  was 
secretary  and  treasurer  thereof  at  an  annual  salary  of  $5,100.  He 
had  charge  of  the  office,  was  responsible  for  the  petitioner’s  books 
of  account,  and  had  charge  of  the  correspondence  of  the  petitioner 
with  its  branch  offices  as  to  the  different  jobs.  He  checked  each  re¬ 
port  and  pay  roll  which  came  from  the  branch  offices  to  see  that  it 
was  correct  for  book  entries.  He  handled  the  office  work  pertain¬ 
ing  to  labor  gangs  recruited  for  the  work  that  was  being  done  by 
the  petitioner  under  its  contract  with  the  Baltimore  &  Ohio  Rail- 
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road.  He  was  responsible  for  all  of  the  petitioner’s  office  details, 
and  had  to  attend  to  most  of  the  clerical  work.  He  gave  all  of  his 
time  to  this  employment. 

Andrew  S.  Littlefield,  Fry,  McGough,  and  Arthur  S.  Littlefield 
each  devoted  his  time  to  the  petitioner  as  much  as  any  ordinary 
man  could  devote  his  time  to  a  company  of  which  he  was  an  officer. 

Calvin  G.  Littlefield  was  cashier  and  timekeeper  of  the  petitioner 
until  1917,  when  he  went  into  the  United  States  Army.  He  was 
not  actively  engaged  in  the  petitioner’s  affairs  during  1918.  H.  H. 
McDonald  was  employed  in  the  petitioner’s  office  until  1917,  but  at 
that  time  went  into  the  Government  service  and  was  not  activelv 
engaged  in  the  petitioner’s  affairs  during  1918.  Daniel  Coolidge 
was  not  actively  engaged  in  the  petitioner’s  affairs  during  1918. 
These  three  stockholders  held  a  total  of  11%  per  cent  of  the  peti¬ 
tioner’s  capital  stock. 

The  petitioner  was  engaged  principally  during  the  year  1918  in 
carrying  out  the  following  contract  with  the  Baltimore  &  Ohio 
Railroad  Co. 

This  agreement,  Made  this  18th  day  of  July,  1917,  between  The  Baltimore 
and  Ohio  Railroar  Company,  hereinafter  called  Railroad,  and  the  North 
American  Railway  Construction  Company,  hereinafter  called  Company. 

WITNESSETH  I 

In  consideration  of  the  payments  to  be  made  and  the  work  to  be  performed 
as  hereinafter  mentioned,  the  parties  hereto  do  agree  between  themselves  as 
follows : 

1.  The  Railroad  hereby  employs  the  Company  to  perform  the  work  in  mainte¬ 
nance  and  renewals  of  existing  main  tracks  and  side  tracks  of  the  Railroad 
on  the  Pittsburg  Division  between  Pittsburg  and  Connellsville,  including 
Pittsburg  Terminals,  and  on  the  New  Castle  Division  between  New  Castle 
Junction,  Pa.,  and  Akron  Junction,  O.,  including  the  New  Castle  Junction 
Terminals.  The  work  to  be  done  by  the  Company  shall  include  the  construc¬ 
tion  of  additional  yard  tracks  and  industrial  tracks  in  connection  with  those 
parts  of  the  line  of  the  Railroad  as  above  set  forth  if  called  upon  so  to  do 
by  the  Railroad.  The  work  to  be  done  by  the  Company  in  the  maintenance  and 
renewal  shall  include  tie,  rail  and  ballast  renewal,  aligning  and  surfacing 
tracks,  ditching,  mowing  right  of  way,  weeding  and  cleaning  roadbed  and  other 
similar  work  as  may  be  required  by  the  Division  Engineer  in  charge. 

2.  The  Railroad  agrees  that  it  will  provide  all  tools,  materials,  work  train 
equipment  and  service  and  the  Company  will  provide  all  the  labor  with  neces¬ 
sary  superintendents,  foreman  and  timekeepers. 

3.  It  is  agreed  that  all  work  to  be  done  under  this  contract  shall  be  done 
under  the  direction  and  supervision  of  the  Division  Engineer  of  the  Railroad, 
who  shall  direct  the  Company  as  to  the  work  to  be  done,  designating  the 
locations  and  specifying  the  number  of  men  to  be  employed  at  the  designated 
locations,  and  the  Company  agrees  to  do  no  work  except  such  as  may  be 
directed  by  the  said  Engineer  and  at  all  times  to  do  all  work  under  the 
supervision  of  said  Engineer  and  to  his  approval. 

4.  It  is  agreed  that  the  Division  Engineer  of  the  Railroad  shall  have  the 
right,  from  time  to  time,  to  request  the  dismissal  of  employes  of  the  Com- 
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pany,  and  the  Company  agrees,  on  receipt  of  direction  to  dismiss  any  employe, 
that  such  employe  shall  be  promptly  discharged. 

5.  The  Company  agrees  that  it  will  at  all  times  during  the  life  of  this  con¬ 
tract  keep  proper  books  showing  the  cost  of  the  work  at  the  site  of  the  work. 
It  shall  give  to  the  Division  Engineer  a  daily  report  and  account  of  all 
labor  performed  for  the  day,  signed  in  duplicate,  one  copy  whereof  shall  be 
executed  by  the  Division  Engineer  or  his  authorized  representative,  if  the 
same  shall  be  found  correct,  and  returned  to  the  Company.  The  Company  will 
also  deliver  to  the  Division  Engineer  at  the  end  of  each  month  a  complete  and 
accurate  statement  showing  all  labor,  materials  and  renewals  of  plant  charge¬ 
able  during  the  month.  All  bills  of  the  Company  entering  into  the  cost  of 
work  done  shall  be  filed  with  the  Division  Engineer  on  or  before  the  5th  day 
of  the  month  subsequent  to  the  month  in  which  the  work  shall  have  been  done. 

It  is  agreed  that  all  books  of  the  Company  and  all  its  daily  labor  and 
material  reports  and  records  of  cost,  or  other  records  in  connection  with  the 
work,  shall  be  open  to  inspection  at  all  times  by  the  Division  Engineer  or  other 
representative  of  the  Railroad. 

0.  The  Railroad  agrees  that  during  the  progress  of  any  work  to  be  done  by 
the  Company  it  will  station  at  the  work  and  keep  during  its  progress  a  repre¬ 
sentative  who  will  be  authorized  to  check  and  approve  payrolls  or  material 
invoices  and  who  will  cooperate  with  the  Superintendent  of  the  Company  in 
the  direction  of  the  work. 

7.  The  Railroad  agrees  that  it  will  furnish  transportation  free  to  the  repre¬ 
sentative  of  the  Company  in  general  charge  of  the  work  and  to  his  superintend¬ 
ents  and  local  timekeepers  over  that  portion  of  the  line  of  the  Railroad  within 
which  the  Company  agrees  to  perform  work  under  this  contract. 

The  Railroad  shall  not  be  required  to  give  free  transportation  for  any  labor¬ 
ers.  but  the  Company  shall  pay  full  tariff  rates,  taking  receipt  for  same  and 
submitting  such  receipts  attached  to  its  bill  at  the  end  of  the  month,  but  no 
percentage  or  profit  will  be  paid  to  the  Company  on  the  cost  of  such  transpor¬ 
tation. 

The  Company  shall  procure  accident  insurance  policies  acceptable  to  the 
Railroad  protecting  the  Railroad  and  the  Company  against  all  liability  for 
injury  or  death  of  employes,  the  cost  of  such  policies  and  any  legal  expense 
to  which  the  Company  shall  be  put  for  the  same  will  be  treated  as  a  part 
of  the  cost  of  the  work  upon  which  the  percentage  of  the  Company  is  to  be 
calculated. 

8.  The  Company  agrees  that  no  charge  will  be  made  on  account  of  general 
office  expense  in  connection  with  any  work  done  by  it  and  that  percentages 
will  only  be  paid  on  superintendents,  foremen,  timekeepers,  local  cashier  and 
laborers  actually  employed  on  the  work  and  whose  labors  are  confined  strictly 
thereto. 

9.  The  Railroad  agrees  to  pay  the  Company  for  all  labor  performed  at  actual 
cost  plus  twelve  (12%)  per  cent. 

10.  In  the  event  that  the  Railroad  shall  request  the  Company  to  furnish  any 
materials,  tools  or  supplies,  the  Railroad  shall  pay  for  the  same  at  actual 
cost  plus  twelve  per  cent.  All  materials,  tools  and  supplies  furnished  by  the 
Company  at  the  request  of  the  Railroad  shall  become  the  property  of  the  Rail¬ 
road  upon  arrival  on  work  and  the  Company  shall  have  no  claim  thereto 
upon  completion  of  the  work. 

11.  This  contract  shall  remain  in  force  for  the  period  of  one  (1)  year  from 
the  date  hereof,  it  being  expressly  agreed,  however,  that  the  Railroad  shall 
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have  the  right  at  any  time  to  cancel  this  contract  upon  giving  thirty  (30)  days 
notice  in  writing  to  the  Company. 

This  contract  was  made  about  July  1,  and  its  execution  entered 
upon  about  July  15,  1917.  The  work  of  execution  was  continued 
under  this  contract  and  under  a  renewal  contract  thereof  until, the 
first  part  of  July,  1918.  The  renewal  contract  provided  for  a  cost- 
plus  fee  of  10  per  cent  instead  of  12  per  cent  as  in  the  original 
contract. 

The  negotiations  leading  to  the  execution  of  this  contract  began 
in  June,  1917,  when  Fry  conferred  with  Stimson,  one  of  the  officers 
of  the  railroad  company,  at  Pittsburgh,  discussing  the  character  and 
methods  of  the  work  that  the  railroad  company  had  in  view  for  the 
petitioner.  A  plan  of  remuneration  upon  the  basis  of  a  certain  price 
per  unit  could  not  be  reached  and  it  was  finally  agreed  that  the  only 
equitable  way  to  do  the  work  was  to  pay  the  petitioner  a  percentage 
of  the  total  cost  as  a  fee.  When  asked  who  would  be  in  charge  of 
the  work  Fry  stated  that  McGough  would  be,  because  he  was  well 
acquainted  with  the  right  of  way  on  which  the  work  was  to  be  per¬ 
formed.  Arrangements  were  made  for  McGough  to  meet  Stimson  the 
following  week  so  that  instructions  could  be  given  him  as  to  where 
the  work  would  be  done  and  what  the  railroad  desired  accomplished. 

The  work  was  carried  out  on  650  miles  of  railroad  out  of  a  total 
Baltimore  &  Ohio  trackage  of  4,500  miles.  It  covered  a  part  of  the 
road  from  Cumberland  west,  where  the  industrial  activities  were 
greatest  and  where  the  railroad  company’s  organization  had  broken 
down  because  of  the  losses  of  employees  of  all  classes  to  the  Govern¬ 
ment’s  work  and  service  in  the  Army  and  Navy. 

Not  since  the  railroad  company  had  been  in  existence,  something 
over  eighty  years,  had  it  met  the  conditions  that  confronted  it  during 
1917  and  1918.  Because  of  losses  of  the  railroad’s  men  its  super¬ 
visory  organization  was  considerably  affected.  That  was  the  prin¬ 
cipal  trouble  and  it  was  not  altogether  a  matter  of  the  scarcity  of 
common  labor  which  the  contract  was  intended  to  remedy.- 

The  officers  of  the  Baltimore  &  Ohio  Railroad  Co.  in  deciding  to 
avail  themselves  of  some  existing  organization  to  undertake  this  work 
decided  to  entrust  it  to  the  petitioner  because  it  had  in  it  men  they 
knew,  particularly  McGough,  who  had  formerly  been  a  maintenance 
of  construction  engineer  for  the  railroad  company  and  who  was 
familiar  with  the  particular  division  of  the  railroad  involved  in  the 
contract.  They  regarded  McGough  as  the  best  fitted  man  to  under¬ 
take  the  work.  Knowing  him,  they  placed  major  reliance  upon  him, 
but  they  also  knew  Fry  and  Andrew  S.  Littlefield,  were  acquainted 
with  their  ability,  and  had  equal  confidence  in  them.  Jhey  had 
previously  had  dealings  with  the  petitioner  for  a  number  of  years 
and  regarded  its  reputation  as  being  of  the  best. 
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The  railroad  company  in  taking  over  the  petitioner’s  service  con¬ 
sidered  most  the  fact  that  it  had  the  man  power  and  the  brains  to 
do  the  work.  Reliance  for  the  service  was  placed  not  only  on 
McGough,  Littlefield,  and  Fry,  but  on  the  petitioner’s  organization 
as  a  whole. 

The  petitioner  brought  to  the  work  six  superintendents  who  had 
not  come  from  the  service  of  the  railroad  company. 

The  principal  object  that  the  railroad  sought  in  making  its  contract 
with  the  petitioner  was  an  effective  organization  so  that  it  could 
maintain  its  right  of  way  to  meet  the  very  extraordinary  demands 
that  the  war  conditions  had  placed  upon  it. 

In  maintaining  a  railroad  it  is  not  so  essential  that  there  be  a  large 
number  of  laborers  as  it  is  that  there  be  an  adequate  number  of  well 
directed  laborers.  It  is  necessar}^  to  have  a  certain  amount  of  com¬ 
mon  labor  to  do  the  work  in  an  economical  manner,  but  in  order  to 
do  that  it  is  necessary  to  have  adequate  and  competent  supervision. 
Organization  is  the  desired  object  in  work  of  this  character. 

The  maintenance  force  was  composed  largely  of  common  laborers, 
and  it  was  built  up  during  the  summer  time,  as  the  work  is  seasonal. 
Such  work  is  done  during  the  spring  and  summer  months  and  re¬ 
quires  the  recruiting  of  large  forces  each  spring.  In  1917  and  1918 
the  better  class  of  common  labor  had  been  drawn  into  the  Govern¬ 
ment  service  and  into  more  lucrative  employment  in  munitions 
plants.  The  poorer  classes  of  common  labor  were  left  for  railroad 
service.  Consequently,  the  supervisory  and  directory  organization 
had  to  be  so  much  the  better  in  order  to  get  results.  With  the  force 
that  the  petitioner  was  handling,  about  3,500  men,  it  required  a  very 
good  organization  to  direct  their  force  and  obtain  economical  re¬ 
sults.  By  poor  direction  in  such  matters  results  are  decreased  to 
such  an  extent  that  a  railroad  company  can  afford  to  pay  almost 
any  price  for  good  organization.  The  petitioner  supplied  that  sort 
of  organization  and  service,  and  it  was  very  effective — much  more 

so  than  the  railroad  company’s  own  efforts  at  the  time  the  contract 

* 

was  made. 

The  petitioner’s  organization  was  under  the  general  control  of  the 
railroad  company’s  engineers,  who  supervised  the  work  and  saw  that 
it  was  done  according  to  the  proper  methods.  The  railroad  company 
furnished  plans  and  specifications  but  the  details  of  the  work  were 
left  to  the  petitioner’s  independent  judgment  and  its  men  exercised 
such  judgment  in  carrying  them  out.  The  railroad  company’s  engi¬ 
neers  gave  directions  and  orders  when  they  found  the  work  was  not 
being  carried  out  according  to  their  plans  and  they  indicated  at 
what  points  the  force  should  be  applied. 

The  petitioner  in  performing  the  work  provided  for  under  the 
contract  employed  one  general  superintendent,  six  superintendents, 
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a  chief  clerk,  two  stenographers,  five  time  posters  and  approximately 
fifty  timekeepers.  It  also  had  charge  of  twelve  general  foremen, 
over  two  hundred  and  thirty-seven  foremen,  twenty-five  carpenters, 
some  bricklayers  and  hodcarriers,  and  over  thirty-three  hundred  track 
laborers.  The  salaries  and  wages  of  all  these  men  were  fixed  by  the 
railroad  company.  It  also  had  twenty  camps,  ten  or  twelve  com¬ 
missaries,  and  two  labor  agents,  one  at  Pittsburgh  and  one  at  Chi¬ 
cago.  The  above  figures  are  representative  of  the  petitioner’s 
organization  at  its  highest  efficiency.  The  actual  number  of  men 
employed  varied  from  time  to  time. 

The  petitioner’s  main  office  was  four  ordinary  rooms  in  the  Morfad- 
nock  Building  in  Chicago.  It  maintained  no  other  general  office. 
Its  employees  there  were  one  stenographer,  one  full-time  bookkeeper, 
one  part-time  bookkeeper,  and  an  office  boy.  At  this  office  were  re¬ 
ceived  and  kept  all  of*- its  books  and  records. 

The  petitioner  rented  an  office  in  the  Conestoga  Building  in 
Pittsburgh  which  it  made  its  local  headquarters  under  the  Baltimore 
&  Ohio  contract.  The  petitioner  in  discharging  the  contract  had 
superintendents  located  at  Cleveland,  Newton  Falls,  Holloway  and 
Youngstown,  Ohio,  and  at  Pittsburgh  and  West  Newton,  Pa.  The 
offices  at  these  places  reported  directly  to  the  office  in  the  Conestoga 
Building  in  Pittsburgh,  and  the  business  at  the  Conestoga  Building 
was  reported  directly  to  the  petitioner’s  general  office  in  the  Monad- 
nock  Building,  Chicago,  Ill. 

The  petitioner’s  work  for  the  Baltimore  &  Ohio  Railroad  Co.  was 
a  construction  and  maintenance  job.  It  consisted  of  taking  up  and 
loading  old  rails,  unloading  and  laying  new  rails,  retieing  and  re- 
ballasting  the  track,  maintaining  the  platforms,  sweeping  snow, 
repairing  switches  and  keeping  them  clean,  putting  in  new  switches, 
building  industrial  tracks,  inspecting  camps,  building  commissaries, 
refitting  camp  cars  to  take  care  of  the  men,  building  and  filling  in 
trestles  and  consulting  Baltimore  &  Ohio  division  engineers,  super¬ 
visors  and  other  assistants  as  to  the  handling  of  the  work  that  was 
to  be  done.  The  petitioner  did  the  work  where  it  was  directed  to  do 
it  by  the  railroad  company’s  officers,  and  when  it  was  directed  where 
to  do  the  work  it  had  charge  of  the  job  and  its  immediate  supervision. 

In  all  of  this  work  McGough  as  the  local  man  at  the  scene  of  oper¬ 
ations  was  constantly  in  communication  with  the  petitioner’s  office 
at  Chicago  and  was  carrying  out  the  instructions  of  the  home  office 
at  Chicago.  He  was  in  constant  communication  with  Littlefield  and 
Fry  of  the  home  office.  Littlefield  and  Fry  also  visited  the  work  at 
Pittsburgh  at  different  times  to  inspect  it.  There  was  not  a  day 
that  letters  were  not  exchanged  about  the  work. 
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McGough  made  an  official  daily  report  of  the  men  and  the  time 
they  were  employed  and  of  other  matters  in  order  that  it  might  be 
known  how  much  money  was  being  spent.  A  copy  of  this  report  was 
sent  to  the  railroad  company.  These  reports  showed  not  only  the 
number  of  men  employed  but  the  type  of  work  that  was  being  done, 
the  number  of  ties  put  in,  the  number  of  rails  laid  and  the  kegs  of 
spikes  and  bolts  used. 

Most  of  the  material  was  supplied  by  the  railroad  company  but 
the  petitioner  was  occasionally  called  upon  to  furnish  material  in 
emergency  for  making  repairs  in  camps  and  to  build  camps,  such  as 
lumber,  mattresses  and  cots.  The  item  of  material  was  very  small. 

McGough  and  the  other  officers  of  the  petitioner  were  constantly 
traveling  over  the  Baltimore  &  Ohio  Railroad  on  the  rear  ends  of 
trains  and  on  gasoline  motor  cars,  and  sometimes  for  miles  on  foot, 
inspecting  the  work  that  was  being  done  and  ascertaining  if  the 
foremen  were  doing  their  work  in  accordance  with  instructions  that 
had  been  given  them. 

While  the  work  was  being  conducted,  the  tracks  on  which  the  work 
was  being  done  were  being  used  by  the  railroad  company  and  had 
to  be  kept  open  and  constantly  in  condition  for  the  heaviest  trans¬ 
portation,  including  fast  passenger  and  freight  trains.  This  was 
while  the  war  was  at  its  height. 

The  engineering  work  involved  building  curves  in  relaying  the 
rails,  making  the  proper  curvature,  the  elevation  of  curves,  raising 
the  track  to  the  proper  grade,  surfacing  the  tracks  and  looking  after 
alignment,  all  of  which  were  things  the  petitioner  had  been  doing 
for  years  and  which  were  matters  requiring  skilled  men.  The  selec¬ 
tion  of  these  skilled  men  was  made  by  McGough  and  the  superintend¬ 
ents.  The  men  would  not  have  been  worth  anything  if  they  had  not 
been  familiar  with  that  kind  of  work.  It  was  important  that  the 
petitioner  have  a  knowledge  of  the  work  in  order  to  pick  out  men 
who  could  be  entrusted  with  it,  and  a  sufficient  knowledge  to  see 
from  inspection  that  there  was  done  that  which  the  petitioner  was 
required  to  do,  and  that  it  was  being  done  properly. 

There  was  a  necessity  for  cooperation  among  the  men  and  in  the 
work  of  the  different  divisions.  The  officers  of  the  petitioner  had 
to  meet  the  general  superintendents,  the  superintendents,  the  engi¬ 
neers  and  the  road  masters,  and  wTork  out  with  all  of  them  the 
problems  that  confronted  them. 

The  company  would  not  have  entrusted  the  maintenance  of  its  • 
property  to  anyone  not  familiar  with  the  physical  characteristics  of 
the  railroad,  the  nature  of  the  maintenance  work,  the  conditions 
under  which  it  had  to  be  done,  and  the  operation  of  the  trains.  The 
company  required  of  the  petitioner  that  its  men  have  knowledge  of 
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maintenance  methods — how  the  work  should  be  done — from  actual 
experience.  The  maintenance  work  required  executive  ability,  the 
organizing  of  forces,  and  the  planning  of  arrangements  to  take  care 
of  them  at  the  particular  time. 

The  petitioner  had  to  provide  quarters  for  the  men  to  sleep  in,  and 
had  to  provide  cooking  and  dining-room  accommodations  for  feed¬ 
ing  them,  and  the  problem  was  a  heavy  one  at  that  particular  time. 
The  petitioner  carried  all  of  the  employees  on  its  pay  rolls,  kept  and 
audited  the  accounting  and  time  records,  and  made  a  report  each 
month  to  the  railroad  company. 

The  bills  for  the  cost  of  the  work  were  prepared  in  the  petitioner’s 
Pittsburgh  office  under  McGough’s  supervision,  v  and  were  sent  out 
in  duplicate,  one  to  the  Chicago  office  of  the  petitioner  and  the 
other  to  the  railroad  company.  The  pay  rolls  for  the  men  were 
made  up  every  two  weeks  by  the  Pittsburgh  and  Chicago  offices.  The 
petitioner’s  bills  for  its  services  and  for  all  expenses  and  disburse¬ 
ments  for  purchases  and  wages  were  made  up  and  presented  to  the 
railroad  company  twice  a  month,  and  the  company  mailed  checks  to 
the  petitioner  for  the  amounts  of  them.  All  costs  in  connection  with 
the  work  were  first  paid  by  the  petitioner,  which  was  reimbursed 
by  the  railroad  company. 

When  the  petitioner  started  work  and  took  over  such  existing 
organization  as  the  railroad  company  had,  many  of  the  men  did  not 
want  to  go  over  to  the  petitioner,  being  afraid  that  they  would  lose 
the  benefits  in  connection  with  the  relief  department  of  the  railroad 
company,  on  the  assumption  that  they  would  be  leaving  the  service 
of  the  railroad  company.  They  were  assured,  however,  that  they 
would  not  endanger  their  standing  and  that  they  would  be  con¬ 
sidered  as  still  working  for  the  railroad  company. 

The  petitioner’s  rate  of  pay  per  day  was  greater  than  the  railroad 
company  had  paid  for  similar  work  but  the  disparity  did  not  run 
throughout  the  period  of  operation.  Before  the  work  was  closed  the 
railroad  company  instructed  and  required  the  petitioner  to  increase 
the  wages  in  order  to  hold  the  men  that  the  petitioner  had  on  the 
force,  as  other  railroad  companies  were  paying  more  than  the  men 
in  the  petitioner’s  organization  were  receiving. 

In  1918  the  Baltimore  &  Ohio  Railroad  Co.  paid  to  the  petitioner 
a  total  of  $1,234,797,  of  which  $145,513  was  compensation  to  the 
petitioner,  $1,006,346  for  the  labor  pay  roll,  $3,800  office  expense  at 
Pittsburgh,  $18,381  transportation  expense,  $5,475  material  and  labor 
in  fitting  up  camps,  $4,844  labor  fees  and  advertising,  $1,062  loss  on 
meals,  and  $49,366  for  miscellaneous  expenses. 

During  1918  the  petitioner  had  other  contracts  with  the  Baltimore 
&  Ohio  Railroad,  the  Cincinnati,  Hamilton  &  Dayton  Railway  Co., 
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and  the  Interurban  Railway  Company  of  Des  Moines,  on  both  the 
cost-plus  basis  and  the  straight-contract-price  basis.  These  contracts 
provided  in  substance,  but  in  varying  terms,  for  the  laying  and 
grading  of  tracks,  the  making  of  excavations,  the  erection  and  con¬ 
struction  of  various  kinds  of  buildings  and  railroad  appurtenances, 
the  furnishing  of  labor,  and  similar  items. 

The  net  income  from  all  contracts  was  $136,822.43,  of  which 
$116,455.86  was  derived  from  cost-plus  contracts  and  $20,366.57 
from  straight-contract-price  agreements. 

The  petitioner  also  received  $120  as  rentals. 

In  1917  and  1918  the  approximate  average  invested  capital  of 
the  corporation  was  $75,000.  This  invested  capital  consisted  of 
between  $6,000  and  $10,000  in  tools,  machinery  and  equipment, 
$20,000  in  cash,  and  $44,850  in  the  following  stocks  and  bonds: 
Chicago  &  West  Town  Railway  Co.  bonds,  $15,000;  Union  Loop 
bonds,  $11,250;  Chicago  Elevated  Railway  Syndicate  stocks  and 
bonds,  $18,600. 

The  stocks  and  bonds,  amounting  to  $44,850,  were  the  petitioner’s 
investment  in  stocks  and  bonds  as  of  December  31,  1917.  December 
31,  1918,  the  corporation  owned  investments  in  stocks  and  bonds  as 
follows:  Union  Loop  bonds,  $11,250;  Chicago  &  West  Town  Railway 
Co.  stock,  $15,000;  Chicago,  Burlington  &  Quincy  Railway  Co. 
bonds,  $14,061.25;  Armour  &  Co.  bonds,  $23,843.75;  Oregon  Short 
Line  bonds,  $8,200;  or  a  total  of  stocks  and  bonds  of  $72,375. 

During  1918  the  corporation  bought  United  States  Liberty  Loan 
bonds  as  follows:  April  30  to  August  31,  $61,052;  September  and 
November,  $16,500;  and  in  August  it  bought  United  States  anticipa¬ 
tion  certificates  in  the  sum  of  $50,000,  and  therefore  owned,  during 
1918,  $127,552  worth  of  United  States  securities. 

In  June,  1918,  the  Chicago  Elevated  Railway  Syndicate  stocks 
and  bonds  were  disposed  of  at  a  selling  price  of  $3,907. 

It  was  then  and  has  regularly  been  the  custom  of  the  corporation 
to  invest  its  surplus  cash  in  securities,  so  that  the  corporation  would 
receive  a  return  on  its  surplus  in  excess  of  the  interest  paid  by  banks 
during  periods  when  the  corporation’s  funds  were  not  needed.  The 
Union  Loop  bonds  were  kept  by  the  company  for  several  years,  be¬ 
cause  they  constituted  a  conservative  investment  and  produced  a  fair 
return.  The  Chicago  Elevated  Railway  Syndicate  stocks  and  bonds 
were  taken  by  the  petitioner  in  lieu  of  cash  for  stock  long  owned  by 
the  petitioner  in  the  Northwestern  Elevated  Railway  Co.  The  par 
value  of  the  old  stock  was  $18,600,  for  which  the  petitioner  received 
$18,600  par  value  of  stock  and  $6,700  in  bonds.  The  bonds  were  car¬ 
ried  on  the  books  at  a  nominal  value  of  $1.  This  investment  was 
kept  for  its  speculative  possibilities.  Because  the  petitioner  had  done 
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considerable  work  for  the  Chicago  &  West  Town  Railway  Co.  and  for 
the  Chicago  Elevated  Railway  Co.,  it  became  a  matter  of  business 
enterprise  on  the  part  of  the  petitioner  to  subscribe  for  the  bonds 
of  those  companies. 

The  United  States  anticipation  certificates  were  purchased  by  the 
corporation  with  the  view  of  holding  them  to  meet  any  necessity 
for  paying  subsequent  Federal  taxes. 

The  stocks  and  bonds  owned  by  the  petitioner  comprised  the  cash 
capital  of  the  corporation  maintained  for  such  use  as  might  develop. 
During  1918  the  income  from  investments  was  $3,872.14,  including 
$900  in  dividends. 

A  warehouse  built  in  1903  at  a  cost  of  $2,860.88  was  carried  among 
the  assets  of  the  corporation  from  1912  to  1919  at  a  value  of  $500. 

The  corporation  had  a  stock  of  tools,  machinery  and  equipment 
on  December  31, 1917,  of  the  value  of  $8,452.75,  and  the  stock  of  tools, 
machinery  and  equipment  on  December  31,  1918,  was  $9,298.72. 

The  opening  and  closing  balance  sheets  as  shown  by  the  petitioner’s 
return  for  1918  are  as  follows: 


Dec.  31, 1917. 

Dec.  31, 1918. 

Assets. 

Cash _ _  _ 

$34,  OIL  44 
134,  704.  26 
8,  962.  75 

1,  557. 90 
44,  850.  00 

$24,  059.  32 
39,  584.  96 
9,  798.  72 
79.  68 
72,  375.  00 
127,  552.  00 
2,  456.  91 
14,  400.  00 

Accounts  receivable .  . . .. _ 

Equipment  and  tools _ _ _  _  _  ..  ... 

Prepaid  insurance _  _ _ _ _  _  _  ...  _ 

Investments _ _ _ _ _ _ 

United  States  Government  securities _  ..  _ 

Interest  receivable _ _ _  _ 

Bills  receivable _ _ _  .. 

Liabilities. 

Pay  roll  accrued . . . 

224,  076.  35 

41, 989.  45 
58,  688.  62 
26,  619.  93 
60,  000.  00 
36,  778.  35 

290,  306.  59 

19.  216.  67 
19,  222.  95 
34,  826.  56 
200,  000.  00 
13,  275. 16 
3,  765.  25 

Accounts  payable _ _  _  _  .  .  __ 

Uncompleted  contracts .  . . .  ... 

Capital  stock.. _ _  .  . 

Surplus _ _  _ 

Unclaimed  wages _ _  _  _  _  .  ... _ 

224,  076.  35 

290,  306.  59 

During  1918  the  petitioner  from  time  to  time  borrowed  sums  of 
money  and  paid  interest  thereon  in  the  total  amount  of  $3,200.41. 
These  sums  of  money  were  borrowed  to  pay  the  wages  of  employees 
working  on  the  petitioner’s  cost-plus  contracts  with  the  Baltimore 
&  Ohio  Railroad  Co.  and  from  time  to  time  during  January.  March, 
April,  May,  June,  and  July  the  petitioner  advanced  therefrom,  with¬ 
out  demand  by  the  railroad  company,  sums  for  wages.  During  1917 
advancements  for  wages  were  made  by  the  petitioner  during  five 
months  and  the  average  amount  of  such  advancements  was  $19,- 
315.85.  During  1918  such  advancements  were  made  for  seven 
months,  the  average  amount  being  $37,345.04.  The  interest  paid  by 
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the  petitioner  was  not  one  of  the  elements  of  cost  reimbursed  by  the 
railroad,  nor  on  which  it  paid  a  percentage.  Other  than  the  con¬ 
tract  set  forth  above  the  petitioner  had  no  agreement  with  the  Balti¬ 
more  &  Ohio  Railroad  with  respect  to  the  payment  or  advancement 
of  money  for  carrying  on  the  work.  These  loans  were  necessitated, 
at  least  in  part,  by  the  fact  that  for  a  portion  of  the  time  the  rail¬ 
road  company  failed  to  make  payments  promptly.  After  complaint 
by  petitioner  this  condition  was  remedied  and  prompt  payment  was 
resumed. 

The  loans  were  made  on  the  personal  credit  of  Andrew  S.  Little¬ 
field,  and  none  of  the  stocks  and  bonds  of  the  petitioner  were  pledged 
as  collateral. 

OPINION. 

Sternhagen  :  The  special  method  of  treating  certain  corpora¬ 
tions  as  partnerships  and  imposing  the  tax,  not  upon  the  corpora¬ 
tion  but  upon  the  individual  stockholders,  prescribed  by  section 
218  (e),  Revenue  Act  of  1918,  is  confined  to  those  corporations  which 
are  within  the  statutory  definition  of  section  200.  The  attributes 
set  forth  in  the  definition  must  all  exist,  and  the  failure  of  any  one 
defeats  the  claim  for  such  classification  and  requires  that  the  cor¬ 
poration  be  taxed  under  the  remaining  provisions  of  the  statute 
applicable  to  corporations  generally.  Scheffler  Hair  Colorine  Co ., 
1  B.  T.  A.  61.  It  is  therefore  only  necessary  to  look  for  one  of  these 
attributes  at  a  time,  and  if  it  be  not  found  from  the  evidence,  the 
claim  fails  and  it  is  unnecessary  to  consider  whether  the  remaining 
statutory  attributes  are  present. 

In  considering  a  case  where  the  corporation  seeks  to  be  entirely 
free  from  tax  imposed  upon  itself,  as  distinguished  from  a  claim 
under  section  303,  it  is  necessary  to  test  the  claim  by  applying  the 
statutory  requirements  to  all  of  the  petitioner’s  business  and  circum¬ 
stances.  For  it  is  only  by  considering  these  in  their  entirety  that  it 
can  be  determined  whether  any  one  of  the  claimed  attributes 
measure  up  to  the  terms  of  the  statute.  The  relation  of  each  to  the 
whole  is  essential  to  the  consideration  of  the  primary  source  of 
income  and  the  materiality  of  capital  as  an  income-producing  factor. 
Thus  it  is  necessary  to  consider  the  Baltimore  &  Ohio  contract  not  as 
presenting  the  sole  data  for  the  year  in  question  but  as  one  with  the 
other  facts. 

That,  all  evidence  considered,  this  petitioner  is  not  within  the 
definition  is  in  our  opinion  very  clear.  This  was  not  a  personal 
business.  It  was  organized  and  carried  on  as  a  construction  busi¬ 
ness  backed  by  financial  credit  and  responsibility,  ready  to  furnish 
the  labor  and  equipment  necessary  to  fulfill  its  contracts,  indemni- 
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fying  the  owner  against  loss  or  failure  to  perform,  and  in  the  first 
instance  undertaking  to  finance  the  cost  of  the  project.  To  this  end 
it  owned  equipment  upon  which  it  deducted  depreciation  on  its 
return.  It  borrowed  substantial  sums  of  money  on  its  own  and  its 
officers’  credit,  it  invested  its  reserve  capital  in  liquid  securities 
which  yielded  it  income — relatively  little  but  not  immaterial. 

Reading  the  several  contracts  the  performance  of  which  consti¬ 
tuted  most  of  its  business  for  the  year  in  question,  it  is  inconceivable 
that  they  could  be  undertaken  without  capital  or  that  capital  is  not 
a  material  income-producing  factor.  They  appear  to  contemplate 
that  the  petitioner  should  in  the  first  instance  bear  the  cost  and 
thereafter  be  periodically  reimbursed  plus  a  percentage.  Whether  in 
fact  it  bore  such  cost  in  all  cases  does  not  appear.  To  some  extent 
it  did  and  borrowed  the  money  to  do  so.  The  contracts  themselves 
would  indicate  that  the  petitioner  first  paid  the  cost  of  labor  and 
equipment,  financing  it  as  best  it  could,  and  then  received  periodic 
repayment  from  the  railroad  company. 

The  situation  is  quite  different  from  that  considered  in  Bryant  & 
Stratton  Commercial  School ,  Inc .,  1  B.  T.  A.  32,  relied  upon  by 
petitioner.  There  the  Board  found  that  the  activities  of  the  princi¬ 
pal  stockholders  in  the  personal  business  of  education  were  the 
primary  source  of  income  and  that  their  capital  was  not  material. 
Here  capital  is  material  and  we  doubt  that  the  stockholders  are  the 
primary  factors  of  income  production.  The  statute  must  surely 
mean  something  more  than  that  the  business  should  be  capably  man¬ 
aged  by  its  executive  officers.  All  corporate  income  is  to  some  extent 
ascribed  to  this. 

Judgment  will  be  entered  for  the  C  ommissioner. 


Union  Trust  Co.  of  Cleveland,  Ohio,  Executor,  Estate  of 

Ellen  C.  Herenden,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  6983.  Promulgated  January  28,  1927. 

T.  G.  Thompson,  Esq.,  and  S.  A.  Bailey,  Esq.,  for  the  petitioner. 

J .  F.  Greaney,  Esq.,  for  the  respondent. 

Love:  This  is  a  proceeding  to  redetermine  a  deficiency  in  estate 
tax  of  the  estate  of  Ellen  C.  Herenden.  The  amount  of  the  deficiency 
asserted  by  the  Commissioner  is  $303.98. 

The  sole  question  at  issue  is  whether  or  not  Ellen  C.  Herenden 
was,  at  the  date  of  her  death,  a  nonresident  of  the  United  States. 
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FINDINGS  OF  FACT. 

The  petitioner  is  an  Ohio  corporation,  with  its  principal  office 
in  Cleveland,  and  is  the  executor  and  trustee  of  the  estate  of  Ellen 
C.  Herenden,  deceased. 

The  decendent  was  born  at  Newport,  N.  Y.,  in  1864.  Her  father 
was  a  native  of  Massachusetts,  and  her  mother  a  native  of  New 
York.  The  decendent  had  one  brother  who  resided  in  New  York, 
who  died  two  years  prior  to  her  death.  After  the  death  of  her 
brother  she  had  no  near  relative  in  the  United  States. 

Some  time  prior  to  April  26,  1912,  she  went  to  France,  and  from 
that  time  until  1918  she  remained  abroad  most  of  the  time.  In  1918 
she  was  in  the  United  States  and  on  or  about  January  5,  1918,  re¬ 
turned  to  France.  On  the  passport  which  she  obtained  at  that  time 
for  her  trip  to  France,  in  a  statement  as  to  “  Object  of  Visit,’5  there 
is  written  the  word  “  Residence.”  She  never  thereafter  returned  to 
the  United  States. 

On  April  26,  1912,  she  executed  a  will,  dating  the  same  in  Paris, 
France,  which  was  witnessed  by  persons  then  in  Paris.  On  the  7th 
day  of  November,  1922,  she  executed  a  codicil  to  that  will  which  was 
dated  at  Le  Bouscat,  France,  and  witnessed  by  persons  then  in  Le 
Bouscat.  In  both  those  instruments  she  described  herself  as  “  Ellen 
C.  Herenden,  of  Cleveland,  Ohio,  residing  temporarily  in  France.” 

The  major  portion  of  her  property,  during  her  stay  in  France, 
was  held  and  managed  for  her  by  the  Citizens  Savings  &  Trust  Co., 
the  predecessor  of  the  Union  Trust  Co. 

The  decedent  died  in  France  on  December  3,  1922,  and  her  will 
was  duly  probated  in  Cuyahoga  County,  Ohio.  The  value  of  the 
trust  estate  on  September  22,  1911,  was  $74,790.05,  and  on  December 
3,  1922,  was  $103,231.98.  John  C.  Armstrong,  assistant  secretary 
of  the  Union  Trust  Co.,  from  1917  to  date  of  her  death,  prepared 
her  income-tax  returns  and  filed  same  with  the  collector  at  Cleve¬ 
land,  Ohio,  and  paid  the  taxes  there.  Those  returns  were  made  on 
the  basis  that  decedent  was  a  resident  of  Cleveland,  Ohio.  The 
Union  Trust  Co.,  as  executor  of  her  will,  obtained  an  inventory  of 
the  personal  effects  of  the  decedent  at  date  of  her  death  and  that 
inventory  did  not  contain  any  item  of  household  furniture. 

While  in  France,  her  correspondence  was  addressed  to  her,  care  of 
Morgan,  Harjes  &  Co.,  Paris,  France,  with  some  letters  addressed 
to  various  hotels  and  sanitariums. 

The  terms  of  her  will  as  modified  by  the  codicil,  bequeathed  her 
estate — 

One  hundred  dollars,  each,  to  three  friends  in  France. 

Two  hundred  dollars  to  a  friend  in  England. 

One  hundred  dollars  to  another  friend  in  England. 
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•  A  life  estate  in  the  net  income  of  her  estate  to  Miss  Francis  S. 
Dickerman,  residing  in  Chicago,  Ill.,  and  the  corpus  of  the  estate, 
together  with  the  income  after  the  death  of  Miss  Dickerman  to  the 
Citizens  Savings  &  Trust  Co.,  of  Cleveland,  in  trust  to  be  held 
for  the  benefit  of  the  Cleveland  Day  Nursery  and  Free  Kinder¬ 
garten  Association,  under  direction  that  that  association  should 
found,  in  a  suitable  location  in  Cleveland,  in  a  quarter  where  such 
work  is  most  needed  among  the  working  classes,  a  day  nursery  and 
kindergarten  to  be  named  “  Charlotte  Herenden  Dav  Nurserv  and 
Kindergarten  ”  in  memory  of  decedent’s  mother. 

The  decedent  was  a  citizen  and  a  resident  of  the  United  States 
at  the  time  of  her  death. 

Judgment,  will  be  entered  after  15  days' 
notice. ,  under  Rule  50. 


Dixie  Groves  &  Cattle  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 


Docket  No.  6311.  Promulgated  January  28,  1927. 

A.  J.  Dozier  for  the  petitioner. 

W.  F .  Gibbs ,  Esq.,  for  the  respondent. 

Arundell  :  This  is  a  proceeding  for  the  redetermination  of  a 
deficiency  in  income  tax  for  the  calendar  year  1922  in  the  amount 
of  $1,606.05.  The  error  alleged  by  the  petitioner  is  the  refusal  of  the 
Commissioner  to  allow  as  a  deduction  from  1922  income  losses  sus¬ 
tained  in  the  calendar  year  1920.  No  proof  was  offered  at  the 
hearing.  Aside  from  jurisdictional  allegations,  all  that  is  admitted 
by  the  Commissioner  is  that  he  disallowed  as  a  deduction  the  sum 
of  $14,618.86,  representing  losses  sustained  in  years  prior  to  the 
calendar  year  1921.  There  is  no  provision  of  law  allowing  losses 
sustained  in  years  prior  to  1921  to  be  deducted  from  1922  income 
and  accordingly 

Judgment  will  be  entered,  for  the  Commissioner. 


Appeals  of  George  W.  Megeath  et  al.1 


Docket  Nos.  7118,  2815,  7086,  7119,  7959,  9248. 


Promulgated  January  28,  1927. 


1.  Held,  upon  the  evidence,  that  the  cash  dividend  of  $344,050 
distributed  by  the  Sheridan  Coal  Co.  on  April  16,  1920,  was  paid 
out  of  earnings  accumulated  after  February  28,  1913,  and  that  the 
entire  amounts  received  by  the  petitioners  who  participated 
therein  are  taxable  to  them. 


1  The  following  appeals  were  consolidated  with  the  above  and  are  decided  herewith  : 
S.  A.  Megeath,  No.  2815;  Alvah  P.  Whitmore,  No.  7086;  Ida  J.  Megeath,  No.  7110; 
Leonard  Kniffin,  No.  7959  ;  and  Samuel  A.  Megeath.  No.  9248. 
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2.  Stock  dividends  are  not  distributions  of  corporate  earnings  or 
profits.  Eisner  v.  Macomber,  252  U.  S.  189.  Where  a  corporation 
in  1917  and  1918  declares  and  pays  stock  dividends  which  are 
charged  against  surplus,  and  thereafter,  in  1920,  declares  and  pays 
a  cash  dividend,  in  an  amount  which  may  exceed  the  reduced  sur¬ 
plus  plus  the  earnings  of  the  year  1920  to  the  dividend  date,  but 
less  than  the  earnings  accumulated  after  February  28,  1913,  and 
remaining  undistributed,  held,  that  under  the  provisions  of  section 
201  (b)  of  the  Revenue  Act  of  1918  the  cash  dividend  is  deemed 
to  have  been  made  entirely  out  of  earnings  or  profits  accumulated 
after  February  28,  1913,  and  is  to  be  included  as  a  part  of  the 
gross  income  of  the  stockholders  receiving  such  cash  dividend. 
Appeal  of  Hugh  R.  Wilson,  3  B.  T.  A.  957. 

3.  In  the  absence  of  evidence  which  will  identify  certain  shares 
of  corporate  capital  stock,  sold  or  exchanged,  with  specific  pur¬ 
chases  or  other  acts  vesting  ownership  thereof  in  the  vendor,  such 
shares,  so  sold  or  exchanged,  will  be  deemed  to  be  those  first  ac¬ 
quired  by  the  vendor.  Towne  v.  McElligott,  272  Fed.  960,  963. 

4.  March  1,  1913,  value  of  certain  shares  of  corporate  capital 
stock  determined  for  the  purpose  of  computing  the  gain  derived 
from  the  sale  of  such  shares  of  stock. 

5.  Traveling  expenses  incurred  by  an  individual,  while  on  a  busi¬ 
ness  trip,  incident  to  the  transportation  and  maintenance  of  his 
wife  and  nurse  who  accompanied  him,  are  of  a  personal  nature 

Tlnd  not  allowable  as  deductions  for  income-tax  purposes. 

Jay  C.  Halls ,  Esq.,  and  L.  Dana  Latham ,  Esq.,  for  the  petitioners. 
J.  W.  Fisher,  Esq.,  and  George  G.  Witter,  Esq.,  for  the  Commis¬ 
sioner. 

These  appeals  are  from  determinations  by  the  Commissioner  of 

deficiencies  in  income  tax  for  the  calendar  years  and  in  the  amounts 

•/ 

as  follows : 


S.  A.  Megeatli,  1919 _ $7.  707. 17 

Alvah  P.  Whitmore,  1920 _ _ _  346.94 

George  W.  Megeath.  1920  and  1921 _ • _  4,  076.  21 

Ida  J.  Megeath,  1920 _ 64,  618.  66 

Leonard  Kniffin,  1920 _  1,408.00 

Samuel  A.  Megeath,  1920 _  2,  Oil.  73 


By  agreement  of  the  parties  the  appeals  are  consolidated.  With 
the  exception  of  the  appeal  of  S.  A.  Megeath,  Docket  No.  2815,  all 
of  the  appeals  involve  the  question  whether  dividends  distributed 
by  the  Sheridan  Coal  Co.  and  received  by  the  petitioners  in  1920  are 
taxable  as  distributions  made  from  the  corporate  profits  accumulated 
after  February  28,  1913.  The  appeals  of  S.  A.  Megeath,  Docket 
No.  2815,  and  Ida  J.  Megeath,  Docket  No.  7119,  involve  the  ques¬ 
tion  as  to  the  gain  derived  from  the  sale  of  certain  shares  of  stock 
of  the  Sheridan  Coal  Co.  The  appeal  of  George  W.  Megeath  also 
raises  an  issue  as  to  a  deduction  for  traveling  expenses  claimed  in  his 
return  for  the  year  1921. 
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FINDINGS  OF  FACT. 


The  petitioners  in  1920  were  stockholders  of  the  Sheridan  Coal  Co. 
This  company  was  organized  in  1903  and  has  since  been  engaged  in 
the  business  of  mining  coal. 

On  April  16,  1920,  the  Sheridan  Coal  Co.  distributed  to  its  stock¬ 
holder  a  cash  dividend  of  $344,050,  of  which  the  petitioners  received 
the  following  amounts: 


Alvah  P.  Whitmore 
George  W.  Megeath 

Ida  J.  Megeath _ 

Leonard  Kniffin _ 

Samuel  A.  Megeath 


$5,  000.  00 
16,  775.  00 
91, 125.  00 
4,  900.  00 
18,  200.  00 


The  book  surplus  of  the  Sheridan  Coal  Co.  at  December  31,  1919, 
was  $868,632.41 ;  and  certain  adjustments  made  by  the  Commissioner 
m  the  book  accounts,  which  adjustments  are  not  contested  by  the 
petitioners,  increased  it  to  $931,278.14.  Subsequent  to  December 
31,  1919,  additional  income  and  profits  taxes  for  the  years  1916  to 
1918,  inclusive,  in  the  amount  of  $227,659.78,  were  assessed  against 
and  paid  by  the  Sheridan  Coal  Co.  The  income  and  profits  tax 
of  the  Sheridan  Coal  Co.  for  the  year  1919,  as  determined  J^y  the 
Commissioner  in  a  sixty-day  letter  addressed  to  this  company,  under 
date  of  May  22, 1925,  is  $3,010.92.  Neither  the  additional  assessments 
for  the  years  1916  to  1918,  inclusive,  nor  the  tax  liability  for  the 
year  1919,  are  reflected  in  the  adjusted  surplus  of  $931,278.14. 

The  net  income  of  the  Sheridan  Coal  Co.  from  all  sources  for 
the  year  1920,  as  shown  by  the  report  dated  December  9,  1924,  of  a 
revenue  agent  who  examined  the  books  of  account,  is  $301,517.09. 
The  net  income  shown  by  the  books  of  account  is  $308,376.77.  The 
difference  of  $6,859.68  is  accounted  for  as  follows : 


Additional  depreciation  allowed  in  revenue  agent’s 

report -  $2, 115. 32 

Additional  depletion  allowed  in  revenue  agent’s  report  8,  290.  04 


10,  405.  36 

Net  increase  in  fire  and  liability  insurance  reserves 
disallowed  by  revenue  agent  as  deduction  from 
incomje - 4 -  3,  545.  68 

Difference - - -  6,  859.  68 

Cash  dividends  distributed  by  the  Sheridan  Coal  Co.  during  the 
period  January  1  to  April  15,  1920,  amounted  to  $165,144. 

At  or  about  the  time  of  its  organization  in  1903,  the  Sheridan  Coal 
Co.  acquired  certain  coal  lands  in  Wyoming  at  a  cost  of  $680,000. 
The  March  1,  1913,  value  of  these  lands  was  $1,037,780.  Subsequent 
to  March  1,  1913,  additional  lands  were  acquired  at  a  cost  of  $16,000. 
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All  of  these  lands,  including  the  improvements  thereon,  were  sold  in 
1919  for  the  sum  of  $1,250,000.  The  expenses  in  connection  with  the 
sale  amounted  to  $42,500.  At  the  time  of  the  sale,  the  lands  in 
question  were  carried  on  the  books  of  account  at  a  value  of  $850,- 
116.52  and  the  improvements  thereon  at  a  value  of  $300,290.47.  The 
book  value  of  the  lands  included  appreciation  in  the  amount  of 
$300,000,  which  was  written  on  the  books  during  the  year  1917.  The 
total  depletion  charged  off  on  the  books  in  respect  of  the  coal  lands 
in  question  amounted  to  $126,233.48.  The  total  depletion  determined 
by  the  Commissioner,  as  shown  by  a  sixty-day  letter  addressed  to 
the  company  under  date  of  May  22,  1925,  is,  upon  the  basis  of  cost, 
$26,072.89,  and  upon  the  basis  of  the  March  1,  1913,  value  $42,732.17. 
The  total  depreciation  charged  off  by  the  company  for  the  years 
1917  to  1919,  inclusive,  on  the  improvements  is  $206,429.41.  The 
total  depreciation  allowed  by  the  Commissioner  for  the  same  years, 
as  shown  by  the  sixty-day  letter  referred  to,  is  $128,772.41. 

The  surplus  of  the  Sheridan  Coal  Co.  at  December  31,  1912,  as 
shown  by  its  books  of  account,  was  $67,893.15.  It  included  appreci¬ 
ation  of  the  stock  of  the  Roundup  Coal  Mining  Co.  in  the  amount  of 
$78,000  which  had  been  written  on  the  books  of  account  in  June, 
1910.  It  did  not  include  the  excess  of  the  March  1,  1913,  value  of 
the  lands  over  the  cost  thereof.  The  earnings  of  the  Sheridan  Coal 
Co.  for  the  year  1913  amounted  to  $56,592.53.  A  cash  dividend 
of  $2,925  was  paid  on  the  preferred  stock  at  February  1,  1913. 

In  1917  the  Sheridan  Coal  Co.  distributed  a  stock  dividend  of 
$200,000  and  a  similar  distribution  of  like  amount  was  made  in  the 
year  1918. 

None  of  the  petitioners  who  participated  in  the  dividend  which  the 
Sheridan  Coal  Co.  distributed  in  cash  on  April  16,  1920,  included 
the  amounts  received  by  them  from  that  source  in  their  income-tax 
returns.  The  Commissioner  has  held  that  the  whole  amount  of  the 
dividend  was  distributed  out  of  earnings  accumulated  after  February 
28,  1913,  and  that  those  of  the  petitioners  who  participated  therein 
are  liable  for  tax  upon  the  respective  amounts  received  by  them 
from  this  source. 

In  the  year  1908,  Ida  J.  Megeath  acquired  by  gift  40  shares  of  the 
capital  stock  of  the  Sheridan  Coal  Co.  Subsequent  to  March  1, 
1913,  she  acquired,  either  by  gift  or  by  way  of  stock  dividends,  addi¬ 
tional  shares  of  this  stock  as  follows : 


December,  1916,  by  gift _ 

August,  1917,  by  gift _ 

December,  1917),  , 

t  j  „  .  _  /  by  stock  dividend.^.. 

January,  1918  [ 


Shares. 

100 
2,  500 

1,  056 
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In  1920  she  exchanged  786  shares  of  the  stock  of  the  Sheridan 
Coal  Co.  for  a  like  number  of  shares  of  the  capital  stock  of  the 
Megeath  Coal  Co.,  and  in  the  same  year  sold  the  Megeath  Coal  Co. 
stock  for  $135  per  share. 

On  March  1,  1913,  S.  A.  Megeath  owned  1,198  shares  of  the 
capital  stock  of  the  Sheridan  Coal  Co.  which  he  had  acquired  by 
bequest  and  purchased  prior  to  that  date.  In  December,  1917,  and 
again  in  January,  1918,  he  received  a  stock  dividend  of  239  shares, 
a  total  of  478  shares  from  this  source,  of  the  capital  stock  of  the 
Sheridan  Coal  Co.  In  1919  he  sold  722  shares  for  the  sum  of  $72,285. 

The  net  income  of  the  Sheridan  Coal  Co.  for  the  years  1904 
to  1920,  inclusive,  as  shown  by  its  books  of  account,  was  as  follows: 


Year. 

Net  income. 

Year. 

Net  income. 

Fiscal  1904 

$186,  528. 12 
84,  794.  62 
117,  625.  28 
190,  395.  32 
281,  356.  73 
79,  505.  24 
134,  286. 10 

Calendar  1912 _ _ _ _ 

$62, 410.  58 
56,  592.  53 
14,  789.  38 
60,  922.  01 
227, 443.  47 
523,  067.  95 
295,  576.  77 
275,  436. 41 
308, 376.  77 

Fiscal  1905 _ 

Calendar  1913 . . .  ...  .. 

Fiscal  1906 _ _  __  _  _ 

Calendar  1914. . .  ... 

Fiscal  1907.... 

Calendar  1915 . . . . 

Fiscal  1908 

Calendar  1916 . .  . 

Fiscal  1909. _ _ _ 

Calendar  1917 _  _ _ _  . 

Fiscal  1910 . .  . . . 

Calendar  1918.  ...  _ _  .. 

Calendar  1910  (7  months). 

Calendar  1919 .  . . . 

Calendar  1911  (loss) . . 

20,  818. 13 

Calendar  1920 . . . . . 

The  net  income  for  the  seven  months  ended  December  31,  1910,  is 
not  shown;  the  net  income  reported  in  the  Federal  income-tax  return 
for  that  period  is  $150,220.85.  The  loss  of  $20,818.13  for  the  calendar 
year  1911  is  occasioned  by  an  erroneous  charge-off  of  $59,365.25.  The 
net  income  reported  in  the  Federal  income-tax  return  for  the  year 
1911  is  $38,547.12. 

The  books  of  the  Sheridan  Coal  Co.  show  that  dividends  have 
been  paid  on  the  preferred  stock  as  follows : 


Date. 


May  31,  1907 . 

May  31,  1908 _ 

May  31,  1909 _ 

May  31,  1910 . 

December  31,  1910 
December  31,  1911. 


Amount. 

Date. 

Amount. 

$8,211.43 

7, 113.  29 

9,  895.  83 
11,  700.  00 

6,  825.  00 
11,  700.  00 

December  31,  1912..  _  .  _ 

$9, 750.  00 
11,  700.  00 
11,  700.  00 
11,700.00 
11,700.00 
6,  852.  83 

December  31,  1913 . .  .. 

December  31,  1914 _ _ _ _ 

December  31,  1915 .  . . 

December  31,  1916 . . . . 

December  31,  1917 . . . . 

The  outstanding  capital  stock  of  the  Sheridan  Coal  Co.  for  the 
years  1904  to  1920  was  as  follows: 


Year. 

Common 

stock. 

Preferred 

stock. 

1904 _ _ 

$901, 800 
998, 100 
998, 100 
998, 100 
998, 100 
1,  000,000 
1,  200,  000 
1, 376,  200 

None. 

1905 _ _ 

None. 

1906 _  . 

$18, 150 
128,100 
100,000 
195,000 
None. 

1907 _ _  . 

1908 _  . 

1909  to  1916,  inclusive .  . . 

1917 . . . . 

1918  to  1920,  inclusive . 

None. 
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In  1921,  George  W.  Megeath  made  a  trip  to  Europe  and  later  in 
the  same  year  a  trip  to  California.  Both  of  these  trips  were  made 
in  an  effort  to  find  a  market  for  the  coke  produced  by  the  Sheridan 
Coal  Co.  He  paid  the  expenses  of  the  trip  himself  and  was  not  reim¬ 
bursed  by  the  company.  On  both  of  the  trips  he  was  accompanied 
by  his  wife  and  his  nurse.  He  had  been  in  poor  health  and  had  been 
attended  by  a  nurse  for  a  number  of  years.  It  was  at  the  direction 
of  his  physician  that  the  nurse  accompanied  him  on  his  trips  in 
1921.  For  the  steamship  passage  of  himself,  wife,  and  nurse  to 
Europe  and  return  Megeath  paid  the  steamship  company  $5,000.  In 
liis  return  for  the  year  1921  Megeath  claimed  this  item  of  $5,000  and 
the  expenses  of  his  trip  to  California  in  the  amount  of  $6,000  as 
deductions  from  income. 

OPINION. 

Arundell:  The  appeals  of  the  several  petitioners  have  been  con¬ 
solidated  and  are  considered  and  disposed  of  herewith.  In  all,  four 
issues  are  presented  by  these  appeals  for  our  consideration  and  they 
will  be  considered  and  disposed  of  in  the  order  in  which  the  facts 
pertaining  thereto  are  outlined  in  the  findings  of  fact. 

The  first  issue,  which  is  common  to  all  the  appeals  except  that  of 
S.  A.  Megeath,  Docket  No.  2815,  is  whether  the  distribution  made 
by  the  Sheridan  Coal  Co.  on  April  16,  1920,  in  cash  in  the  amount  of 
$344,050,  was  paid  out  of  the  corporate  earnings  of  that  company 
accumulated  after  February  28,  1913,  or  whether  a  part  thereof 
represents  a  distribution  of  corporate  earnings  accumulated  prior 
to  March  1,  1913.  To  the  extent  that  the  distribution  was  made  out 
of  earnings  accumulated  after  February  28,  1913,  it  is,  under  the  pro¬ 
visions  of  section  201(a)  of  the  Revenue  Act  of  1918,  a  dividend, 
and  is  taxable  to  the  recipients.  Any  part  of  the  distribution  which 
may  have  been  made  out  of  corporate  earnings  accumulated  prior  to 
March  1,  1913,  is,  under  subdivision  (b)  of  the  same  section,  exempt 
from  the  tax.  There  is  no  dispute  between  the  parties  on  any  ques¬ 
tion  of  the  law  applicable  to  the  facts.  The  only  issue  is  as  to  the 
source  from  which  the  earnings  distributed  on  April  16,  1920,  were 
derived. 

The  surplus  of  the  Sheridan  Coal  Co.  on  December  31,  1919,  ac¬ 
cording  to  the  books  of  account,  was  $868,632.41,  but  this  was  in¬ 
creased  by  the  Commissioner  to  $931,278.14  through  adjustments 
in  the  book  accounts  which  are  not  contested  by  the  petitioners.  In 
addition  to  the  liabilities  which  appeared  on  the  books  of  the 
Sheridan  Coal  Co.  it  was  indebted  to  the  Government  for  additional 
income  and  profits  taxes  for  the  years  prior  to  1919  in  the  amount  of 
$227,659.78,  while  its  liability  for  taxes  for  the  year  1919,  as  deter- 
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mined  by  the  Commissioner  in  a  sixty-day  letter  addressed  to  the 
company  under  date  of  May  22,  1925,  amounted  to  $3,010.92,  a  total 
liability  for  accrued  taxes  of  $230,670.70.  The  correct  surplus  of 
the  Sheridan  Coal  Co.  at  December  31,  1919,  was,  therefore,  the 
Commissioner’s  adjusted  surplus  less  the  liability  for  accrued  taxes, 
or  the  sum  of  $700,607.44.  The  surplus  at  April  16,  1920,  the  date  of 
the  distribution,  was  the  corrected  surplus  at  December  31,  1919,  plus 
the  earnings  from  January  1,  1920,  less  the  dividends  paid  between 
January  1  and  April  16,  1920.  A  revenue  agent’s  report  dated  De¬ 
cember  9,  1924,  which  is  in  evidence,  discloses  total  earnings  of  the 
Sheridan  Coal  Co.  for  the  year  1920  in  the  sum  of  $301,517.09.  The 
net  income  according  to  the  books  of  account  is  $308,376.77.  The 
difference  of  $6,859.68  is  due  to  the  agent’s  allowance  of  additional 
depletion  and  depreciation  and  his  disallowance  as  a  deduction  from 
income  of  the  net  increase  in  the  fire  and  liability  insurance  reserves. 
The  agent’s  adjustments  have  not  been  contested  by  the  petitioners. 
As  a  matter  of  fact,  counsel  for  petitioners  in  their  brief  adopt  the 
revenue  agent’s  figures  as  correct  for  the  purposes  of  these  appeals. 
Spreading  the  net  income  of  $301,517.09  ratably  over  the  year 
1920,  the  earnings  for  the  period  January  1  to  April  15,  1920,  are 
$87,324.62.  The  dividends  paid  by  the  Sheridan  Coal  Co.  between 
January  1  and  April  15,  1920,  amounted  to  $165,144.  Adding  to 
the  corrected  surplus  of  $700,607.44  at  December  31,  1919,  the  earn¬ 
ings  of  $87,324.62  for  the  period  January  1  to  April  15,  1920,  and 
deducting  the  dividends  of  $165,144,  we  conclude  that  the  surplus  at 
April  16,  1920,  the  date  of  the  distribution,  was  the  sum  of 
$622,788.06.  We  pass  now  to  the  determination  of  the  source  from 
whence  this  surplus  was  derived.  , 

On  December  31,  1912,  the  surplus  of  the  Sheridan  Coal  Co. 
according  to  the  books  of  account,  was  $67,893.15.  At  that  date 
the  capital  stock  of  the  Roundup  Coal  Mining  Co.  was  carried  on 
the  books  at  $104,000,  appreciation  in  the  amount  of  $78,000  having 
been  written  on  the  books  in  June,  1910.  There  is  no  evidence  before 
us  that  the  March  1,  1913,  value  of  this  stock  was  in  excess  of  cost, 
which  was  $26,000,  Deducting  this  appreciation  of  $78,000  from  the 
surplus,  we  conclude  there  was  a  deficit  at  December  31,  1912,  of 
$10,106.85.  The  earnings  of  the  year  1913  amounted  to  $56,592.53, 
which,  when  spread  ratably  over  the  year,  indicate  earnings  of 
$9,432.09  for  the  period  January  1  to  February  28,  1913.  Deducting 
the  earnings  of  $9,342.09  from  the  deficit  of  $10,106.85  and  adding 
the  dividend  paid  on  February  1,  1913,  in  the  amount  of  $2,925,  to 
the  remainder,  we  conclude  that  the  Sheridan  Coal  Co.  had  a  deficit 
of  $3,599.76  at  March  1,  1913.  It  is  apparent,  therefore,  that  the 
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surplus  of  $622,788.06  at  April  16,  1920,  does  not  include  any  earn¬ 
ings  accumulated  prior  to  March  1,  1913. 

The  lands  which  the  Sheridan  Coal  Co.  acquired  at  the  time  of 
organization  were  purchased  at  a  cost  of  $680,000.  The  March  1, 
1913,  value  of  these  same  lands,  it  is  agreed,  was  $1,037,780,  and  the 
excess  value  at  that  date  over  cost  was  $357,780.  Since  these  lands 
were  sold  during  the  year  1919,  it  is  apparent  that  any  gain  resulting 
#from  the  sale  thereof  is  reflected  in  the  surplus  at  April  16,  1920.  If 
the  sale  resulted  in  a  profit  when  the  computation  is  made  upon  the 
basis  of  cost,  then,  to  the  extent  that  the  profit  represents  a  reali¬ 
zation  of  the  March  1,  1913,  value  in  excess  of  cost,  it  is  to  be  treated 
as  earnings  accumulated  prior  to  March  1,  1913,  and  the  amount 
of  such  realization  should  be  deducted  from  the  surplus  at  April  16, 
1920,  in  arriving  at  the  amount  of  the  earnings  accumulated  since 
March  1,  1913,  available  for  distribution.  In  the  sixty-day  letter  of 
May  22,  1925,  addressed  to  the  Sheridan  Coal  Co.  the  Commissioner 
determined  that  the  profit  upon  the  sale  of  the  land  and  improve¬ 
ments  was,  when  computed  upon  the  basis  of  cost,  $321,743.43.  The 
Commissioner’s  determination  is  based  upon  cost,  less  depletion, 
of  $585,466.10  for  the  lands,  and  a  cost,  less  depreciation  of 
$300,290.47  for  the  improvements.  These  costs  have  been  adopted 
by  the  petitioners  for  the  purpose  of  computing  the  gain  or  loss 
resulting  from  the  sale.  The  parties  are  in  agreement  that  the  March 
1,  1913,  value  of  the  lands,  plus  the  cost  of  subsequent  additions, 
and  less  depletion  based  upon  that  value,  is  $1,011,047.83.  The  profit 
determined  by  the  Commissioner  represents  the  difference  between 
the  selling  price,  less  expenses  of  selling,  and  the  total  cost  of  the 
properties  sold,  the  computation  being  as  follows : 

Selling  price _ _ $1,  250,  000.  00 

Less  :  Selling  expense - - -  42,  500.  00 

Net  selling  price _ $1,  207,  500.  00 

Deduct : 

Cost  of  lands _  585,  466. 10 

Cost  of  improvements _  300,  290.  47 


Total  cost  of  land  and  improvements _ : _  885,  756.  57 

Profit _  321,  743.  43 


The  petitioners  contend  that  gain  or  loss  should  be  determined  by 
a  separate  computation  for  the  lands  and  a  separate  computation  for 
the  improvements,  by  assigning  as  the  selling  price  of  the  land  so 
much  of  the  net  selling  price  as  equals  the  March  1,  1913,  value,  plus 
additions  and  less  depletion,  of  the  land,  and  assigning  the  balance 
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of  the  selling  price  to  the  improvements.  Their  computations  are 
as  follows: 

Net  selling  price _ $1,  207,  500.  00 

Selling  price  of  land  (March  1,  1913,  value  plus  ad¬ 
ditions  and  less  depletion) _  1,011,047.83 

Selling  price  of  improvements _  196,  452. 17 

Selling  price  of  lands _  1,  Oil,  047.  83 

Less  :  Cost  of  lands _  585,  466. 10 

Profit  from  sale  of  lands _  425,  581.  73 

Cost  of  improvements _  300,  290.  47 

Less  :  Selling  price  of  improvements _  196,  452. 17 

Loss  from  sale  of  improvements _  103.  838.  30 

The  petitioners  then  reason  that  since  the  selling  price  of  the  lands 


does  not  exceed  the  March  1,  1913,  value  thereof,  plus  additions  and 
less  depletion,  the  profit  of  $425,581.73  from  the  sale  of  the  lands 
is  entirely  a  realization  of  the  March  1,  1913,  value  in  excess  of  cost, 
which  should  be  deducted  from  the  surplus  at  April  16,  1920,-  in 
determining  the  amount  of  earnings  accumulated  after  March  1, 
1913,  available  for  distribution.  The  petitioners  also  contend  that 
the  loss  sustained  upon  the  sale  of  the  improvements  should  be  de¬ 
ducted  from  the  surplus  at  April  16,  1920,  in  arriving  at  the  amount 
of  the  earnings  accumulated  after  March  1,  1913,  available  for 
distribution.  By  deducting  the  profit  from  the  sale  of  the  lands  and 
the  loss  from  the  sale  of  the  improvements  the  petitioners  arrive  at 
a  balance  in  the  surplus  account  less  than  the  amount  of  the  dividend 
of  April  16,  1920 ;  hence,  they  contend  that  a  portion  of  the  dividend 
was  paid  out  of  earnings  accumulated  prior  to  March  1,  1913,  and 
that  a  proportionate  part  of  the  dividend  received  by  each  of  them 
is  nontaxable. 

It  will  be  noted  that  if  the  loss  from  the  sale  of  the  improvements 
is  deducted  from  the  gain  from  the  sale  of  the  lands,  as  such  loss  and 
gain  have  been  computed  by  the  petitioners,  the  profit,  taking  the 
transaction  as  a  whole,  is  $321,743.43,  which  is  precisely  the  profit 
which  the  Commissioner  has  determined.  However,  for  reasons 
which  will  hereafter  appear,  we  believe  that  the  profit  realized  by 
the  Sheridan  Coal  Co.  from  the  sale  in  question  was  an  entirely  dif¬ 
ferent  amount.  The  petitioners’  contention  that  the  gain  and  the  loss 
resulting  from  the  sale  of  the  lands  and  improvements,  respectively, 
should  be  computed  separately,  is  without  merit.  The  evidence  does 
not  justify  a  finding  that  there  was  a  sale  of  the  lands  and  a  sale  of 
the  improvements  in  the  sense  that  there  were  two  distinct  and  en¬ 
tirely  different  transactions.  On  the  other  hand,  the  evidence  shows 
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that  the  lands  and  the  improvements  were  sold  together  for  a  lump 
sum  of  $1,250,000;  and  any  arbitrary  allocation  of  the  selling  price 
as  between  the  lands  and  the  improvements  is  unwarranted.  Rather, 
the  gain  or  loss  resulting  from  the  sale  must  be  computed  upon  the 
basis  of  what  in  fact  it  was,  a  sale  of  the  lands  and  improvements  by 
one  and  the  same  transaction. 

We  have  previously  pointed  out  that,  upon  the  basis  of  a  depleted 
cost  for  the  lands  of  $585,466.10  and  a  depreciated  cost  for  the  im¬ 
provements  of  $800,290.47,  the  Commissioner  has  determined,  in  the 
sixty-day  letter  to  the  Sheridan  Coal  Co.,  that  the  sale  resulted 
in  a  profit  of  $821,743.43.  The  petitioners  have  adopted  these  same 
costs  in  computing  the  profit  from  the  sale  for  the  purposes  of  their 
appeals.  The  evidence,  however,  convinces  us  that  these  costs  are 
incorrect  and  may  not  be  used  as  the  basis  for  the  determination  of 
the  profit  resulting  from  the  sale.  The  Commissioner’s  computation 
of  the  cost  of  the  lands,  as  contained  in  the  sixty-day  letter  to  the 
Sheridan  Coal  Co.,  shows  an  addition  to  the  cost  of  the  sum  of 
$35,349.58,  representing  the  amount  of  depletion  charged  off  on  the 
books  of  the  Sheridan  Coal  Co.  in  excess  of  the  total  depletion  al¬ 
lowed  by  the  Commissioner.  The  evidence  shows  that  the  total  de¬ 
pletion  charged  off  on  the  books  of  the  Sheridan  Coal  Co.  amounted 
to  $126,233.48,  and  that  the  total  depletion  allowed  by  the  Com¬ 
missioner  on  the  basis  of  cost  is  $26,072.89.  Therefore,  the  excessive 
depletion  charged  off  on  the  books  is  $100,160.59,  which  is  $64,811.01 
in  excess  of  the  amount  restored  b}^  the  Commissioner.  The  correct 
cost  of  the  lands  is  the  cost  determined  by  the  Commissioner  in  the 
sixty-day  letter  to  the  Sheridan  Coal  Co.,  to  wit,  $585,466.10  plus 
the  sum  of  $64,811.01,  or  $650,277.11.  The  Commissioner  adopted 
the  book  value  of  the  improvements  as  the  cost  thereof.  The  evi¬ 
dence  shows  that  during  the  years  1917  to  1919,  inclusive,  the  total 
depreciation  charged  off'  on  the  books  of  the*  Sheridan  Coal  Co.  on 
the  improvements  amounted  to  $206,429.41  and  that  the  total  de¬ 
preciation  allowed  by  the  Commissioner  is  $128,772.41.  Therefore, 
the  excessive  depreciation  charged  off  on  the  books  is  $77,657,  which, 
when  added  to  the  book  value  of  the  improvements,  to  wit,  $300,- 

290.47,  results  in  a  corrected  cost  for  the  improvements  of  $377,- 

947.47.  The  total  corrected  cost  of  the  lands  and  improvements  is 
$1,028,224.58,  which,  when  deducted  from  the  net  selling  price  of 
$1,207,500,  indicates  a  profit  upon  the  entire  transaction  of  $179,- 
275.42.  Since  the  profit  is  less  than  the  excess  of  the  March  1,  1913, 
value  over  cost,  the  entire  amount  thereof  is  to  be  treated  as  earn¬ 
ings  accumulated  prior  to  March  1,  1913.  Deducting  the  profit  of 
$179,275.42  from  the  surplus  of  $622,788.06,  leaves  a  balance  of 
$443,512.64,  representing  earnings  accumulated  after  March  1,  1913, 
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which  is  in  excess  of  the  dividend  of  $344,050  distributed  by  the 
Sheridan  Coal  Co.  in  cash  on  April  16,  1920.  Therefore,  the  entire 
amounts  received  by  those  of  the  petitioners  who  participated  in  the 
dividend  were  distributed  out  of  earnings  accumulated  after  Febru¬ 
ary  28,  1913,  and  are  taxable  to  them. 

Though  our  conclusion  is  that  there  were  sufficient  earnings  ac¬ 
cumulated  after  February  28,  1913,  out  of  which  the  Sheridan  Coal 
Co.  wTas  enabled  to  make  the  distribution  of  April  16,  1920,  there 
is  the  further  consideration  that,  though  it  might  be  conceded  that 
the  petitioners’  computations  are  entirely  correct,  and  that  after 
the  deduction  of  so  much  of  the  profit  from  the  sale  as  represented 
a  realization  of  March  1,  1913,  appreciation  there  remained  in  the 
surplus  earnings  accumulated  after  February  28,  1913,  in  the  amount 
of  $6,043.39  only,  our  conclusion  would  be  no  different,  since  in 
arriving  at  the  earnings  available  for  distribution  the  petitioners 
have  excluded  from  the  surplus  account  the  stock  dividends  paid 
in  December,  1917,  and  January,  1918,  in  the  total  amount  of 
$400,000.  This  it  can  not  do,  as  decided  by  the  Circuit  Court  of 
Appeals  for  the  Fifth  Circuit,  in  Walker  v.  Hopkins ,  12  Fed.  (2d) 
262,  and  by  this  Board  in  the  Appeal  of  Hugh  R.  Wilson ,  3  B.  T.  A. 
957,  following  the  reasoning  in  Eisner  v.  Macomber ,  252  U.  S.  189. 
The  total  amount  excluded  from  the  surplus  representing  the  amount 
of  the  stock  dividend  is  in  excess  of  the  distribution  of  April  16, 
1920. 

The  next  issue  is  as  to  the  gain  or  loss  realized  by  Ida  J.  Megeath 
upon  the  exchange  in  1920  of  786  shares  of  the  capital  stock  of  the 
Sheridan  Coal  Co.  for  a  like  number  of  shares  of  the  capital  stock 
of  the  Megeath  Coal  Co.  Of  the  786  shares  exchanged  40  were 
acquired  by  gift  prior  to  March  1,  1913,  100  by  gift  in  1916,  and 
646  by  gift  in  1917.  ( Towne  v.  McElligott ,  274  Fed.  960,  963.) 

The  646  shares  last  mentioned  were  part  of  2,500  shares  acquired 
by  gift  in  1917.  On  a  total  of  2,640  shares  the  petitioner  received 
stock  dividends  in  1917  and  1918  of  1,056  shares.  The  786  shares 
of  the  Megeath  Coal  Co.  wdiich  the  petitioner  received  upon  the 
exchange  were  sold  by  her  in  the  same  year  for  a  price  equivalent 
to  $135  per  share;  and  the  parties  agree  that  for  the  purpose  of  the 
determination  of  the  gain  or  loss  upon  the  exchange  the  shares  of 
the  Megeath  Coal  Co.  are  to  be  valued  at  $135  per  share. 

For  the  purpose  of  determining  gain  or  loss  upon  the  exchange  of 
property,  the  value  of  the  property  received  in  exchange,  or  selling- 
price,  is  to  be  compared  with  the  cost  of  the  property  exchanged, 
or,  in  the  event  that  the  property  wTas  acquired  prior  to  March  1, 
1913,  with  its  value  on  that  date  plus  the  cost  of  subsequent  additions. 
In  no  case  will  the  gain  exceed  the  excess  of  the  selling  price  over  the 
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March  1,  1913,  value  plus  the  cost  of  subsequent  additions.  It  is  upon 
this  basis  that  the  Commissioner  has  determined  that  the  petitioner 
realized  a  profit  of  $49,967.15  upon  the  exchange,  he  having  assigned 
to  the  40  shares  acquired  in  1908  a  value  at  March  1,  1913,  of  $100 
per  share,  and  the  same  value  to  the  other  shares  sold,  at  the  time 
they  were  acquired  in  1916  and  1917,  with  proper  adjustment  on  ac¬ 
count  of  stock  dividends.  In  other  words,  the  Commissioner’s  deter¬ 
mination  is  that  the  petitioner  realized  the  maximum  profit  upon  the 
exchange,  to  wit,  the  excess  of  the  selling  price  over  the  March  1, 
1913,  value  plus  the  cost  of  subsequent  additions.  The  petitioner 
contends  that  she  sustained  a  loss  upon  the  exchange,  but  whether 
that  be  true  or  not  we  are  unable  to  determine,  since  the  evidence  is 
insufficient  upon  which  to  base  a  finding  of  the  value  at  the  date  of 
acquisition  of  the  40  shares  acquired  by  gift  in  1908.  Therefore,  any 
relief  which  we  may  afford  the  petitioner  from  the  Commissioner’s 
determination  must  necessarily  be  limited  to  the  extent  that  we  find 
the  Commissioner’s  determination  of  gain  exceeds  the  difference  be¬ 
tween  the  selling  price,  and  what  we  find  to  be  the  March  1,  1913, 
value  of  the  40  shares  acquired  in  1908  plus  the  cost,  or  fair  market 
value  at  the  date  of  acquisition,  of  the  other  shares  sold  which  were 
acquired  in  1916  and  1917.  All  of  the  shares  sold  by  the  petitioner 
were  acquired  by  gift ;  hence,  in  addition  to  determining  the  value  at 
March  1,  1913,  of  the  40  shares  acquired  in  1908,  it  is  necessary  to  de¬ 
termine  the  fair  market  value  at  the  date  of  acquisition  of  the  100 
shares  acquired  in  1916  and  the  646  shares  out  of  a  total  of  2,500 
acquired  in  1917. 

So  far  as  the  record  discloses  there  were  no  sales  of  stock  of  the 
Sheridan  Coal  Co.  at  or  about  the  dates  in  question.  The  company  is 
a  close  corporation.  Its  stock  is  not  listed  on  any  exchange  and 
transactions  involving  the  transfer  thereof  are  infrequent.  The  com¬ 
mon  stock  had  a  par  value  of  $100  per  share.  If  a  valuation  is  to  be 
made  it  must  be  through  a  consideration  of  book  values  and  earn¬ 
ings.  For  the  five-year  period  1909  to  1913  the  average  earnings, 
after  deducting  dividends  paid  on  preferred  stock,  were  $90,567.07, 
wdiich  represents  earnings  of  $9.06  per  share  on  the  common  stock. 
The  earnings  for  the  year  1913,  after  deducting  the- dividend  paid 
on  the  preferred  stock,  were  $44,892.53,  or  $4.49  per  share.  Based 
on  the  actual  surplus  at  March  1,  1913,  as  we  have  previously  found 
it  to  have  been,  the  book  value  of  the  stock  was  $135.42.  Beginning 
with  the  year  1909  and  continuing  to  1915  there  was  a  steady  reces¬ 
sion  in  the  earnings  of  the  company,  the  low  level  being  reached  in 
the  year  1914,  when  the  earnings  amounted  to  but  $14,789.38,  which, 
after  the  deduction  of  the  dividend  paid  on  the  preferred  stock,  rep¬ 
resented  a  return  of  approximately  31  cents  per  share.  In  1915  the 
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earnings  increased  to  $60,992.01  and  in  1916  they  amounted  to 
$227,443.47.  For  the  five-year  period  1912  to  1916  the  average  earn¬ 
ings,  after  deducting  dividends  paid  on  the  preferred  stock,  amounted 
to  $73,121.59,  or  $7.31  per  share.  The  earnings  for  the  year  1916, 
after  deducting  the  dividend  on  the  preferred,  were  $215,743.47,  or 
$21.57  per  share.  The  book  value  of  the  stock  in  December,  1916, 
was  $170.04  per  share,  after  adjustments  made  by  the  Commissioner. 
F or  the  five-year  period  1913  to  1917  the  average  earnings,  after 
deducting  dividends  on  the  preferred  stock,  were  $165,832.50,  or 
$16.58  per  share.  The  earnings  for  the  year  1917,  after  deducting 
dividends  on  the  preferred,  were  $516,215.12,  or  $51.62  per  share.  In 
that  year  all  of  the  outstanding  preferred  stock  was  retired  without 
any  increase  in  the  bonded  indebtedness  or  temporary  obligations. 
The  book  value  of  the  stock  on  August  28,  1917,  was  approximately 
$199.81  per  share.  The  earnings  for  the  next  three  years,  1918  to 
1920,  averaged  approximately  $290,000  per  annum.  Based  on  the 
foregoing,  it  is  our  opinion  that  the  40  shares  owned  by  the  petitioner 
on  March  1,  1913,  had  a  fair  market  value  at  that  date  of  $100  per 
share ;  that  the  100  shares  acquired  by  gift  in  December,  1916,  had  a 
fair  market  value  at  the  date  of  acquisition  of  $130  per  share;  and 
that  the  2,500  shares,  of  which  646  shares  formed  a  part  of  the  trans¬ 
action  under  consideration,  acquired  in  August,  1917,  had  a  fair 
market  value  at  the  date  of  acquisition  of  $155  per  share.  Adopting 
the  principles  laid  down  in  the  cases  of  Miles  v.  Safe  Deposit  &  Trust 
Co.,  259  U.  S.  247 ;  and  Towne  v.  McElligott,  supra,  and  in  the  Ap¬ 
peal  of  D.  W.  Cowden,  3  B.  T.  A.  816,  for  determining  the  basis  for 
computing  the  gain  or  loss  upon  the  sale  of  stock  upon  which  stock 
dividends  have  been  distributed,  we  find  that  the  bases  for  the 
determination  of  the  gain  resulting  from  the  transaction  under  con¬ 
sideration  are  as  follows:  For  the  40  shares  held  at  March  1.  1913. 
$71.4286  per  share;  for  the  100  shares  acquired  in  1916,  $92.8571 
per  share;  and  for  the  2,500  shares  acquired  in  1917,  $110.7143.  The 
maximum  taxable  profit  resulting  to  the  petitioner  computed  on 
these  bases  is  $22,445.71. 

The  722  shares  of  stock  of  the  Sheridan  Coal  Co.  sold  bv  S.  A. 
Megeath  in  19*19  were  acquired  by  that  petitioner  prior  to  March  1. 
1913.  Applying  the  basis  adopted  in  the  case  of  Ida  J.  Megeath. 
$71.4286  per  share,  the  maximum  taxable  profit  resulting  to  this 
petitioner  upon  the  transaction  in  question  is  $20,713.55. 

The  additional  question  involved  in  the  appeal  of  George  W. 
Megeath  is  the  deductibility  of  two  items,  one  of  $5,000  and  one 
of  $6,000,  claimed  as  traveling  expenses  for  the  year  1921.  The 
facts  with  respect  to  the  trip  to  Europe  are  sufficiently  set  forth 
in  our  findings  of  fact.  Upon  them  we  find  that  the  petitioner  is 
entitled  to  deduct  the  sum  of  $1,666.67  for  traveling  expenses  in 
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connection  with  his  trip  to  Europe.  No  part  of  the  expense  incident 
to  the  transportation  of  his  wife  or  nurse  to  Europe  may  be  allowed 
as  deductions  in  computing  taxable  net  income,  since  they  are  of 
a  personal  nature.  The  amount  of  $6,000  is  claimed  as  expenses  of 
the  trip  to  California  on  business  for  the  Sheridan  Coal  Co.  There 
is  no  evidence  upon  which  we  can  base  a  finding  as  to  what  part 
of  this  amount  represents  expenses  incurred  in  connection  with  the 
business,  and  what  portion  thereof  is  in  the  nature  of  personal 
expenses.  The  Commissioner’s  disallowance  of  this  item  must  be 
approved. 

Judgment  will  be  entered  on  15  days’  notice , 
under  Rule  50. 


Appeal  of  Lautz  Marble  Corporation. 

Docket  No.  6674.  Promulgated  January  31,  1927. 

William,  Cogger ,  Esq.,  for  the  petitioner. 

Ellis  W.  Manning ,  Esq.,  for  the  Commissioner. 

Phillips  :  Petitioner  appeals  from  the  determination  by  the  Com¬ 
missioner  of  a  deficiency  of  $2,058.90  in  income  and  profits  tax  for 
the  calendar  year  1919,  arising  from  the  disallowance  of  $4,282.11 
of  the  depreciation  claimed  on  buildings,  machinery,  furniture  and 
fixtures,  and  tools. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  corporation  existing  under  the  laws  of  the 
State  of  New  York,  with  its  principal  place  of  business  in  Buffalo. 
It  was  incorporated  in  November,  1918,  with  an  authorized  capital 
of  $150,000. 

Upon  incorporation  it  acquired  the  real  estate,  machinery,  furni¬ 
ture,  tools  and  inventory  of  a  bankrupt  corporation,  and  issued  there¬ 
for  stock  of  the  par  value  of  $70,700,  assuming  a  mortgage  thereon 
of  $46,800. 

The  Commissioner  determined  the  fair  market  value  of  the  depre¬ 
ciable  tangible  assets  paid  in  to  the  taxpayer  corporation  and  allowed 
depreciation  on  such  values  as  follows: 


Amount. 

Rate, 
per  cent. 

Buildings . . .  _  _  ..  ......  .  _ 

$4,  593.  85 

3 

Machinery _ _ _ _ _  _  _ 

8,  448.  85 

20 

Furniture  and  fixtures . . . .  . 

'  433.  99 

10 

Tools . . . . . . . .  . . . . .  . 

726.  86 

5 

Total _ _ _  _ _  .  .  _ 

14,  203.  55 
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The  fair  market  value  of  the  buildings  when  acquired  was  $15,000 
and  of  the  tools,  $2,185.30. 

Decision  redetermining  deficiency  will  be 
entered  on  10  days'  notice ,  under  Rule  50. 


Nancy  J.  Ryman,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Estate  of  R.  A.  Ryman,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  Nos.  1705,  1706.  Promulgated  January  31,  1927. 

G .  R.  McAtee ,  Esq .,  for  the  petitioners. 

J.  L.  Deveney ,  Esq .,  for  the  respondent. 

Smith  :  These  are  proceedings  for  the  redetermination  of  deficien¬ 
cies  in  income  tax  of  $444.05  for  the  year  1919  in  the  case  of  Nancy 
J.  Ryman,  and  of  $257.90  and  $444.05  for  the  years  1918  and  1919, 
respectively,  in  the  case  of  the  estate  of  B.  A.  Ryman.  The  pro¬ 
ceedings  were  consolidated  for  the  purpose  of  hearing  and  decision. 
The  point  in  issue  is  whether  a  partnership  existed  between  B.  A. 
Ryman  and  his  sons,  J.  Nye  Ryman  and  G.  Carroll  Ryman  during 
the  years  1918  and  1919. 

FINDINGS  OF  FACT. 

1.  B.  A.  Ryman  died  in  the  spring  of  1921.  His  widow  is  Nancy 
J.  Ryman.  Their  two  sons  were  of  legal  age  in  1918  and  1919.  For 
these  years  separate  individual  returns  for  income-tax  purposes 
were  filed  by  husband  and  wife  under  the  community  property  law 
of  Texas,  and  the  sons  filed  separate  individual  returns.  Partner¬ 
ship  returns  were  filed  for  both  years  for  the  business  of  the  father 
and  sons. 

2.  In  January,  1907,  the  eldest  son,  J.  Nye  Ryman,  was  called 
home  from  college  to  look  after  the  ranch  and  business  interests  of 
his  father  b}^  reason  of  the  father’s  ill  health.  He  became  active  in 
their  management,  married,  and  continued  in  the  business.  The 
father  and  son  entered  into  an  agreement  to  the  effect  that  the  eldest 
son  would  share  equally  with  his  two  younger  brothers  in  a  one-half 
interest  in  the  business.  At  the  time,  the  two  younger  sons  vrere 
under  twenty-one  years  of  age.  The  older  of  the  two  attained  his 
majority  in  March,  1912.  The  youngest  son,  Bowie,  died  in  1911  as 
the  result  of  an  accident.  Upon  the  death  of  the  youngest,  the  one- 
half  interest  in  the  business  theretofore  shared  equally  between  the 
three  sons  was  divided  equally  between  the  two  sons. 
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The  oldest  brother  contributed  to  the  partnership  30  to  50  head 
of  cattle  of  his  own  at  the  time  he  returned  from  college,  and  the 
three  brothers  together  contributed  about  150  head  of  cattle  and  a 
cattle  brand.  The  father  also  contributed  considerable  personal 
property.  He  owned  no  real  estate  at  the  time.  The  cattle  owned 
were  grazed  upon  leased  lands,  and  later  upon  lands  which  were 
acquired  with  partnership  profits.  Neither  the  brothers  nor  the 
father  received  from  the  business  a  salary  or  profits  and  each  drew 
only  living  expenses.  The  bank  account  was  carried  in  the  names 
of  the  father  and  the  eldest  son.  Checks  were  honored  when  drawn 
by  either  of  them  or  by  the  younger  son  in  the  name  of  the  father. 
No  books  of  account  were  kept  of  the  business,  the  only  record  of 
transactions  being  checks  on  the  bank  account. 

3.  In  1918  the  eldest  son  managed  the  Bay  City  Cattle  &  Pasture 
Co.,  in  which  the  family  partnership  owned  a  one-sixth  interest,  and 
for  his  services  received  a  salary  of  $1,700,  which  he  paid  over  to 
the  family  partnership  and  which  the  partnership  reported  as  a  part 
of  its  income  for  that  year.  About  1910,  B.  A.  Ryman  bought  125 
shares  of  stock  of  the  First  State  Bank  of  Bay  City,  Texas,  which  was 
paid  for  out  of  partnership  proceeds  and  with  some  moneys  received 
from  the  mother  from  sale  of  lands  belonging  to  her  estate.  More 
bank  stock  was  acquired  and  in  1920  each  of  the  two  brothers  owned 
173  shares  and  the  father  owned  258  shares.  In  1919  the  elder  son 
spent  some  time  in  the  bank  without  salary,  learning  something  of 
its  operation,  and  afterwards,  in  1920,  drew  a  salary  for  his  services. 
In  1919  real  estate  in  Bay  City,  Tex.,  was  purchased  with  notes 
signed  by  the  father  and  son,  and  title  was  taken  in  the  name  of  the 
son,  who,  a  few  months  later,  sold  the  property  at  a  profit.  This 
lot  was  purchased  with  partnership  funds  and  the  profit  reported  in 
the  1919  partnership  return.  In  1918  the  younger  son  made  a  con¬ 
tract  and  bond  in  his  own  name  to  do  some  grading  for  the  Gulf, 
Colorado  &  Santa  Fe  Railroad,  using  for  this  purpose  teams  and 
tools  belonging  to  the  partnership,  and  the  profit  received  by  him 
from  the  contracts  was  reported  as  profit  of  the  partnership  for  the 
year  1918. 

4.  The  partnership  agreement  was  never  reduced  to  writing.  The 
father  frequently  stated  to  business  associates  that  he  and  his  sons 
were  jointly  interested  in  the  cattle  business  and  the  bank  accounts 
were  understood  by  the  bankers  to  be  partnership  accounts. 

5.  An  ordinary  common-law  partnership  existed  between  B.  A. 
Ryman  and  his  two  sons  during  the  years  1918  and  1919. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 
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Braly-Ferguson  Gin  Co.,  Petitioner,  v.  Commissioner  of  Inter¬ 
nal  Revenue,  Respondent. 


Docket  No.  5399.  Promulgated  January  31,  1927. 

A.  £.  Walker,  Esq.,  for  the  petitioner. 

S.  S.  Faulkner,  Esq.,  for  the  respondent. 

Phillips:  This  is  an  appeal  from  the  determination  by  the  Com¬ 
missioner  of  a  deficiency  of  $708.48  in  income  tax  for  192*2.  Peti¬ 
tioner  alleges  that  the  Commissioner  erred  in  refusing  to  allow  the 
deduction  of  a  net  loss  of  $5,267.85  alleged  to  have  been  sustained 
in  the  vear  1921. 

FINDINGS  OF  FACT. 


The  petitioner  is  a  corporation  having  its  office  and  place  of  busi¬ 
ness  at  Leonard,  Tex.  During  the  years  1921  and  1922  it  was 
engaged  in  the  business  of  ginning  cotton  for  its  customers,  buying 
cotton  and  cottonseed  from  its  customers,  and  selling  such  cotton  and 
cottonseed  as  were  purchased. 

The  gross  income  and  deductions  of  the  petitioner  for  the  year  1921 
were  as  follows: 

Gross  income. 

Gross  sales _ _  $64,  681.  80 

Cost  of  goods  sold _  68,  573. 13 

- —$3,891.33 

Rents,  warehouse  storage _  993. 15 

Ginning  fees _  5, 175.  25 

-  6, 168.  40 


Deductions. 


2,  277.  07 


Compensation  of  officers _  $2,  500.  00 

Repairs _  75.  00 

Interest _  853.  60 

Taxes _  172.  70 

Other  expenses _  3,  943.  62 


7,  544.  92 


—5,  267.  85 

In  computing  the  deficiency  for  1922,  the  Commissioner  failed  to 
allow  the  deduction  of  $5,267.85  as  a  net  loss  sustained  in  1921. 

Decision  for  the  petitioner  will  he  entered 
on  15  days'  notice,  under  Rule  50. 
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James  T.  Clark  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  3660.  Promulgated  January  31,  1927. 

Fred  L.  Van  Dolsen ,  Esq.,  for  the  petitioner. 

F.  O.  Graves ,  Esq.,  for  the  respondent. 

Trussell:  The  deficiency  involved  in  this  proceeding  is  in  the 
amount  of  $1,298.91  for  the  fiscal  year  ended  August  31,  1920,  and 
arises  in  part  from  the  Commissioner’s  elimination  from  invested 
capital  of  the  sum  of  $16,014.01,  resulting  from  adjustments  made  in 
the  capital  accounts  for  tools  and  fixtures  and  real  estate. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  corporation  having  its  principal  place  of  busi¬ 
ness  at  Newark,  N.  J.,  and  has  been  engaged  in  the  foundry  business 
since  1902. 

On  January  1,  1906,  the  petitioner’s  ledger  accounts  of  tools  and 
fixtures  showed  a  balance  of  $21,246.15.  During  the  year  1906,  and 
from  January  1  to  August  31,  1907,  additions  were  charged  to  this 
account,  increasing  it  to  $22,044.90. 

On  September  1,  1907,  the  account  was  ruled  off  on  the  ledger 
and  carried  forward  in  the  amount  of  $15,171.11,  showing  an  arbi¬ 
trary  write-off  of  $6,873.79. 

On  September  1,  1908,  there  was  a  further  arbitrary  write-off  of 
$1,000,  and  the  account  was  carried  forward  as  $14,171.11. 

On  September  1,  1909,  as  a  result  of  an  alleged  physical  inventory 
at  cost  of  tools  and  fixtures  then  on  hand  and  in  use,  the  balance  in 
this  account  was  entered  on  the  ledger  in  the  amount  of  $26,696.91. 
The  difference  between  this  balance  and  the  previous  ledger  balance 
is  $12,525.80. 

During  the  years  1910,  1911,  and  1912,  the  petitioner  made  addi¬ 
tions  to  its  tools  and  fixtures  account  which  were  charged  to  expense 
in  the  first  instance  when  purchased,  and  at  the  end  of  the  year  ex¬ 
pense  was  credited  and  tools  and  fixtures  charged  with  the  amount 
of  the  additions.  Such  additions  were — 


1910  _  $305.  44 

1911  _  290.  73 

1912  _ 1,195.46 


During  the  year  1908  petitioner  made  additions  and  improve¬ 
ments  to  its  office  building  at  a  cost  of  $646.88.  It  added  to  this 
amount  a  portion  of  a  city  tax  assessment  and  charged  real  estate 
capital  account  with  the  sum  of  $698.58. 
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The  amount  which  the  Commissioner  eliminated  from  petitioner’s 
invested  capital  is  shown  as  follows : 

Tools  and  fixtures,  1908 _ $12,  523.  80 

“  “  “  1910 _  305. 44 

“  “  “  1911 _  290. 73 

“  “  “  1912 _  1,195.46 

-  14,  315.43 

Real  estate,  1908 _  698.  58 

“  “  1912 _  1, 000. 00 

-  1,  698.  58 

16,  014.  01 

The  arbitrary  write-off  of  tools  and  fixtures  account,  aggregating 
$7,873.79,  and  the  additions  of  $305.44  in  1910,  $290.73  in  1911,  and 
$1,195.46  in  1912,  are  proper  and  lawful  additions  to  the  tools  and 
fixtures  capital  account  for  said  years.  The  amount  of  $646.88,  cost 
of  additions  to  office  building,  is  a  proper  and  lawful  addition  to  the 
real  estate  capital  account  for  the  year  1908. 

The  deficiency  may  he  redetermined  in  ac¬ 
cordance  with  the  foregoing  findings  of  fact , 
pursuant  to  Rule  50.  Judgment  will  he  entered 
in  due  course. 


Interurban  Construction  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  7028.  Promulgated  January  31,  1927. 

In  the  taxable  year  the  petitioner  was  the  owner  of  certain  stock 
of  its  subsidiary  which  had  cost  $21,929.40  and  was  sold  to  its 
stockholders  and  the  stockholders  of  the  subsidiary  (affiliation 
continuing)  for  $60,000.  The  Commissioner  computed  a  profit  on 
the  transaction.  Held,  that  the  sale  did  not  give  rise  to  a  tax¬ 
able  gain. 

Claude  Collard ,  Esq .,  for  the  petitioner. 

W.  Frank  Gihhs ,  Esq.,  for  the  respondent. 

The  Commissioner  determined  a  deficiency  for  the  year  1920  of 
$26,899.81  upon  the  basis  of  a  consolidated  return  of  the  petitioner 
with  the  Oklahoma  Union  Railway  Co.  and  the  Sapulpa  Electric 
Interurban  Construction  Co.  The  petitioner  claims  that  the  deter¬ 
mination  of  a  profit  upon  the  sale  by  it  of  the  stock  of  its  subsidiary, 
the  Oklahoma  Union  Railway  Co.,  was  erroneous. 
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FINDINGS  OF  FACT. 

Petitioner  is  an  Oklahoma  corporation  with  principal  office  at 
Tulsa.  Throughout  the  taxable  year  it  was  affiliated  with  the  Okla¬ 
homa  Union  Railway  Co.  and  the  Sapulpa  Electric  Interurban  Con¬ 
struction  Co.  At  the  beginning  of  the  taxable  year  1920  petitioner 
was  the  owner  of  3,500  shares  of  the  capital  stock  of  the  Oklahoma 
Union  Railway  Co.  During  the  year  1920  petitioner  sold  1,200 
shares  of  the  stock  of  the  Oklahoma  Union  Railway  Co.,  which  it 
owned,  to  certain  individuals  who  were  stockholders  of  the  petitioner 
and  the  Oklahoma  Union  Railway  Co.  for  $60,000.  The  cost  of  these 
1,200  shares  to  the  petitioner  was  $21,929.40. 

The  Commissioner  computed  the  profit  on  the  sale  to  be  the  dif¬ 
ference  between  $60,000  and  $21,929.40.  The  stock  of  the  Oklahoma 
Union  Railway  Co.  was  acquired  by  petitioner  in  1917. 

OPINION. 

Littleton  :  The  issue  involved  in  this  proceeding  is  the  same  as 
the  issue  decided  by  the  Board  in  the  Appeal  of  Interurban  Construc¬ 
tion  Co .,  5  B.  T.  A.  529,  upon  authority  of  the  decision  of  the  Board 
in  the  Appeal  of  Farmers  Deposit  Bank  and  Affiliated  Banks ,  5  B. 
T.  A.  520.  Upon  the  authority  of  the  decisions  in  those  cases,  it  is 
held  that  petitioner  derived  no  taxable  gain  from  the  sale  of  stock  of 
the  Oklahoma  Union  Railway  Co.  in  1920,  and  the  Commissioner’s 
determination  of  a  deficiency,  in  so  far  as  it  resulted  from  the  inclu¬ 
sion  of  a  profit  upon  this  transaction,  was  erroneous. 

Judgment  will  be  entered  on  15  days ’  notice , 
under  Rule  50. 


Sylvan  Electric  Bath,  Inc.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  7411.  Promulgated  January  31,  1927. 

John  L.  McM aster,  Esq.,  for  the  petitioner. 

Thomas  P.  Dudley,  Jr.,  Esq.,  for  the  respondent. 

Phillips  :  Petitioner  appeals  from  the  determination  by  the  Com¬ 
missioner  of  deficiencies  in  income  and  profits  taxes  as  follows : 


1919  _ _ _ $414.82 

1920  _  513.  68 

1921  _  946.  62 
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It  alleges  as  error  the  refusal  of  the  Commissioner  to  allow  any 
value  for  tangible  or  intangible  assets  acquired  by  it  for  stock  and 
his  refusal  to  allow  depreciation  on  such  tangible  property.  A  fur¬ 
ther  error  alleged  in  the  petition  was  waived  at  the  healing. 

FINDINGS  OF  FACT 


The  petitioner,  Sylvan  Electric  Bath,  Inc.,  is  a  corporation  or¬ 
ganized  under  the  laws  of  the  State  of  New  York,  and  owns  and 
operates  a  system  of  baths  known  as  hydro-electro-cataphoretic  baths, 
intended  for  the  relief  of  rheumatism  and  similai  diseases  and  com 
plaints. 

The  Sylvan  Electric  Bath  was  originally  established  about  the 
year  1900  by  one  George  Bueckle,  now  the  president  of  the  company 
and  majority  holder  of  the  common  stock.  The  system  is  based  on 
the  method  developed  by  one  Stanger  in  Germany.  Prior  to  estab¬ 
lishing  the  baths  Bueckle  made  an  extensive  personal  study  of  the 
system  in  Germany  and  acquired  patent  rights  and  special  equipment. 
The  system  contemplates  the  use  of  electricity  combined  with  certain 
bark  extracts,  and  requires  specialized  equipment  and  technical 
supervision. 

The  baths  were  conducted  as  an  individual  business  by  Bueckle 
until  the  year  1915,  when  it  was  incorporated  in  order  that  additional 
capital  might  be  acquired. 

Sylvan  Electric  Bath,  Inc.,  was  organized  on  January  14,  1915, 
under  a  certificate  of  incorporation  signed  by  Bueckle  and  four  other 
incorporators. 

In  an  agreement  executed  on  January  30,  1915,  it  was  provided 
that  Bueckle  should  convey  to  the  corporation  the  following  assets : 

All  his  rights  in  the  Sylvan  Electric  Bath  business,  the  appliances,  fixtures 
and  other  articles  of  personal  property  used  in  the  treatment  and  cure  of  dis¬ 
eases  for  which  the  said  Sylvan  Electric  Bath  is  established,  and  also  the 
right  to  use  the  patents,  methods  and  treatments  as  now  used  and  conducted 
in  his  present  establishment,  said  patents  being  described  as  follows : 

Nos.  590171.  Electric  Bath. 

633164.  Electrotlierapeutic  Baths. 

652446.  Electromedical  Baths. 

653708.  Hydro-Electrotherapeutic  Apparatus. 

692554.  Chairs  for  Therapeutic  purposes, 
and  any  other  patents  he  may  secure  after  this  day  that  may  in  anywise  apply 
to  or  be  used  in  this  business. 

And  Trade  Marks  Nos.  35200.  Medicated  Bathing  Liquids. 

35400.  Medicated  Bathing  Fluid. 

70713.  Medicated  Bathing  Fluid. 
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Also  the  good  will  consisting  of 
Its  registered  name, 

List  of  prospective  patrons, 

List  of  physicians  prescribing  the  treatment,  and  all  other  matter  now 
ill  his  possession  in  any  way  helpful,  or  likely  to  be  helpful  in  conducting 
this  business  of  the  Sylvan  Electric  Bath. 

The  agreement  further  provided  that  the  corporation  should  have 
$05,000  of  7  per  cent  preferred  stock  and  $35,000  of  common  stock, 
that  all  of  the  common  stock  and  $3,000  of  the  preferred  stock  should 
be  issued  to  Bueckle  for  such  property,  and  that  Btieckle  should 
assign  $17,000  of  the  common  stock  to  the  purchasers  of  the  balance 
of  the  preferred  stock. 

The  agreement  also  provided,  among  other  things,  that  Bueckle 
should  devote  his  entire  time  and  attention  to  the  business  at  a  salary 
of  $3,600  per  annum  until  the  treatments  averaged  one  hundred 
daily,  at  which  time  the  salary  was  to  be  $5,000  per  annum;  and 
that  during  the  completion  of  a  new  building  the  business  was  to 
be  leased  to  Bueckle,  who  was  to  receive  all  the  income  and  pay  all 
the  expenses. 

On  December  1,  1915,  Bueckle,  by  formal  bill  of  sale,  conveyed  to 
the  corporation  all  of  the  assets  of  the  business,  both  tangible  and 
and  intangible,  and  on  the  same  date  made  a  formal  assignment  of 
the  patents  and  trade-marks  which  was  duly  registered  in  the  office 
of  the  Commissioner  of  Patents. 

On  the  transfer  of  the  assets  $3,000  par  value  of  preferred  stock 
and  $35,000  par  value  of  common  stock  was  issued  to  Bueckle,  who 
thereafter  transferred  approximately  $17,000  par  value  of  such 
common  stock  to  purchasers  of  the  preferred  stock. 

On  March  3,  1917,  the  par  value  of  the  stock  outstanding  was 
$97,500,  including  both  common  and  preferred. 

When  the  books  of  account  were  opened  the  assets  so  transferred 
were  set  up  on  the  books  as  “  Sundry  Assets,”  and  in  preparing  in¬ 
come-tax  returns  and  trial  balance  sheets  this  account  carried  on 
the  books  as  “  Sundry  Assets  ”  was  erroneously  listed  and  described 
as  “  Good  Will.” 

In  its  return  the  petitioner  included  $38,000,  as  the  cost  of  these 
assets,  in  invested  capital.  This  amount  wTas  disallowed  by  the 
Commissioner. 

The  tangible  assets  transferred  to  the  corporation  on  December  1, 
1915,  in  exchange  for  its  capital  stock,  had  an  actual  cash  value  of 
$10,000  as  a  part  of  a  continuing  business.  The  intangible  assets 
had  no  separate  market  value. 

Decision  redetermining  deficiency  will  be 
entered  on  10  days ’  notice ,  under  Rule  50. 


■ 


'  .  ■  7-  !■  '  ■  ,0 


'1  ■  J  :*  to  *iy  ’  ■; •  '.v  )  oti »  1  i 


I  <A>itr:i  yi{  f  (,() 

>  ri<  •  c:  ‘  ,  •  .  -  < 


■  • 


rf!;  ;  v  %.  -  r>od  f  r  >/  ft 

d  1  ;  f  f-‘i  <.  ’i  >'r  /  }••.  n  »•? 

.'OtToiagicS^H 

'  -  '  "  ■  t.  «  •;-*i  .  ■**'  ■>» 

•  .  •  t  •  ■ 

>\  to  V'Vsn 


o 


UNITED  STATES 
BOARD  OF  TAX  APPEALS 

REPORTS 


INDEX- -5  B.T.  A. 


NOVEMBER  30,  1927 


UNITED  STATES  BOARD  OF  TAX  APPEALS 

Earle  Building 

WASHINGTON,  D.  C. 


MEMBERS  OF  UNITED  STATES  BOARD  OF  TAX  APPEALS. 


Benjamin  H.  Littleton,  Chairman. 
W.  C.  Lansdon. 

John  J.  Mabquette. 

Charles  P.  Smith. 

John  M.  Sternhagen. 

Charles  M.  Trammell. 

Sumner  L.  Trussell. 

William  R.  Green,  Jr. 


Logan  Morris. 

Percy  W.  Phillips. 
William  D.  Love. 

C.  Rogers  Arundell. 
John  B.  Miltjken. 
Ernest  H.  Van  Fossan. 
J.  Edgar  Murdock. 
Forest  D.  Siefkin. 


Robert  C.  Tracy,  *S Secretary.  B.  D.  Gamble,  Clerk. 

Charles  E.  Gebhardt,  Reporter. 


it 


INDEX. 


Fag* 

ABANDONMENT.  See  Capital  Expenditures,  III,  7 ;  Losses,  II,  2-5, 

III,  5. 

ABATEMENT  CLAIMS.  See  Jurisdiction,  III,  3 ;  IV,  1,  3 ;  V. 
ABNORMALITY.  See  Invested  Capital,  XV. 

ABSTRACTS  OF  TITLE.  See  Capital  Expenditures,  II,  3;  Gain  or 
Loss,  I,  18. 

ACCELERATED  DEPRECIATION.  See  Depreciation,  IV  (4). 

ACCOUNTANTS.  See  Invested  Capital  XV,  10. 

ACCOUNTING : 

I.  Metods  of  Accounting  : 

(1)  Generally,  p.  1323. 

(2)  Accrual  or  Cash,  p.  1323. 

(3)  Accrual  or  Installment,  p.  1324. 

II.  Periods  of  Accounting,  p.  1324. 

See  Installment  Sales  ;  Inventories  ;  Invested  Capital,  II,  1 ;  Net 
Losses. 

Accrual  or  cash.  See  I  (2),  infra;  Carriers;  Commissions;  Compensa¬ 
tion,  8-10 ;  Depletion,  6 ;  Expenses,  II ;  III,  7 ;  IV,  5-10 ;  Gain  or 
Loss,  III,  3;  Invested  Capital,  XIII,  4;  Losses,  I,  7-14;  Taxes,  III. 

Accrual  or  installment.  See  I  (3).  infra. 

Books.  See  Accounting  ;  Bad  Debts  ;  Dividends,  IV,  4 ;  Evidence,  II ; 

III,  1 ;  Expenses,  IV,  5-10 ;  Inventories  ;  Penalties,  2,  5. 

Charging  oft  bad  debts.  See  Bad  Debts. 

Computation.  See  Accounting  ;  Credits  ;  Depletion  ;  Depreciation  ; 
Estate  Tax  ;  Excess  Profit  Tax  ;  Gain  or  Loss  ;  Installment 
Sales;  Inventories;  Invested  Capital;  Losses;  Net  Income;  Net 
Losses  ;  Rates. 

Constructive  receipt.  See  Compensation,  9,  10 ;  Dividends,  II,  8 ;  Joint 
Ventures,  2 ;  Rent,  1. 

Reserves.  See  Bad  Debts,  IV;  Expenses,  II  (4)  ;  Inventories,  II,  3; 
Invested  Capital,  VI,  2 ;  VII,  3 ;  Losses,  I,  11-14. 

I.  Methods  of  Accounting. 

(1)  Generally. 

1.  Accounts  Receivable;  Damage  to  Property.  Where,  under  tax¬ 
payer’s  method  of  accounting,  claims  against  carriers  for  loss  or  damage 
to  goods  in  transit  were  carried  as  accounts  receivable,  held,  that  in  com¬ 
puting  income  for  tax  year,  part  of  accounts  receivable  which  represented 
claims  arising  from  transactions  in  prior  years  should  be  eliminated. 


Bert  K.  Smith -  480 

(2)  Accrual  or  Cash. 

2.  Evidence  of  Accounting  Method.  Computation  of  income  on  cash 
basis  will  be  approved  in  absence  of  evidence  of  accounting  method  regu¬ 
larly  employed  by  taxpayer.  Continental  Life  Ins.  Co -  407 


3.  Id.  Insurance  Companies.  Where  evidence  discloses  that  insurance 
company  is  required  to  file  report  with  insurance  departments  of  jurisdic¬ 
tions  in  which  it  operates,  showing  income  and  disbursements  on  cash 
basis  and  its  balance  sheets  on  accrual  basis,  it  can  not  be  assumed  that 
books  are  kept  on  accrual  basis.  Id. 
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ACCOUNTING— Continued. 

4.  Reflection  of  Income;  Cash  Basis.  Where  returns  for  prior  years 
were  made  on  cash  basis,  a  return  reporting  gross  income  on  basis  of  cash 
received  and  deductions  upon  basis  of  cash  disbursed  plus  liabilities 
accrued  and  unpaid,  held  to  distort  taxable  income.  Id. 

5.  Id.  Accrual  Basis.  When  books  are  kept  on  accrual  basis,  gross 
income  must  be  reported  in  year  in  which  it  accrues.  Act  1918,  secs.  212. 


213.  Mianus  Motor  Works _  435 

6.  Id.  Accrual  method  requires  that  at  end  of  every  accounting  period 

all  income  accrued  during  that  period  be  accounted  for  as  income  though 
not  collected  because  it  did  not  become  due  until  future  date.  Owen- 
Ames-Kiniball  Co _  921 

7.  Id.  Where  books  were  kept  on  accrual  basis,  receipt  in  1920  of 

income  which  accrued  in  1918  for  work  done  in  that  year  held  properly 
returned  as  part  of  1918  income.  Mianus  Motor  Works _  435 

8.  Id.  Where  primary  purpose  of  accounts  kept  on  accrual  basis  is  to 

reflect  income  and  expense,  it  is  immaterial  that  a  few  items  were  not 
treated  upon  strictly  accrual  basis.  Max  Schott _  79 

9.  Id.  Long-Term  Contracts.  Income  from  long-term  contracts  should 

be  computed  in  accordance  with  accrual  method  of  account  ng  so  as  to 
reflect  income  actually  earned  in  accordance  with  progressive  work. 
Owen-Ames-Kimhall  Co _  921 


10.  Id.  Income  from  long-term  contracts  taken  on  basis  of  lump  sums, 
cost  plus  fixed  fee  or  plus  percentage,  and  cost  plus  fixed  fee  with  a  guar¬ 
anty  not  to  exceed  certain  sum,  held  properly  accruable  during  period  of 
construction  in  same  ratio  that  work  completed  in  each  year  bears  to 
whole.  Id. 

(3.)  Accrual  or  Installment. 

11.  Evidence.  Where  taxpayer  reported  income  on  accrual  basis  in  ac¬ 

cordance  with  its  bookkeeping  method,  refusal  of  Commissioner  to  accept 
amended  return  reporting  income  on  installment  basis  will  be  approved, 
in  absence  of  evidence  as  to  amount  of  income  for  tax  year,  proportion  of 
installment  payments  actually  received,  total  profit  realized  when  pay¬ 
ment  was  completed,  and  total  contract  price.  Yost  Furniture  Co _  652 

II.  Periods  of  Accounting.  See  Net  Losses  ;  Returns,  II,  1 ;  III,  4. 

1.  Separate  Businesses.  Income  and  profits-tax  return  of  corporation 

engaged  in  brokerage  and  jobbing  business  for  taxable  year  held  to  have 
reflected  true  net  income,  notwithstanding  brokerage  books  were  closed  on 
different  date  than  other  books.  Chatterton  &  Son _  105 

2.  Id.  Where  individual  on  calendar  year  basis  operated  a  separate 

business  the  books  of  which  were  kept  on  fiscal  year  basis,  entire  net  in¬ 
come  of  separate  business  for  fiscal  year  ending  within  his  calendar  year 
held  properly  included  in  income  for  calendar  year,  where  it  was  ascer¬ 
tained  and  credited  on  his  books  at  close  of  fiscal  year  and  no  evidence 
was  produced  as  to  portion  earned  in  part  of  fiscal  year  falling  within 
preceding  calendar  year.  J.  T.  Pittard _  755 

3.  Change  in  Period ;  Act  1918,  sec.  226.  Where  taxpayer  kept  books 
on  basis  of  fiscal  year  ended  Aug.  31,  and  was  required  under  Act  1918 
to  change  basis  for  making  returns  from  calendar  to  fiscal  year  basis, 
tax  liability  for  period  Jan.  1  to  Aug.  31,  1918,  should  be  computed  on 
basis  of  separate  return  for  that  period,  in  accordance  with  sec.  226, 

Act  of  1918.  W.  B.  Thompson _  193 

4.  Fractional  Periods;  Separate  Returns.  Where  books  were  kept  on 

basis  of  fiscal  year  ended  June  30,  and  under  agreement  with  Commis¬ 
sioner  taxpayer  joined  in  consolidated  excess-profits-tax  return  for  1917 
so  that  its  liability  for  that  year  was  closed,  its  tax  liability  for  six 
months  ended  June  30,  1918,  should  be  computed  on  basis  of  separate 
return  for  that  period.  Norfolk  Knitting  Mills  Corp -  792 

5.  Id.  In  such  case,  taxpayer’s  separate  income-tax  returns  for  first 
six  months  of  1918  and  for  last  six  months  of  that  year  held  to  have  been 
filed  in  accordance  with  law  and  taxpayer’s  accounting  methods,  and  were 
not  required  to  be  combined  into  one  return.  Id. 

6.  Id.  Where  taxpayer  took  inventory  as  of  Dec.  31  and  filed  return 

for  period  from  Jan.  1  to  Sept.  30  of  following  year,  taxable  net  income 
held  to  be  income  actually  earned  during  that  period  and  not  proportion¬ 
ate  part  of  net  income  for  entire  fiscal  year.  Berkshire  Cotton  Mfg.  Co —  1231 
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ACCOUNTS  PAYABLE.  See  Invested  Capital,  III.  Page. 

ACCOUNTS  RECEIVABLE.  See  Accounting,  I,  1 ;  Bad  Debts  ;  In¬ 
vested  Capital,  II,  1 ;  XVI,  2-5 ;  Losses,  I,  3. 

ACCRUAL : 

Cash  or  accrual.  See  Accounting,  I  (2);  Carriers;  Commissions; 
Compensation,  8-10 ;  Depletion,  6 ;  Expenses,  II ;  III,  7 ;  IV,  5-10 ; 

Gain  or  Loss,  III,  3 ;  Invested  Capital,  XIII,  4 ;  Losses,  I,  7-14 ; 
Taxes,  III. 

Installment  or  accrual.  See  Accounting,  I  (3). 

ADDING  MACHINES.  See  Depreciation,  IV,  37. 

ADMINISTRATION.  See  Estate  Tax;  Estates  and  Trusts. 
ADMINISTRATIVE  DECISIONS  : 

Res  judicata.  See  Depreciation,  IV,  3. 

1.  Attorney  General.  Opinion  of  Attorney  General,  while  entitled  to 
great  respect,  is  not  determinative  before  Board,  although  it  will  be 
given  regard  to  extent  that  it  may  aid  toward  a  sound  conclusion. 


Richard  L.  Birkin _  402 

2.  Commissioner ;  Review  by  Successor;  Presumption  of  Correctness. 
Decision  of  Comm  ssioner  should  at  least  be  considered  as  prima  facie 
correct  by  his  successor  in  office.  Max  Schott _  79 


3.  Id.  Where  Commissioner  with  full  knowledge  of  facts  held  income 
taxable  in  one  year  and  successor,  on  same  facts,  after  statutory  limita¬ 
tion  on  refund  had  expired,  held  it  to  be  taxable  in  subsequent  year,  deci¬ 
sion  of  first  Commissioner  should  be  considered  as  prima  facie  correct. 
Id. 

4.  Id.  Binding  Effect.  Quaere:  Whether  decision  of  Commissioner, 
made  with  full  knowledge  of  facts,  is  binding  on  his  successor  in  ab¬ 
sence  of  fraud  or  mathematical  mistake?  Id. 

5.  Id.  Letter  of  Commissioner  advising  foreign  corporation  that  it  was 
in  his  opinion  entitled  to  a  deduct  on  under  1916  Act  held  not  such  inter¬ 
pretation  under  statute  as  had  any  binding  effect  upon  his  successor  in 
determining  accrued  tax  liability  for  fiscal  year  ended  in  1917.  Yoko¬ 


hama  Ki-Ito  Kivaisha ,  Ltd _  1248 

6.  Id.  Decision  of  Commissioner  holding  a  corporation  not  to  be  affili¬ 

ated  for  tax  year  held  not  to  be  an  overruling  of  decision  of  his  prede¬ 
cessor  holding  it  to  be  affiliated  for  prior  years.  George  A.  Fink  Co _  7 

7.  Id.  Review  by  Board;  Administrative  Policy.  Alleged  error  of  Com¬ 

missioner  in  not  stating  details  of  deficiency  in  letter  but  incorporating 
them  by  reference  to  prior  communications  is  a  quest'on  of  administra¬ 
tive  policy  which  will  not  be  considered  by  Board.  Levine  Bros.  Co _  689 

8.  Id.  Motives  or  Legality  of  Action.  Board  has  no  jurisdiction  to  in¬ 

quire  into  motives  of  Commmissioner  in  making  assessment  or  into 
alleged  illegal  conduct  of  his  subordinates  in  levying  or  enforcing  it,  not¬ 
withstanding  United  States  is  not  suable  in  tort.  II.  F.  Kerr _  1073 


9.  Id.  If  deficiency  is  found  to  be  valid,  Board  has  no  jurisdiction  to 
grant  relief  therefrom  because  conduct  of  Commissioner’s  agents  in  levy¬ 
ing  or  enforcement  of  assessment  may  not  be  approved.  Id. 

10.  Id.  Invested  Capital;  Selection  of  Comparatives  and  Final  Compu¬ 
tation  of  Tax.  Where  special  assessment  is  granted  but  comparatives 
submitted  by  taxpayer  are  not  similarly  circumstanced,  selection  of 
proper  comparatives  and  final  determination  of  tax  will  be  left  to  Com¬ 


missioner.  Excelsior  Motor  Mfg.  d  Supply  Co _  582 

Georgia  Mfg.  Co _  893 


ADMISSIBILITY.  See  Evidence. 

ADMISSIBLE  ASSETS.  See  Invested  Capital,  II. 

ADMISSIONS.  See  Evidence,  I,  2. 

ADVERTISING.  See  Invested  Capital,  IV,  1  ;  Personal  Service  Corpo¬ 
rations,  10. 
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AFFILIATIONS : 

I.  Generally,  p.  1326. 

II.  Ownership  or  Control  by  Corporations : 

(1)  Percentage  of  Stoqk  Ownership,  p.  1326. 

(2)  Control  of  Minority  Stock,  p.  1326. 

III.  Ownership  or  Control  by  Sam  Interests : 

(1)  Generally,  p.  1326. 

(2)  Percentage  of  Stock  Ownership,  p.  1327. 

(3)  Control  of  Minority  Stock,  p.  1327. 

IV.  Assessment  and-  Payment  of  Tax,  p.  1327. 

See  Accounting,  II,  4 ;  Bad  Debts,  V ;  Capital  Transactions,  3-6. 
Consolidated  invested  capital.  See  Invested  Capital,  V. 
Consolidated  net  income.  See  Losses,  II,  24 ;  Net  Income,  4-6. 
Limitation  on  value  of  intangibles.  See  Invested  Capital,  XI,  1. 
Pre-war  invested  invested  capital.  See  Excess  Profits  Tax,  9. 

I.  Generally. 


1.  Purpose.  Provisions  of  Act  1918  requiring  affiliated  corporations  to 
file  consolidated  return  of  net  income  and  invested  capital,  contemplate 
that  affiliated  group  shall  be  treated  as  existing  with  attributes  of  a  single 

taxpayer.  Farmers  Deposit  National  Bank _  520 

H.  8.  Crocker  Co _  537 

Gould  Coupler  Co _  499 

2.  Id.  The  purpose  was  to  circumvent  intercompany  dealing  and  ac¬ 
counting  practices,  of  whatever  origin  or  object,  through  which  the  in¬ 
vested  capital  or  net  income  of  a  corporation  in  a  group  under  common 
control  might  be  artificially  increased  or  diminished.  Gould  Coupler  Co-  499 

3.  Commissioner's  Decision  holding  corporation  not  to  be  affiliated  for 
tax  year  held  not  to  be  an  overruling  of  decision  of  his  predecessor  holding 

it  to  be  affiliated  for  prior  year.  George  A.  Fink  Co _  76 

4.  Control;  Agents.  Corporation  can  function  only  through  agents,  and 

control  of  one  corporation  by  agents  of  another  is  control  by  latter  corpo¬ 
ration.  California  Brewing  Assn _  347 


II.  Ownership  or  Control  by  Corporations. 

(1)  Percentage  of  Stock  Ownership. 

1.  Evidence  held  to  show  that  taxpayer  owned  all  of  stock  of  another 


corporation  and  was  affiliated  with  it.  Lucas  E.  Moore  Stave  Co _  1211 

2.  Purchase  of  Stock.  Purchase  of  all  the  stock  in  competing  company 

by  taxpayer  and  its  shareholders  held  to  result  in  affiliation.  Mackechnie 
Bread  Co _  883 

(2)  Control  of  Minority  Stock. 

3.  Independent  Minority.  A  corporation  88.6%  of  whose  stock  was 

owned  by  parent  corporation  held  not  affiliated  with  parent  corporation 
where  latter  controlled  none  of  minority  stock.  George  A.  Fink  Co _  76 

III.  Ownership  or  Control  by  Same  Interests. 


(1)  Generally. 


1.  Identity  of  Interest.  Evidence  held  to  show  that  unincorporated 

association  of  brewing  companies  was  affiliated  with  several  other  cor¬ 
porations.  California  Brewing  Assn _  347 

2.  Identity  of  Stockholders,  Directors,  Officers ,  and  Employees.  Cor¬ 
porations  held  affiliated  under  evidence  showing  control  by  same  interests 
and  identity  of  directors,  officers,  and  employees.  Standard  Gas  Products 

Co _  1221 

3.  Id.  Affiliation  held  shown  under  evidence  indicating  that  all  stock 

was  owned  and  controlled  by  same  individuals.  North  McAlester  Coal  Co _  200 

4.  Id.  Corporations  held  affiliated  under  evidence  showing  that  stock¬ 

holders  of  one  owned  or  controlled  all  the  stock  of  the  other.  C.  P. 
Lathrop  d  Co _  879 
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AFFILIATIONS— Continued.  Page. 

5.  Relatives  and  Business  Associates.  Mere  fact  of  family  and  busi¬ 
ness  relationship  is  not  sufficient  to  constitute  control  or  warrant  holding 
that  persons  standing  in  such  relationship  constitute  same  interests. 

Kiddy  Shoe  Service,  Inc _  268 

6.  Id.  Evidence  held  insufficient  to  show  that  substantially  all  the 
stock  of  three  corporations  was  owned  or  controlled  by  same  interests, 
notwithstanding  family  and  business  relationship  of  stockholders.  Id. 

7.  Id.  Where  all  of  stock  of  three  corporations  was  owned  by  family 
group  and  corporations  were  operated  as  business  unit,  all  accounts  being 
kept  in  one  set  of  books  and  all  operating  funds  being  deposited  in  a 
single  bank  account,  the  three  corporations  were  affiliated.  Paris  Cloak, 


Suit  &  Millinery  House _  189 

8.  Id.  Affiliation  with  one  corporation  held  established  on  basis  of  con¬ 

trol  of  stock  of  both  by  family  group  but  not  established  as  to  a  third 
corporation.  J.  W.  Teasdale  &  Co _  1244 

(2)  Percentage  of  Stock  Ownership. 

9.  Mathematical  Percentages.  Corporations  held  not  affiliated  al¬ 
though  75%  of  stock  of  one  and  62%  of  stock  of  the  other  were  owned 

by  the  same  person.  Wofford  Oil  Co _  115 


(3)  Control  of  Minority  Stock. 

10.  Voting  Rights;  Contract  of  Purchase.  Corporations  whose  prin¬ 
cipal  stockholder  controlled  minority  stock,  voted  it  at  all  times  and  had 
contract  right  to  repurchase  it  at  any  time,  held  affiliated.  H.  V. 
Greene  Co _  442 

IV.  Assessment  and  Payment  of  Tax. 

Credit ;  Payment  Under  Mistake  of  Affiliation.  Where  corporation,  be¬ 
lieving  itself  to  be  a  member  of  an  affiliated  group,  advanced  to  parent 
pro  rata  portion  of  consolidated  tax,  which  was  paid,  and  was  thereafter 
correctly  held  by  Commissioner  not  to  be  affiliated,  it  should  be  credited 
with  pro  rata  portion  of  tax  paid  by  parent  in  computing  deficiency 
against  it.  George  A.  Fink  Co _  76 

AGENTS.  See  Affiliations,  I,  4 ;  Corporations,  I,  3 ;  Estates  and 
Trusts,  I,  2 ;  Excess  Profits  Tax,  1 ;  Foreign  Corporations,  1 ;  Gain 
or  Loss,  I,  20,  21;  Joint  Ventures,  2;  Losses,  II,  1;  Nett  Income,  3; 
Personal  Service  Corporations,  10,  15,  18. 

ALIENS.  See  Foreign  Corporations. 

1.  Income;  Sources  Within  United  States.  Under  the  16tli  Amend¬ 
ment  and  sec.  213,  Act  1918,  defining  gross  income,  “  income  from  what¬ 
ever  source  derived  ”  includes  entire  gain  realized  upon  sale  of  goods  in 
ordinary  course  of  business  in  the  United  States,  irrespective  of  where 

the  increment  in  value  has  its  situs.  Richard  L.  Birkin _  402 

2.  Id.  Capital  or  labor  from  which  income  is  derived  in  United  States 
need  not  be  within  territorial  jurisdiction  of  United  States  in  order  that 
income  may  be  taxed.  Id. 

3.  Id.  Where  goods  are  manufactured  abroad  by  nonresident  alien 
individuals  and  sold  in  the  United  States,  entire  profit  constitutes  “  gross 
income  from  sources  within  the  United  States,”  within  sec.  213  (c),  Act 
1918.  Id. 

4.  Id.  The  statute  does  not  provide  for  the  apportionment  or  exclusion 
of  any  part  of  the  profit  in  determining  the  source  of  the  income  from 
such  sales.  Id. 

5.  Id.  The  fact  of  manufacture  of  goods  abroad  does  not  reduce  the 
profits  from  their  sale  in  the  United  States.  Id. 

ALTERATIONS.  See  Capital  Expenditures,  III,  3. 

AMENDED  RETURN.  See  Accounting,  I,  11;  Jurisdiction,  IV,  2; 
Limitations,  5. 
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AMORTIZATION :  Page. 

1.  Property  Subject  to  Amortization;  Housing;  Employees.  Houses 
erected  or  acquired  by  coal  mining  company  for  use  of  employees  held 
under  evidence  to  have  been  erected  or  acquired  for  production  of  articles 
contributing  to  prosecution  of  war  and  subject  to  amortization.  Roden 

Coal  Co _  654 

2.  Id.  Storage  Sheds  erected  upon  leased  land  solely  for  use  in  filling 
orders  from  government  for  food  containers,  which  were  of  no  value 
in  taxpayer’s  business  after  1918,  held  subject  to  amortization.  M.  F. 

W ester gren,  Inc _  1185 

3.  Production  of  War  Facilities;  Coal  Mining.  Mining  coal  and  mak¬ 

ing  it  fit  for  use  by  mining  operations  held  the  production  of  an  article 
contributing  to  the  prosecution  of  the  war.  Roden  Coal  Co _ : _  654 


4.  Cost;  Reimbursement  by  Government  for  Depreciation.  Where  con¬ 
tracts  for  construction  of  ships  on  cost  plus  fixed  fee  basis  provided 
that  depreciation  of  plant  and  equipment  should  be  considered  as  an 
element  of  cost,  deduction  for  amortization  should  be  reduced  by  amount 
of  payments  made  to  taxpayer  representing  depreciation  of  plant  and 


equipment.  Peninsula  Shipbuilding  Co _  739 

5.  Reasonable  Allowance  to  coal  mining  company  on  account  of  amorti¬ 
zation  for  houses  erected  during  1918  determined  under  evidence.  Roden 

Coal  Co _  654 

6.  Id.  Evidence  held  insufficient  to  justify  additional  allowance  for 

amortization  of  war  facilities  on  mill  which  was  remdeled  in  1918.  Still¬ 
water  Milling  Co _  280 

ANSWER.  See  Evidence,  I,  2.  * 


APPEAL.  See  Evidence,  I ;  Jurisdiction  ;  Practice  and  Procedure. 

APPRAISAL.  See  Depreciation,  III,  15  ;  Evidence,  III,  3,  4  ;  IV  2  ;  Gain 
or  Loss,  II,  15,  22,  28,  38,  39,  41,  44 ;  Invested  Capital,  IX,  4,  5. 

APPRECIATION.  See  Gain  or  Loss,  I,  11 ;  II,  48 ;  Inventories,  II, 
3 ;  Invested  Capital,  XVI,  7. 

ARCHITECTS.  See  Exemptions,  2,  3. 

ASSESSMENT.  See  Administrative  Decisions  ;  Affiliations,  IV ; 
Gain  or  Loss,  I,  21 ;  Jurisdiction  ;  Limitations  ;  Penalties. 

Jeopardy  assessment.  See  Jurisdiction,  III,  1 ;  V,  2. 

Local  taxes.  See  Estate  Tax,  II,  6 ;  Gain  or  Loss,  II,  11 ;  Invested 
Capital,  IV,  4. 

Special  assessment.  See  Invested  Capital,  XV ;  Jurisdiction,  IV, 
3,  4. 

ASSETS.  See  Amortization  ;  Capital  Expenditures  ;  Depletion  ; 
Depreciation  ;  Dividends,  III ;  Estate  Tax,  II ;  Estates  and  Trusts, 
III ;  Evidence,  III,  2-4 ;  IV ;  Gain  or  Loss  ;  Inventories  ;  Invested  ; 
Capital;  Losses;  Net  Income,  1;  Partners;  Personal  Service  Corpo¬ 
rations. 

ASSIGNMENT.  See  Bad  Debts,  I,  8 ;  Corporations,  II,  1 ;  Dividends, 
I,  2 ;  II,  8 ;  Gain  or  Loss,  I,  3 ;  Joint  Ventures,  1. 

ASSOCIATIONS.  See  Dividends,  I,  5;  Losses,  III,  3. 

ATTACHMENT.  See  Gain  or  Loss,  I,  4. 

ATTORNEY  GENERAL.  See  Administrative  Decisions,  1. 

ATTORNEYS.  See  Exemptions,  1. 

AUTOMOBILES.  See  Depreciation,  II,  1;  IV,  4-6;  Excess  Profits 
Tax,  1 ;  Expenses,  IV,  14 ;  Inventories,  II,  7. 

BAD  DEBTS : 

I.  Generally,  p.  1329. 

II.  Ascertainment  of  Worthlessness  and  Charging  Off,  p.  1329. 

III.  Evidence  of  Worthlessness,  p.  1329. 

IV.  Reserves,  p.  1330. 

V.  Affiliated  Corporations,  p.  1330. 
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BAD  DEBTS — Continued.  Page. 

I.  Generally. 

1.  Statutory  Requirements.  Deductions  for  bad  debts  may  be  taken 

only  in  accordance  with  provisions  of  statute  permitting  them.  Laurens 
Hardware  Go _  287 

2.  Business  Judgment.  Deduction  will  not  be  denied  merely  because 

taxpayer  exercised  bad  business  judgment  in  making  advances  to  debtor. 
Holmes  Ives _  934 

3.  Restoration  to  Books.  Where  accounts  were  charged  oft  within  tax 

year,  fact  that  they  were  charged  back  on  books  in  subsequent  year  held 
not  to  affect  deductibility,  where  they  were  charged  back  merely  for  pur¬ 
pose  of  keeping  record  of  them.  Charles  E.  Fenner _  772 

4.  Extension  of  Credit.  Right  to  deduct  debts  due  by  insolvent 

cropper  tenants  employed  on  so-called  “  share  basis,”  is  not  affected  by 
fact  that  landlord  continued  them  in  his  employ  in  subsequent  year. 
George  W.  Hardy _  981 

5.  Loss  or  Bad  Debt.  Under  Act  1918,  debts  are  deductible  in  year 

in  which  they  are  ascertained  to  be  worthless  and  charged  off ;  deduc¬ 
tions  for  bad  debts  must  be  distinguished  from  those  allowed  for  losses, 
which  are  deductible  only  in  year  in  which  they  occurred.  Emil  Stern _  89 


6.  Id.  Bonds;  Seizure  by  Foreign  Government.  Cost  of  bonds  seized 
by  German  Government  held  not  deductible  as  debts  charged  off  for  year 
in  which  it  was  finally  determined  bonds  could  not  be  recovered ;  the  loss 
was  one  sustained  by  reason  of  the  seizure,  and  deduction  may  be  taken 
only  in  year  of  seizure.  Id. 

7.  Id.  Sales  on  Credit.  Charges  for  merchandise  sold  on  credit  are 
deductible  as  bad  debts  in  year  in  which  they  are  determined  to  be  worth¬ 


less 'and  not  as  losses  sustained  in  year  of  sale.  Laurens  Hardivare  Co _  287 

8.  Value  of  Debt.  Amount  of  promissory  note  assigned  to  taxpayer 
after  maturity  held  not  deductible  as  bad  debt  in  year  of  assignment,  in 
absence  of  proof  that  it  had  any  value  at  date  of  assignment.  Pacific 
Realty  Co _  1223 


II.  Ascertainment  of  Worthlessness  and  Charging  Off. 


1.  Charging  Off.  Where  individual  carried  no  profit  and  loss  account 
on  books  but,  upon  determining  note  to  be  worthless,  merely  made  nota¬ 
tion  to  that  effect  on  note,  claim  for  deduction  as  bad  debt  charged  off  in 

year  of  notation  held  to  meet  requirement  of  statute.  Thomas  J.  Avery _  872 

2.  Within  Tax  Year.  Debt  ascertained  to  be  worthless  after  close  of 

tax  year  is  not  deductible  in  that  year.  Laurens  Hardivare  Co _  287 

3.  Id.  Where  all  circumstances  surrounding  debt  were  known  to  tax¬ 
payer  in  years  prior  to  that  in  which  it  was  charged  off,  taxpayer  is 
not  entitled  to  deduction  for  year  in  which  debt  was  charged  off. 

R.  C.  Middleton _ * _  205 

4.  Id.  Evidence.  Deductions  allowed  upon  evidence  establishing  that 
debts  were  ascertained  to  be  worthless  and  were  charged  off  within  tax 

year.  Cornelius  Lumber  Co _  215 

Bert  K.  Smith _  480 

Milling  Moore  Mercantile  Co _  1060 

Jones  Lumber  Co _  1159 

Pearsall  &  Co _  1177 

5.  Id.  Deductions  disallowed  for  insufficiency  of  evidence  to  establish 
that  debts  were  ascertained  to  be  worthless  within  tax  year.  D.  H. 

Brown _  209 

Thomas  County  Bank _  178 

Williamson  Milling  Co _  814 

L.  J.  Bardwell _  1061 

J.  W.  Teasdale  &  Co _  1244 

III.  Evidence  of  Worthlessness. 

1.  Sufficiency.  Finding  made  that  miscellaneous  accounts  receivable 

were  worthless  at  close  of  tax  year.  Knutson  Hardware  Co _  9 

2.  Collectibility ;  Effort  to  Collect.  In  ascertainment  of  worthlessness 
there  must  be  an  actual  determination  of  worthlessness  by  taxpayer 
within  tax  year  based  on  failure  of  reasonable  efforts  to  collect.  Thomas 

J.  Avery _ 872 
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3.  Id.  Deduction  denied  for  failure  of  taxpayer  to  show  what  steps  had 

been  taken  to  secure  payment  of  debt..  Williamson  Milling  Co _  814 

4.  Id.  Disappearance  of  Debtor.  Where  debtor  without  resources  noti¬ 

fies  creditor  of  intention  to  commit  suicide  and  thereafter  disappears,  debt 
becomes  worthless.  Hart-Wood  Lumber  Co _  1171 

5.  Id.  Insurance  Policy  as  Security.  Such  debt  may  not  be  reduced  to 
extent  of  face  value  of  policy  of  insurance  on  life  of  debtor  naming 


creditor  as  beueficiary,  collection  by  creditor  of  proceeds  of  policy  being 
too  uncertain  to  warrant  consideration  of  policy  as  a  security  of  value. 
Id. 

6.  Id.  Investigation.  Debt  charged  off  as  worthless,  without  any 
investigation  at  or  prior  to  time  it  was  charged  off  to  determine  whether 


it  was  in  faot  without  value,  held  not  deductible.  Weil-McLain  Co _  591 

7.  Id.  Worthlessness  held  established  upon  evidence  as  to  investiga¬ 
tion  of  financial  status  of  debtors  and  probability  of  collection  by  tax¬ 
payer’s  correspondents  and  inability  to  collect  through  legal  proceedings 

by  reason  of  state  antifuture  laws.  Charles  E.  Fenner _  772 

8.  Id.  Opinion.  Mere  discussion  between  taxp  yer  and  his  bookkeeper 

as  to  liklihood  of  collection  of  accounts,  some  of  which  taxpayer  had  been 
unable  to  collect  over  a  period  of  years,  is  insufficient  determination  of 
worthlessness.  Thomas  J.  Avery _  872 

9.  Id.  Insolvency.  Loans  made  to  corporation  held  deductible  upon  evi¬ 

dence  disclosing  that  corporation  had  no  assets  other  than  an  unpatented 
mining  claim  and  that  the  claim  could  not  be  developed  profitably. 
Holmes  Ives _  934 

10.  Id.  Debts  due  from  cropper  tenants  held  deductible  where  tenants 
were  shown  to  be  insolvent  and  taxpayer  had  knowledge  of  their  financial 
condition  and  of  fact  that  accounts  were  uncollectible.  George  W. 

Hardy _  981 

11.  Bonds;  Foreign  Governments.  Cost  of  bonds  of  German  Govern¬ 

ment  purchased  by  taxpayer  held  deductible  wdiere  at  close  of  tax  year 
they  had  so  declined  in  value  as  to  be  practically  worthless.  Carl  Stern _  871 


IV.  Reserves. 

Act  1921.  Addition  to  reserve  for  bad  debts  set  up  in  1921  held  de¬ 
ductible  by  bank,  where  evidence  established  that  it  was  known  to  bank 
in  that  year  that  some  loss  would  be  sustained  on  accounts  receivable. 
Citizens  National  Bank _  156 

V.  Affiliated  Corporations. 

Intercompany  Obligations ,  arising  through  advances  from  one  member 
of  an  affiliated  group  to  another  to  meet  operating  losses,  may  not  be 
deducted  by  corporation  making  advance  if  obligation  has  become  worth¬ 
less.  Gould  Coupler  Co _  499 

BANKRUPTCY.  See  Jurisdiction,  III. 

BANKS  AND  BANKING.  See  Bad  Debts,  IV.  • 

Buildings.  See  Depreciation,  IV,  8. 

Dealers  in  securities.  See  Inventories,  V. 

Deposits.  See  Losses,  I,  4 ;  Net  Income,  1-3. 

Drafts;  exchange.  See  Losses,  I,  13. 

Financial  statements.  See  Invested  Capital,  XI,  4. 

Stock.  See  Estate  Tax,  II,  8,  9. 

BENEFICIARIES.  See  Estate  Tax.  II  (2)  ;  Estates  and  Trusts,  II, 

III ;  Partners,  II,  2. 

BEQUESTS.  See  Estates  and  Trusts,  II,  3. 

BETH  LEVY  CONGREGATION.  See  Contributions,  4. 

BOARD  OF  TAX  APPEALS.  See  Evidence;  Jurisdiction;  Practice 
and  Procedure. 

BOATS.  See  Amortization,  4 ;  Joint  Ventures,  2. 
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BONA  FIDES.  See  Gain  or  Loss,  I,  3,  6-9 ;  Penalties,  7,  8. 

BONDS.  See  Bad  Debts,  I,  6 ;  III,  11 ;  Dividends,  III,  1 ;  Estate  Tax, 

II,  13 ;  Gain  or  Loss,  I,  15 ;  Inventories,  V ;  Losses,  I,  4 ;  II,  13,  14. 

Tax-free  covenants.  See  Taxes,  II,  1. 

BONUS.  See  Expenses,  IV,  5;  Leases. 

BOOKS.  See  Accounting  ;  Bad  Debts  ;  Dividends,  IV,  4 ;  Evidence,  II ; 

III,  1 ;  Expenses,  IV,  5-10 ;  Inventories  ;  Penalties,  2,  5. 

BOOK  VALUE.  See  Capital  Transactions,  6;  Depreciation,  III,  2; 
Dividends,  III,  2;  Estate  Tax,  II,  8;  Gain  or  Loss,  II,  24,  35,  54,  57, 
58 ;  Invested  Capital,  VIII,  2. 

BORROWED  CAPITAL.  See  Invested  Capital,  III ;  Personal  Service 
Corporations,  1,  11,  12,  17. 

BREWERIES.  See  Affiliations,  III,  1 ;  Depreciation,  IV,  25 ;  V,  2. 

BROKERS.  See  Personal  Service  Corporations,  13. 

BUILDINGS.  See  Amortization,  1,  2,  4-6 ;  Capital  Expenditures,  III, 
2-5 ;  Depreciation,  III,  4 ;  IV,  7-19 ;  Expenses,  III,  5 ;  Gain  or  Loss,  II, 
53,  65,  66 ;  Invested  Capital,  IV,  4 ;  VI,  3 ;  Losses,  II,  2,  6.  . 

BURDEN  OF  PROOF.  See  Evidence,  I. 

BUSINESS.  See  Accounting,  II,  1,  2;  Affiliations  ;  Aliens;  Amortiza¬ 
tion  ;  Capital  Expenditures  ;  Excess  Profits  Tax  ;  Expenses  ;  Foreign 
Corporations  ;  Gain  or  Loss  ;  Inventories  ;  Invested  Capital  ;  Losses  ; 
Net  Income;  Net  Losses;  Partners;  Personal  Service  Corporations. 

BUSINESS  ASSOCIATES.  See  Affiliations,  III,  5,  6. 

BUSINESS  COLLEGES.  See  Personal  Service  Corporations,  19. 

CALENDAR  YEAR.  See  Accounting,  II,  2,  3 ;  Credits,  III,  3 ;  Net 
Losses,  9 ;  Returns,  III,  4. 

CALIFORNIA.  See  Husband  and  Wife. 

CANADA.  See  Credits,  I,  2. 

CANCELLATION.  See  Commissions  ;  Contracts,  4. 

CAPITAL.  See  Amortization  ;  Capital  Expenditures  ;  Capital  Trans¬ 
actions  ;  Depletion  ;  Depreciation  ;  Dividends.  Ill ;  Estate  Tax,  II ; 
Estates  and  Trusts,  III ;  Gain  or  Loss  ;  Inventories  ;  Invested 
Capital;  Losses;  Net  Income,  1;  Partners;  Personal  Service  Cor¬ 
porations. 

CAPITAL  EXPENDITURES  : 

I.  Generally,  p.  1331. 

II.  Purchase  or  Additional  Cost  of  Property,  p.  1331. 

III.  Improvement,  Replacements,  and  Repairs,  p.  1332. 

See  Depreciation,  II,  2 ;  Invested  Capital,  IV ;  XV,  7 ;  Losses,  II.  20. 

I.  Generally. 

1.  Business  and  Capital  Expense;  Option  of  Taxpayer.  Business  ex¬ 

penses  and  taxes  are  deductible  from  gross  income,  and  taxpayer  may  not 
treat  such  expenditures  as  capital  items.  Pacific  Coast  Redwood  Co _ 

2.  Id.  Segregation;  Evidence.  Notwithstanding  some  of  expenditures 

in  question  were  for  ordinary  and  necessary  expenses  and  others  were 
clearly  additions  to  capital,  determination  that  they  all  represented 
capital  expenditures  will  not  be  disturbed  in  absence  of  segregation 
in  record.  Modesto  Lumber  Co _ 

II.  Purchase  or  Additional  Cost  of  Property. 

1.  Machinery  and  Equipment ;  Coal  Mines.  Coal  mining  company 
held  not  entitled  to  deduct,  as  expense,  value  of  equipment  and  parts 
which  did  not  increase  production  and  were  not  acquired  therefor,  but 
which  were  capital  items.  Roden  Coal  Co _ 
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CAPITAL  EXPENDITURES— Continued.  Page. 

2.  Id.  Quarries.  Corporation  engaged  in  making  monuments  held  not 

entitled  to  deduct,  as  expense,  amount  expended  for  quarry  equipment 
which  was  never  used  by  taxpayer  and  was  later  sold  piecemeal.  Gopher 
Granite  Co _  1216 

3.  Real  Estate;  Abstracts.  Cost  of  preparing  abstracts  constitutes 

part  of  cost  of  property  for  which  they  are  prepared  and  is  a  capital 
expenditure.  W.  S.  Bogle  &  Co -  541 

4.  Id.  Surveys  of  land  involved  in  partition  suit  by  tenant  in  common 

held  to  be  capital  expenditures.  Lincoln  L.  McCandless _  1114 

5.  Id.  Payment  of  Consideration  or  of  Interest.  Evidence  held  to 
show  payment  by  partners  to  their  father  was  consideration  for  con¬ 
veyance  of  realty  to  them  and  as  such  was  a  capital  expenditure  rather 

than  a  payment  of  interest  to  him.  Robert  Long -  438 


III.  Improvements,  Replacements,  and  Repairs. 

1.  Segregation  of  Repairs  and  Capital  Items.  Items  for  repairs  orig¬ 
inally  entered  in  repair  account  but  transferred  at  end  of  each  month  to 
depreciation  account  held  not  deductible  as  expenses,  under  evidence 
failing  to  identify  items  making  up  amount  claimed.  Williamson  Milling 


Co _ _ _  814 

2.  Buildings.  Expenditures  for  replacements,  alterations  and  improve¬ 

ments  are  additions  to  capital  investment  and  not  deductible  from  current 
earnings.  Modesto  Lumber  Co - * -  598 

3.  Id.  Cost  of  making  changes  in  heating  system  and  stage  setting,  and 
of  plastering  and  miscellaneous  alterations  in  dance  hall,  held  deductible 

as  alteration  and  repair  expenses.  American  Show  &  Entertainment  Co _  954 

4.  Id.  Cost  of  electric  dryers  installed  in  dance  hall  and  discarded 
during  taxable  year  held  deductible  as  expense.  Id. 

5.  Id.  Milling  Plant.  Proper  deduction  for  repairs  determined.  Still¬ 
water  Milling  Co _  280 

6.  Farm  Lands;  Liming  Soil.  Cost  of  liming  for  purpose  of  increas¬ 
ing  productivity  over  term  of  years  held  a  capital  expenditure.  Ewing 

B.  Swaney _  990 

7.  Quarries;  Exploration  and  Clearing  Property.  Corporation  engaged 
in  making  monuments  held  entitled  to  deduct  expense  of  exploring  and 
clearing  property  on  which  it  expected  to  develop  a  quarry  but  which 

was  found  unsuitable  therefor  and  abandoned.  Gopher  Granite  Co _  1216 


CAPITAL  STOCK.  See  Stock  and  cross  references. 
CAPITAL  TRANSACTIONS: 


1.  Stock;  Sale  by  Issuing  Corporation.  Sale  by  a  corporation  of  its 

own  capital  stock  is  a  capital  transaction  from  which  it  realizes  no  tax¬ 
able  gain.  Farmers  Deposit  National  Bank _  520 

2.  Id.  Purchase  by  corporation  of  its  own  capital  stock  at  less  than 

price  paid  therefor  by  its  stockholders  held  a  capital  transaction  from 
which  it  realized  no  taxable  gain.  Liberty  Agency  Co _  778 

3.  Id.  Affiliated  Corporations.  Shares  of  capital  stock  of  any  of  mem¬ 

bers  of  an  affiliated  group  of  corporations,  outstanding  in  hands  of  the 
public,  are  shares  of  capital  stock  of  the  affiliated  group.  Farmers 
Deposit  National  Bank _  520 


4.  Id.  Sale  by  one  member  of  group  to  other  than  members  thereof, 
of  shares  of  capital  stock  owned  by  it  in  another  member  of  the  group, 
affiliation  continuing,  is  a  sale  by  the  affiliated  group  of  its  own  capital 
stock.  Id. 

5.  Id.  Sale  by  an  affiliated  group  of  shares  of  its  own  capital  stock 
must  be  treated  as  a  sale  by  a  corporation  of  its  own  capital  stock — a 
capital  transaction  which  does  not  result  in  taxable  gain  or  deductible 

loss.  Farmers  Deposit  National  Bank _  520 

Interurban  Construction  Co _  529, 1292 

6.  Id.  Where  corporation  acquires,  at  book  value,  stock  of  another 

corporation  with  which  it  is  affiliated,  and  thereafter  sells  it  at  book 
value,  no  gain  or  loss  is  realized  by  affiliated  group.  H.  S.  Crocker  Co —  537 
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CARRIERS :  Page. 

Claims  for  damages.  See  Accounting,  I,  1. 

Railroad  construction  and  maintenance.  See  Personal  Service  Cor¬ 
porations,  17. 

Income;  Accrual ;  Compensation ;  Federal  Control.  Where  carrier  was 
on  accrual  basis,  compensation  for  use  of  properties  during  period  of 
federal  control  held  income  for  each  accounting  period  for  which  com¬ 
pensation  was  allowed,  although  it  was  not  received  until  a  later  date. 


Cincinnati ,  Findlay  &  Ft.  Wayne  Ry.  Co _  108 

Illinois  Terminal  Co _  15 


CARRYING  CHARGES.  See  Depreciation,  III,  18 ;  Gain  or  Loss,  II, 

17,  18 ;  Invested  Capital,  IV,  2 ;  Losses,  II,  15. 

CASH  : 

Accrual  or  cash.  See  Accounting,  I  (2);  Carriers;  Commissions; 
Compensation,  8-10;  Depletion,  6;  Expenses,  II;  III,  7;  IV,  5-10; 

Gain  op.  Loss,  III,  3;  Invested  Capital,  XIII,  4;  Losses,  I,  7-14; 
Taxes,  III. 

Cash  dividends.  See  Dividends,  I,  II,  IV. 

Property  pa  d  in  for  cash.  See  Invested  Capital,  V,  6;  VIII. 

Value ;  equivalent  of  cash.  See  Gain  or  Loss,  I,  26 ;  II,  29-31. 

CHARITIES.  See  Contributions. 

CHARTER.  See  Gain  or  Loss,  I,  16. 

CPIAUFFEURS.  See  Expenses,  IV,  14. 

CHECKS.  See  Net  Income,  2. 

CHRISTMAS  GIFTS.  See  Expenses,  IV,  2. 

CHURCHES.  See  Contributions,  4,  5. 

CITIES.  See  Exemptions,  2,  3 ;  Inventories,  V ;  Invested  Capital, 

IV,  4. 

CITIZENS.  See  Estate  Tax,  I,  1. 

CLAIMS : 

Abatement.  See  Jurisdiction,  III,  3;  IV,  1,  3 ;  V. 

Credit  or  refund.  See  Credits,  I,  3 ;  Jurisdiction,  VI. 

Damages.  See  Accounting,  I,  1 ;  Expenses,  II,  4 ;  Losses,  I,  7,  9  : 

II,  10. 

Deductions.  See  Depreciation,  I,  2,  3. 

Estates.  See  Estate  Tax,  III. 

CLOSED  TRANSACTIONS.  See  Gain  or  Loss,  I,  1,  11-23. 

COAL  DEALERS.  See  Personal  Service  Corporations,  11. 

COAL  LANDS.  See  Amortization,  3 ;  Capital  Expenditures,  II,  1. 
COLLEGES.  See  Expenses,  V,  3. 

COMITY : 

State  and  Federal  Courts.  A  rule  of  property  established  by  the  laws 
or  judicial  decisions  of  a  state  is  binding  upon  the  federal  courts  in 
construing  transfer  or  devolution  of  property  under  such  rule.  Susie  M. 

Root -  69(J 

COMMISSION  MERCHANTS.  See  Personal  Service  Corporations,  12. 

COMMISSIONER  OF  INTERNAL  REVENUE.  See  Administrative  De¬ 
cisions,  2-10;  Depreciation,  IV,  3. 

COMMISSIONS.  See  Estate  Tax,  III;  Expenses,  II,  3;  IV,  13;  Foreign 
Corporations,  3. 
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COMMISSIONS— Continued.  Page. 

Accrual ;  Sale  of  Stock.  Taxpayer  on  accrual  basis  agreed  to  sell  stock 
issues  of  certain  corporations  at  a  price  to  net  issuing  corporation  a  fixed 
amount  per  share,  and  was  to  receive  as  commission  difference  between 
said  amount  and  sale  price  of  stock.  The  commission  was  payable  out  of 
first  payments  made  by  subscribers  and  stock  was  not  issued  until  paid 
for  in  full.  Held,  commissions  on  shares  sold  to  subscribers  who  were  in 
arrears  with  installment  payments  should  be  included  in  taxpayer’s  gross 
income,  in  absence  of  evidence  that  either  issuing  company  or  subscriber 
intended  to  cancel  subscription  contract.  H.  V.  Greene  Co _  442 

COMMUNITY  PROPERTY.  See  Husband  and  Wife;  Partners,  II,  2; 
Returns,  III,  2,  3. 

COMPARATIVES.  See  Invested  Capital,  XV,  8-11. 

COMPENSATION.  See  Carriers;  Expenses,  III,  1;  IV,  Gain  or  Loss, 

II,  37,  60 ;  Invested  Capital,  X,  10 ;  XIII,  2 ;  XV,  3,  14 ;  Losses,  III,  1. 


1.  Dividend  or  Compensation.  Payments  to  stockholders,  officers,  and 

executives  held  to  be  salaries  subject  to  normal  tax  and  surtax,  rather 
than  regular  or  liquidating  dividends.  Thomas  Barrett,  Jr _  989 

2.  Id.  Cash  dividends  on  stock  issued  in  name  of  taxpayer  for  services 

and  placed  in  hands  of  bonus  custodian  to  prevent  sale,  transfer,  or  as¬ 
signment  of  stock  by  taxpayer,  held  to  be  dividends  and  not  additional 
compensation.  Fred  W.  Warner _  963 

3.  Id.  Division  of  net  profits  of  corporation  equally  between  two  sole 

stockholders  owning  stock  in  other  than  equal  proportions  held  to  be  a 
dividend  and  not  additional  compensation.  Joseph  Goodnow  &  Co _  1154 

4.  Id.  Additional  compensation  voted  to  officers,  who  were  also  stock¬ 

holders  and  directors,  upon  basis  of  their  stock  holdings,  held  a  distribu¬ 
tion  of  profits  and  not  additional  compensation.  Cornelius  Lumber  Co _  215 

5.  Reimbursement  of  Expenditures  or  Compensation.  Where  taxpayer 


made  no  deduction  for  traveling  expenses  paid  by  him  in  performing 
duties  as  executive  of  several  corporations,  amounts  paid  him  in  partial 
reimbursement  held  not  compensation  which  he  was  required  to  include 


in  gross  income.  J.  S.  Cullman _  996 

6.  Id.  Amounts  paid  to  employee  of  corporation  held  not  to  be  com¬ 

pensation  but  to  be  reimbursements  for  expenditures  made  in  behalf  of 
corporation.  Edgar  P.  Haney -  1039 

7.  Receipt  of  Income.  Where  net  income  of  individual  who  kept  no 

inventory  was  computed  on  basis  of  percentage  of  gross  sales,  arbitrary 
addition  to  his  net  income  of  a  certain  sum,  as  salary,  which  was  not 
actually  paid,  held  erroneous.  Frederick  A.  Tschiffely _  1242 


8.  Id.  Accrual;  Tantiemes.  Where  taxpayer  was  on  accrual  basis  and 
tantiemes,  or  additional  compensation  for  services  measured  by  fixed 
percentage  of  annual  profits,  accrued  in  year  in  which  they  were  earned, 
held  that  tantiemes  constituted  income  in  year  in  which  services  were 
rendered,  notwithstanding  amount  thereof  was  computed  and  entered  on 


books  after  close  of  year.  Max  Schott _  79 

9.  Constructive  Receipt.  Where  corporate  officer  kept  books  and  ren¬ 

dered  return  on  cash  basis,  compensation  authorized  and  credited  on 
books  of  corporation  during  his  tax  year  and  received  by  him  in  follow¬ 
ing  year  held  not  to  be  income  for  tax  year.  James  H.  Persons _  716 

10.  Id.  Compensation  for  1919  paid  on  Jan.  1,  1920,  to  corporate  officer 
making  return  on  cash  basis,  held  income  for  1920,  notwithstanding  cor¬ 
poration  was  permitted  to  rewrite  books  on  accrual  basis  and  deduct 

salary  from  gross  income  for  1919.  E.  F.  Cremin _  1164 

T.  O.  Cremin _  1169 

11.  Exemptions ;  State  Employees.  Compensation  paid  by  state  for  legal 

services,  under  contract  employing  attorney  to  represent  state  in  proceed¬ 
ings  to  recover  inheritance  tax  due  from  an  estate,  is  not  exempt  from 
federal  income  tax.  Robert  G.  Gordon _  1047 

12.  Id.  Compensaion  of  architect,  fixed  by  contract  with  state  and 
municipalities  for  work  not  of  a  permanent  or  continuous  nature  in  con¬ 
nection  with  construction  and  alterations  of  public  buildings  and  bridges, 

.held  subject  to  federal  income  tax.  Emma  B.  Brunner _  1135 
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COMPENSATION— Continued.  Page. 

13.  Id.  Compensation  of  architect  received  under  appointment  as  a 
member  of  board  of  supervisors  in  erection  of  public  and  municipal  build¬ 
ings  at  Cleveland,  Ohio,  held  exempt  from  federal  income  tax.  Id. 

COMPETITION : 

Comparatives ;  special  assessment.  See  Invested  Capital,  XV,  8-11. 
COMPOSITION.  See  Losses,  II,  9. 

COMPROMISE.  See  Expenses,  II,  4 ;  Losses,  I,  8-10 ;  II,  9,  10. 

COMPUTATION.  See  Accounting  ;  Credits  ;  Depletion  ;  Depreciation  ; 
Estate  Tax  ;  Excess  Profits  Tax  ;  Gain  or  Loss  ;  Installment  Sales  ; 
Inventories  ;  Invested  Capital  ;  Losses  ;  Net  Income  ;  Net  Losses  ; 

Rates. 

CONSOLIDATED  RETURNS.  See  Accounting,  II,  4;  Affiliations;  In¬ 
vested  Capital,  V ;  Losses,  II,  24 ;  Net  Income,  4-6. 

CONSOLIDATION.  See  Affiliations. 

CONSTITUTIONAL  LAW.  See  Indians,  2. 

CONSTRUCTION.  See  Administrative  Decisions  ;  Comity;  Statutes. 

CONSTRUCTION  CONTRACTS.  See  Contracts,  1,  2;  Losses,  II,  11; 
Personal  Service  Corporations,  17. 

CONSTRUCTIVE  RECEIPT.  See  Compensation,  9,  10  ;  Dividends,  II,  8 ; 

Joint  Ventures,  2 ;  Rent,  1. 

CONSTRUCTIVE  TRUSTS.  See  Estates  and  Trusts,  I,  2 ;  Gain  or 
Loss,  I,  4. 

CONTAINERS,  MERCHANDISE.  See  Expenses,  II,  5. 

CONTEMPLATION  OF  DEATH.  See  Estate  Tax,  II  (3). 

CONTRACTS.  See  Dividends,  II,  5 ;  Gain  or  Loss  ;  Installment  Sales  ; 
Invested  Capital,  II,  1;  Joint  Ventures;  Leases;  Losses,  I,  7; 

II,  6,  11-14;  III,  4;  Partners,  I,  1-3. 

Assignment.  See  Bad  Debts,  I,  8 ;  Corporations,  II,  1 ;  Dividends, 

I,  2 ;  II,  8 ;  Gain  or  Loss,  I,  3 ;  Joint  Ventures,  1. 

Compensation.  See  Expenses,  III,  1 ;  IV,  5-10. 

Composition  agreements.  See  Losses,  II,  9. 

Construction  contracts.  See  1,  2,  infra;  Losses,  II,  11. 

Government  contracts.  See  3,  4,  infra ;  Amortization  ;  Invested 
Capital,  III,  3 ;  XV,  9 ;  XVI,  1. 

Licenses.  See  Depreciation,  II,  4;  Invested  Capital,  XI,  8,  11. 

Options.  See  Estate  Tax,  II,  7,  10 ;  Gain  or  Loss,  I,  19. 

Stock;  purchase,  sale,  or  exchange.  See  Affiliations,  II,  2;  III, 

10 ;  Capital  Transactions  ;  Commissions  ;  Corporations,  II,  1 ; 
Dividends,  IV,  6;  Gain  or  Loss;  Invested  Capital. 

Id.  Subscriptions.  See  Commissions;  Gain  or  Loss,  II,  19;  Invested 
Capital,  IX,  10. 

Trust  agreements.  See  Estates  and  Trusts,  I ;  Expenses,  III,  7. 

1.  Income;  Construction  Contracts;  Long-Term.  Income  from  long¬ 
term  contracts  should  be  computed  in  accordance  with  accrual  method 

.  of  accounting  so  as  to  reflect  income  actually  earned  in  accordance  with 
progressive  work.  Owen-Ames-Kimball  Co _  921 

2.  Id.  Income  from  long-term  contracts  taken  on  basis  of  lump  sum, 
cost  plus  fixed  fee  or  plus  a  percentage,  and  cost  plus  a  fixed  fee  with 
a  guaranty  not  to  exceed  certain  sum,  held  properly  accruable  during 
period  of  construction  in  same  ratio  that  work  completed  in  each  year 
bears  to  the  whole.  Id. 
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3.  Id.  Government  Contracts;  Rates.  Act  1918  imposes  rates  therein 

prescribed  upon  income  from  war  contracts  irrespective  of  year  of  re¬ 
ceipt.  A.  B.  Kirschbaum  Co _  65 

4.  Id.  Award  Upon  Cancellation.  Where  United  States  undertook  to 
terminate  uncompleted  war  contract  after  Nov.  11,  1918,  payments 
received  under  cancellation  agreement  entered  into  in  1919  held  income 
attributable  to  government  contract  within  Act  1918,  sec.  301  (c)  (1), 
and  taxable  at  1918  rates.  Id. 

CONTRACTORS.  See  Amortization  ;  Contracts  ;  Losses,  II,  11 ;  Per¬ 
sonal  Service  Corporations,  17. 

CONTRIBUTIONS.  See  Credits,  II;  Expenses,  V;  Gifts;  Invested 
Capital,  XII. 

1.  Educational  and  Scientific  Organizations.  The  Mining  and  Mechani¬ 
cal  Institute  of  the  Anthracite  Coal  Region,  Inc.,  of  Freeland,  Pa.,  held 

a  corporation,  contributions  to  which  are  deductible.  Sophia  G.  Coxe _  261 

2.  Promotion  of  World  Peace.  Fact  that  corporation  was  organized  to 
promote  world  peace  is  not  sufficient  in  itself  to  bring  it  within  classifica¬ 
tion  of  corporations  organized  and  operated  exclusively  for  religious, 
charitable,  scientific  or  educational  purposes.  Id. 

3.  Public  Parks.  Contribution  to  Sinithtown  Village  Green  Corpora¬ 
tion,  created  for  purpose  of  maintaining  public  park,  held  deductible. 


Vail  Blydenburgh _  834 

4.  Religious  Organizations.  Contribution  to  the  Beth  Levy  Congrega¬ 

tion,  a  chartered  religious  organization  of  Jewish  faith,  no  part  of  net 
earnings  of  which  inured  to  benefit  of  any  private  stockholder  or  indi¬ 
vidual,  held  deductible.  N.  Levin _  892 

5.  Insurance ;  Premium  on  Policy  Payable  to  Charitable  Corporations. 

Life  insurance  premium  paid  on  policy  naming  religious  and  charitable 
corporations  as  beneficiaries  held  not  a  gift  or  contribution  within  Act 
1921,  sec.  214  (a)  (11),  where  right  to  change  beneficiary  was  reserved. 
Mortimer  C.  Adler -  1063 


CONTROL.  See  Affiliations. 

CONVERSION.  See  Gain  or  Loss,  III. 

CONVEYANCES.  See  Gain  or  Loss,  I,  5,  16,  17. 

COOPERATIVE  ASSOCIATIONS.  See  Dividends,  I,  5;  Losses,  III,  3. 

CORPORATIONS  : 

I.  Officers,  p.  1337. 

II.  Stock,  p.  1337. 

III.  Tax  Liability,  p.  1337. 

See  Affiliations  ;  Capital  Transactions  ;  Carriers  ;  Credits,  I ;  Divi¬ 
dends  ;  Excess  Profits  Tax  :  Foreign  Corporations  ;  Invested  Capi¬ 
tal  ;  Losses,  II ;  Net  Losses  ;  Penalties,  3 ;  Personal  Service  Cor¬ 
porations  ;  Rates  ;  Returns,  II ;  and  cross-references  under  Stock. 

Bonds,  dealers.  See  Inventories,  V. 

Charitable,  religious,  scientific,  and  educational  corporations.  See  Con¬ 
tributions,  1^ ;  Expenses,  V. 

Cooperative  associations.  See  Dividends,  I,  5 ;  Losses,  III,  2. 

Deductions.  See  particular  titles. 

Dissolution  and  liquidation.  See  Credits,  III,  3 ;  Dividends,  III ;  Gain 
or  Loss,  II,  8,  25,  26. 

Income.  See  particular  titles. 

Insurance  companies.  See  Expenses,  VI ;  Insurance. 

Loans  by  stockholders.  See  Interest,  5 ;  Invested  Capital,  XVI,  4,  5. 

Municipal  corporations ;  employees.  See  Exemptions,  2,  3. 
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CORPORATIONS— Continued.  Page. 

Officers,  employees,  and  stockholders;  compensation.  See  Compensa¬ 
tion,  1-5,  9,  10;  Expenses,  I;  III,  1;  IV  (2)  ;  Gain  or  Loss,  II,  60; 
Invested  Capital,  XV,  14 

Id.  Withdrawals.  See  Invested  Capital,  XVI,  2-6. 

Receivers.  See  Losses,  II,  8. 

Reorganizations.  See  Invested  Capital,  XIV. 

Special  assessment.  See  Invested  Capital,  XV ;  Jurisdiction,  IV,  3,  4. 

Taxes ;  reduction  of  liquidating  dividend.  See  Dividends,  III,  3. 

I.  Officers. 

1.  Directors.  Power  to  do  particular  acts  or  manage  affairs  of  cor¬ 

poration  is  vested  in  directors  acting  as  a  board,  and  is  not  vested  in  w 
them  as  individuals.  W.  J.  Hunt -  356 

2.  Id.  As  a  general  rule,  directors  can  not  act  so  as  to  bind  corpora¬ 
tion,  except  when  they  act  as  a  board  or  at  a  legal  meeting,  in  absence 
of  ratification  or  estoppel.  Id. 

3.  Id.  Directors  are  agents  of  corporation  only  when  acting  as  a  board 
and  not  individually.  Id. 

II.  Stock.  See  also  cross  references  under  Stock. 

1.  Who  Are  Stockholders.  Issuance  of  stock  in  name  of  individual  for 
services  rendered  and  deposit  of  stock  with  bonus  custodian  to  insure 
carrying  out  of  contract  not  to  sell,  transfer,  or  assign  stock,  held  to 


constitute  such  individual  a  stockholder.  Fred  W.  Warner _ __  963 

2.  Rights  of  Stockholders.  Fundamental  characteristic  of  share  of 

stock  is  that  holder  is  co-owner  of  business  and  not  a  creditor,  and  is 
entitled  to  share  in  surplus  profits  and  assets  after  corporate  debts  are 
paid.  Arthur  R.  Jones  Syndicate _  853 

3.  Stockholders  and  Corporation ;  Separate  Entity.  Corporation  is  a 

distinct  legal  entity  separate  and  apart  from  individual  stockholders  com¬ 
posing  it,  and  it  is  not  affected  by  personal  rights,  obligations,  or  trans¬ 
actions  of  stockholders.  W.  J.  Hunt _  356 


III.  Tax  Liability. 

Partnership  or  Corporation.  Where  corporation  was  organized  to  take 
over  hotel  operated  by  a  partnership,  but  it  never  issued  any  stock  and 
did  not  acquire  the  hotel  property  or  operate  it  as  owner  or  lessee,  held 
that  gains  or  losses  from  operation  of  hotel  were  those  of  the  partnership. 

J.  A.  Bentley _  314 

CORRECT  DEFICIENCY.  See  Jurisdiction,  IV  (2). 

COST.  See  Amortization  ;  Capital  Expenditures  ;  Depletion  ;  Depre¬ 
ciation  ;  Expenses  ;  Gain  or  Loss  ;  Inventories  ;  Invested  Capital  ; 
Losses. 

COTTON  MILLS.  See  Depreciation,  IV,  9,  26. 

COTTON  SHIPMENTS.  See  Losses,  I,  11,  12. 

COURTS.  See  Comity;  Jurisdiction,  III,  3. 

CREDITORS.  See  Bad  Debts. 

Composition  agreements.  Sie  Losses,  II,  9. 

CREDITS : 

I.  Corporations,  p.  1337. 

II.  Individuals,  p.  1338. 

III.  Excess  and  War-Profits  Taxes,  p.  1338. 

See  Credit  or  Refund. 

I.  Corporations. 

1.  Net  Income;  Sec.  236  (b) ,  .4c#  1921:  Net  Losses.  In  determ'ning 
whether  net  income  for  1922  is  less  than  $25,000  and  whether  credit  of 
$2,000  under  Act  1921,  sec.  236  (b),  is  to  be  allowed,  net  loss  referred  to 
in  sec.  204  (b)  may  not  be  deducted.  Chicago  Nut  Co _  814 
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2.  Taxes ;  Foreign  Governments.  Payment  by  insurance  company  to 
Dominion  of  Canada  of  one  per  cent  net  premium  tax  is  income  tax 
within  Act  1918,  sec.  238,  for  which  taxpayer  is  entitled  to  credit. 

United  States  Fidelity  &  Guaranty  Co _  23 

3.  Id.  Claims;  Time  of  Assertion.  Where  taxpayer  is  clearly  entitled 
to  credit  for  income  tax  paid  to  foreign  government,  its  claim  therefor, 
asserted  for  first  time  before  Board  on  appeal,  will  not  be  denied  on 
ground  that  it  had  failed  to  furnish  to  Commissioner  proof  of  payment 
on  form  prescribed  by  his  regulations.  Id. 

II.  Individuals. 

1.  Dependents.  Widow  held  not  entitled  to  credit  under  Act  1921,  sec. 

216  (c),  for  adult  daughter  who  was  not  dependent  upon  her  for  support, 
though  mother  maintained  residence  for  herself  and  daughter  and  in  fact 
contributed  to  daughter’s  support.  Hannah  B.  Stratton _  1205 

2.  Id.  Claim  of  credit  on  account  of  five  additional  dependents,  based 

on  remittances  to  foreign  country  for  support  of  five  orphan  children  of 
taxpayer’s  brother,  disallowed  in  absence  of  evidence  that  such  contribu¬ 
tions  constituted  whole  support  of  children  or  that  entire  amounts  re¬ 
mitted  were  used  for  purposes  alleged.  N.  Levin _  892 

III.  Excess-Profits  and  War-Profits  Taxes. 

1.  Computation.  The  excess-profits  credit  under  sec.  312,  Act  1918, 

is  to  be  computed  on  the  basis  of  8%  of  the  invested  capital  and  not  8% 
of  the  outstanding  capital  stock,  and  Commissioner’s  computation  will  not 
be  disturbed  in  absence  of  evidence  as  to  amount  of  invested  capital  of 
taxpayer.  Humble  &  Gulf  Coast  Oil  Co _  328 

2.  Application ;  0o  Income  Tax;  Fiscal  Year  Ending  in  1917.  Addi¬ 
tional  4%  income  tax  under  Act  1917  upon  proportion  of  net  income  of 
fiscal  year  ending  in  1917,  held  correctly  computed  upon  proportion  of  net 
income  of  fiscal  year  after  applying  profits-tax  credit  to  whole  rather  than 

1917  portion  of  fiscal  year’s  income.  Yokohama-Ki-Ito-Kwaisha ,  Ltd _  1248 

3.  Dissolution  During  Year;  Specific  Exemption  and  Invested  Capital; 
Proration.  Where  corporation  on  calendar-year  basis  was  dissolved  on 
Mar.  31,  1919,  its  return  for  1919,  which  included  income  from  Jan.  1 
to  Mar.  31,  1919,  was  a  return  for  a  full  taxable  year  of  12  months,  and 
it  is  entitled  to  entire  specific  exemption  of  $3,000  and  to  a  credit  of 
only  3/12ths  of  its  average  invested  capital,  the  invested  capital  being 
averaged  over  the  entire  12-month  period.  Louis  Hymel  Planting  & 


Hfg.  Co _  910 

4.  Pre-war  Years.  In  case  of  a  corporation  organized  in  March,  1912, 
period  from  that  time  to  close  of  1912  is  not  to  be  considered  as  a  pre¬ 
war  year,  within  sec.  310,  Act  1918,  in  determining  pre-war  net  income. 

Pine  Bluff  Compress  &  W arehouse  Co _  938 

5.  Pre-war  Invested  Capital.  In  computing  war-profits  credit  for  1918, 
a  note  representing  par  value  of  unissued  stock,  which  lay  in  files  of 
corporation  from  1906  to  1916  and  was  then  destroyed  without  having 
been  used,  may  not  be  included  in  pre-war  invested  capital.  Fox  River 

Iron  Co _  810 

6.  Id.  Affiliations.  Where  corporations  are  affiliated  during  tax  year 

but  were  not  affiliated  during  pre-war  years,  the  pre-war  invested  capital 
is  the  aggregate  of  the  average  invested  capital  of  the  separate  corpora¬ 
tions.  Risdon  Tool  &  Machine  Co _ _ _  530 

CREDIT  OR  REFUND.  See  Credits  ;  Jurisdiction,  YI. 

1.  Credit  of  25%;  Tit.  XII,  Act  of  192Jf.  Provisions  of  Act  1924  allow¬ 

ing  credit  or  refund  of  25%  of  tax  shown  by  1923  returns  did  not  reduce 
rates  of  1923  within  meaning  of  sec.  207  (b).  Charles  Colip _  123 

2.  Id.  Distributive  Shares  of  Partners.  The  25%  reduction  provided 
by  Tit.  XII,  Act  1924,  is  applicable  literally  to  the  tax  payable  in  1924 
shown  on  return  for  1923,  and  does  not  reduce  the  1924  tax  payable  in 
1925  of  a  partner  whose  1924  taxable  income  is  made  up  in  part  of  share 

of  partnership  income  for  a  fiscal  year  beginning  in  1923.  Charles  Colip-  123 

Isaac  Brooks _  127 

M.  J.  Brooks _  128 
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Morris  Shapero _  128 

H.  D  Hoffman _  129 

Boyez  Dansard _  130 

Charles  B.  Rose _  130 

Willis  Baldivin _ : -  331 

Thornton  Dixon _  332 

Zalmon  G.  Simmons _  132 

Charles  L.  Woody -  333 

C.  A.  Weaver _  313 

George  Hoke _ 1247 

3.  Mistake;  Affiliation.  Where  corporation,  believing  itself  to  be  a 
member  of  an  affiliated  group,  advanced  to  parent  pro  rata  portion  of 
consolidated  tax,  which  was  paid,  and  was  thereafter  correctly  held  not 
to  be  affiliated,  it  should  be  credited  with  pro  rata  portion  of  tax  paid  by 
parent  in  computing  deficiency  against  it.  George  A.  Fink  Co _  76 

CROPS.  See  Bad  Debts,  I,  4 ;  III,  10 ;  Descent  and  Distribution  ; 
Estate  Tax,  II,  2,  3. 

Realty.  Growing  crops  produced  by  annual  sowing  or  planting  are 
part  of  real  estate  upon  which  they  are  grown.  W.  S.  Peebles _  386 

CRUISE  OF  TIMBER.  See  Evidence,  III,  2. 

CUSTOMS  BROKERS.  See  Personal  Service  Corporations,  13. 


DAMAGES.  See  Accounting,  I,  1 ;  Expenses,  II,  4 ;  Losses,  I,  7,  9 ;  II,  10. 
DAMS.  See  Losses,  II,  15. 

DANCE  HALLS.  See  Capital  Expenditures,  III,  3. 

DEALERS.  See  Inventories,  V. 

DEATH.  See  Descent  and  Distribution  ;  Estate  Tax  ;  Estates  and 
Trusts. 

DEBTS.  See  Bad  Debts  ;  Invested  Capital,  V,  4. 

Composition  agreement.  See  Losses,  II,  9.  • 

DEDUCTIONS.  See  Amortization  ;  Bad  Debts  ;  Capital  Expendi¬ 
tures  ;  Contributions  ;  Credits  ;  Depletion  ;  Depreciation  :  Estate 
Tax,  III ;  Estates  and  Trusts,  III ;  Expenses  ;  Foreign  Corporations, 

3  ;  Gain  or  Loss  ;  Insurance  ;  Interest  ;  Inventories  ;  Losses  ;  Net 
Income  ;  Net  Losses  ;  Rent,  2 ;  Taxes,  III. 

Inadequate  deductions.  See  Invested  Capital,  VII. 

Claims.  See  Depreciation,  I,  2,  3. 

DEEDS.  See  Gain  or  Loss,  I,  5,  16,  17. 

DEFICIENCY.  See  Administrative  Decisions  ;  Evidence,  I,  3,  4 ;  Juris¬ 
diction. 

Amount;  Burden  of  Proof.  Burden  is  on  Commissioner  to  show  by 
proper  proof  existence  of  a  greater  deficiency  than  that  shown  in  his  defi¬ 
ciency  letter.  Berkshire  Cotton  Mfg.  Co _  1231 

DEFINITIONS.  See  Words  and  Phrases. 

DEMOLITION  OF  BUILDINGS.  See  Losses,  II,  2. 

DEPENDENTS.  See  Credits,  II. 

DEPLETION.  See  Invested  Capital,  VII,  1. 

1.  Rate;  Computation ;  Mines.  In  case  of  a  mine  acquired  prior  to 
Mar.  1,  1913,  rate  of  depletion  is  computed  on  basis  of  (1)  estimated  ore 
reserves  at  Mar.  1,  1913;  (2)  value  of  reserves  at  Mar.  3,  1913;  and 

(3)  tonnage  removed  during  tax  year.  Royal  Mineral  Assn _  1125 

2.  Id.  In  arriving  at  present  worth  of  royalties  due  under  a  lease, 
for  purpose  of  establishing  1913  value  of  ore  reserves,  use  of  a  different 
discount  factor  for  last  11  years  of  life  of  lease  is  approved  where  lease 
provided  for  deferment  until  that  time  of  operations  on  two  of  the  three 
classes  of  ore  to  be  removed.  Id. 
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3.  Id.  Gravel  Lands.  Where  gravel  lands  were  acquired  for  stock  and 

evidence  shows  that  stock  was  worth  par  at  time  of  acquisition,  held 
depletion  rate  should  be  computed  on  basis  of  par  value  of  stock.  J.  Fred 
Smith  Gravel  Co _  609 

4.  Id.  Quarries.  Depletion  rate  computed  by  finding  present  worth  of 

agreed  royalties  to  he  paid  over  an  assumed  life  of  lease  of  20  years 
(the  terms  for  which  quarry  was  leased)  and  applying  this  to  1913 
content.  Frances  J.  Eaton _  100 


5.  Id.  In  such  case,  held,  that  evidence  showing  that  annua1  production 
during  7  years  subsequent  to  Mar.  1,  1913,  exceeded  annual  production 
during  6  years  prior  to  that  date  was  insufficient  to  justify  computation  of 
present  worth  of  royalties  over  shorter  period  than  life  of  lease,  since  it 
was  not  shown  that  it  was  known  on  Mar.  1,  1913,  that  annual  production 
would  increase  to  an  extent  which  would  exhaust  content  of  quarry  before 
expiration  of  life  of  lease.  Id. 

6.  Id.  Oil  Lands.  Lessor  of  oil  lands  keeping  books  on  cash  basis  is 
entitled  to  deduction  for  depletion  based  upon  number  of  barrels  upon 
which  he  receives  royalty  during  tax  year,  and  not  upon  total  number 

of  barrels  produced  by  lessee.  R.  M.  Waggoner _  1191 

DEPOSITS.  See  Losses,  I,  4;  Net  Income,  1-3. 

DEPRECIATION : 

I.  Generally,  p.  1340. 

II.  Depreciable  Property  and  Persons  Entitled  to  Deduction, 
p.  1340. 

III.  Valuation  of  Depreciable  Property: 

(1)  Generally,  p.  1341. 

(2)  Particular  Classes  of  Property,  p.  1341. 

IV.  Ra  e  or  Amount  of  Depreciation: 

(1)  Generally,  p.  1342. 

(2)  Useful  Life,  p.  1342. 

(3)  Application  to  Particular  Years  of  Property,  p.  1343. 

(4)  Accelerated  Depreciation,  p.  1344. 

V.  Obsolescence,  p.  1344. 

See  Amortization,  4. 

Adjustment  in  determining  gain  or  loss.  See  Gain  or  Loss,  II,  28, 

64-60. 

Adjustment  in  determining  invested  capital.  See  Invested  Capital, 

VI ;  VII.  2,  3. 

I.  Generally. 

1.  Question  of  Fact.  Depreciation  is  question  of  fact  to  be  established 


by  satisfactory  evidence.  Benham  Ice  Cream  Co _  97 

2.  Cla  'ins.  Failure  to  claim  deduction  for  exhaustion  in  original  re¬ 
turns  does  not  preclude  assertion  of  claim  on  appeal  to  Board. 

Mereen- Johnson  Machine  Co _  400 

Burke  Electric  Co _  553 

3.  Id.  Depreciation  allowed  on  tangible  assets  erroneously  omitted  by 

taxpayer  in  original  return.  Gould  Coupler  Co _  499 


II.  Depreciable  Property  and  Persons  Entitled  to  Deduction. 

1.  Automobiles ;  Business  and  Personal  Use.  Evidence  held  insufficient 
to  entitle  taxpayer  to  deduction  for  depreciation  on  automobile  used 


partly  for  business  and  partly  for  personal  purposes.  B.  G.  Adams _  113 

2.  Farmers;  Cost  of  Liming  Soil.  Cost  of  applications  of  burned  lime 
to  soil  to  increase  productivity,  which  are  effective  for  4  years,  is  a  capital 
expenditure  recoverable  through  annual  deductions  for  exhaustion. 

Ewing  B.  Swaney _  990’ 

3.  Leases;  Title.  Corporation  held  not  entitled  to  deduction  for  ex¬ 
haustion  of  leasehold  which  was  acquired  by  its  principal  stockholders 

but  never  assigned  to  it  either  directly  or  by  sublease.  Louis  Gassner _  224 

4.  Patent  License;  Deduction  Prior  to  Patent.  Deduction  for  exhaus¬ 

tion  of  license  for  exclusive  use  of  patentable  process  is  not  allowable  for 
taxable  period  ending  prior  to  issuance  of  patent.  Crowell  Corporation _  737 
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III.  Valuation  of  Depreciable  Property. 
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(1)  Generally. 

1.  Cost  or  1913  Value.  In  case  of  assets  acquired  after  Mar.  1,  1913, 

■depreciation  allowed  on  basis  of  cost.  First  State  Bank -  1176 

2.  Value ;  Book  Value.  Balances  in  asset  accounts  at  end  of  year  held 
the  proper  basis  for  computation  of  depreciation.  Benham  Ice  Cream 

Co _  97 

3.  Id.  Property  Acquired  for  Stock.  Evidence  held  insufficient  to 
establish  that  property  purchased  by  individuals  and  transferred  to  tax¬ 
payer  for  stock  had  an  actual  cash  value  in  excess  of  price  pa  d  therefor 

by  such  individuals.  Perkins  Sash  &  Door  Co -  847 

(2)  Particular  Classes  of  Property. 

4.  Buildings.  Finding  made  as  to  value  of  buildings  at  date  of  acqui¬ 
sition  for  stock.  Lautz  Marble  Corporation _  1287 

5.  Leases;  Earnings,  Rentals,  Improvements,  Term.  March  1,  1913, 
value  of  lease  determined  upon  consideration  of  ground  rentals,  earnings 
for  5-year  period  preceding  March  1,  1913,  differential  between  ground 
rentals  and  gross  income,  capital  value  of  improvements,  and  remaining 

life  of  lease.  Lenox  Land  Co _ ■*_  1206 


6.  Id.  Offer  to  Purchase.  A  bona  fide  cash  offer  to  purchase  a  lease 


held  insufficient  to  establish  value  of  lease  where  offer  also  included 
property  other  than  lease  and  there  was  no  evidence  tending  to  show 
how  much,  if  any,  of  price  offered  was  or  was  intended  to  be  allocated 

to  the  lease  itself.  W.  S.  Bogle  &  Co _  541 

7.  Id.  Opinion.  Opinions  of  witnesses  as  to  value  of  lease  on  March  1, 

1913,  held  to  be  not  sufficiently  well  founded  to  prove  value.  7 19  Fifth 
Avenue  Co _  565 


8.  Id.  Opinions  of  witnesses  as  to  value  of  lease  acquired  by  individual 
without  consideration  other  than  agreement  to  pay  royalties  and  assigned 
to  corporation  for  stock,  held  not  to  establish  value  claimed,  where 
opinions  were  based  on  convenient  location  of  leased  land,  quality  and 
quantity  of  coal  content,  and  value  of  equipment  on  ground,  and  it  was 
not  shown  that  such  advantages  were  not  considered  in  fixing  amount 


of  royalty.  W.  S.  Bogle  &  Co _  541 

9.  Id.  Opinion  or  Rentals.  Opinions  of  witnesses  as  to  1913  value  in 
excess  of  that  reflected  in  rentals,  which  were  mere  casual  expressions 
and  not  based  on  careful  consideration,  rejected.  Gilchrist  Co _  600 


10.  Id.  Rental  value  of  leased  premises,  determined  by  lessor  and 
lessee  dealing  at  arm’s  length  and  having  knowledge  of  values,  shortly 


before  transfer  of  lease  to  corporation  for  stock,  accepted  rather  than 
values  in  excess  of  rentals  testified  to  by  experts  not  having  personal 
knowledge  of  conditions  at  time  of  execution  and  transfer  of  lease. 
Lafayette  Hotel  Co _ _  800 

11.  Orchards  and  Vineyards.  Cost  of  developing  vineyards  and  prune 

orchard  determined  under  evidence.  Loyd  H.  Wilbur _  597 

12.  Patents.  March  1.  1913,  value  of  patents  on  machine  used  in  manu¬ 
facture  of  box  boards  determined.  Mereen-Johnson  Mach.  Co _  400 

13.  Id.  March  1,  1913,  value  of  United  States  and  Canadian  patents 

for  use  in  manufacturing  brick  determined.  Sliope  Brick  Co _  1042 


14.  Id.  Earnings  and  Opinion  Evidence.  Value  of  patents  acquired 

by  corporation  for  stock  determined  upon  evidence  of  earnings  when  in 
hands  of  former  owners,  and  upon  opinions  of  men  experienced  in  busi¬ 
ness  using  such  patents,  as  well  as  profits  produced  by  purchasing  corpora¬ 
tion.  Nice  Ball  Bearing  Co _  484 

15.  Plant  and  Machinery ;  Appraisal  or  Purchase  Price.  March  1,  1913, 
value  determined  upon  basis  of  price  paid  for  assets  at  foreclosure  sale 
a  few  months  prior  to  that  date,  rather  than  upon  basis  of  appraisal  made 
prior  to  purchase,  there  being  no  evidence  as  to  purpose  for  which  ap¬ 


praisal  was  made.  Co-operative  Publishing  Co _  340 

16.  Tools.  Finding  made  as  to  value  at  date  of  acquisition  for  stock. 

Lautz  Marble  Corporation _  1287 

17.  Watencorks  ;  Opinion.  March  1,  1913,  value  determined  under  evi¬ 
dence  largely  of  opinion  nature.  Paducah  Water  Co _  1067 
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18.  Id.  Items  Considered.  In  determining  value  of  waterworks,  items 
contributing  to  total  value  of  plant,  such  as  miscellaneous  inventories, 
engineering  and  supervision,  administrative  costs,  contingent  costs,  and 
lost  interest  during  construction,  can  not  be  included.  Id. 

IV.  Rate  or  Amount  of  Depreciation. 

(1)  Generally. 


1.  Question  of  Fact.  Proper  allowance  for  depreciation  is  a  question 

of  fact  in  each  case.  Gardner  Governor  Co _  70 

2.  Evidence.  Deduction  for  depreciation  on  machinery  and  equipment 

disallowed  for  want  of  evidence  in  support  of  claim.  B.  G.  Adams _  113 

3.  Res  Judicata.  Commissioner’s  determinations  as  to  depreciation 

rate  on  specific  units  of  depreciable  property  are  not  as  to  him  res 
judicata.  Co-operative  Publishing  Co _  340 

(2)  Useful  Life. 

4.  Automobiles  and  Trucks.  Depreciation  on  auto  trucks  and  automo¬ 

biles  used  by  manufacturer  of  ice  cream  and  ices  allowed  at  rate  of 
33%%.  Benham  Ice  Cream  Co _  97 

5.  Id.  Depreciation  on  automobile  trucks  used  in  hauling  lumber 

allowed  at  rate  of  20%.  W.  C.  Miles  Co _  625 

6.  Id.  Depreciation  on  automobiles  and  auto  trucks  used  in  operating 

orchard  allowed  at  rates  of  20%  and  25%.  Kaioeah  Lemon  Co _  992 

7.  Buildings.  Useful  life  of  building  with  concrete  foundation,  brick 

walls,  and  rubber  fabric  roof  held  to  be  33%  years.  Donaghey  Real 
Estate  Constr.  Co _  766 

8.  Id.  Bank.  Depreciation  on  brick  bank  building  allowed  at  rate  of 

2%.  First  National  Bank  of  Goodland _  1174 

9.  Id.  Factory  Buildings.  Depreciation  on  buildings  used  in  manu¬ 
facture  of  cotton  yarns  determined  under  evidence.  Georgia  Mfg.  Co _  893 

10.  Id.  Depreciation  on  building  used  for  manufacture  of  pumps,  air 
compressors,  and  governors  allowed  at  rate  of  5%.  Gardner  Governor 

Co _  70 

11.  Id.  Depreciation  on  building  used  in  manufacture  of  fuller’s  earth 

allowed  at  rate  of  5%.  John  Olsen _  889 

12.  Id.  Depreciation  on  budding  used  in  manufacture  of  veneer  prod¬ 
ucts  allowed  at  rate  of  10%.  Blair  Veneer  Co _  886 

13.  Id.  Depreciation  on  buildings  used  for  operating  foundry  allowed 

at  rate  of  3%.  Fox  River  Iron  Co _  810 

14.  Id.  Farm  Buildings.  Depreciation  on  frame  farm  buildings  occu¬ 
pied  by  tenants  allowed  at  rate  of  6%.  C.  D.  Lennox _  279 

15.  Id.  Denreciation  on  br'ck  farm  buildings  allowed  at  rate  of  3%. 

Id. 

16.  Id.  Hotels.  Depreciation  on  hotel  building  allowed  at  rate  of 

2y2%.  J.  A.  Bentley _  314 

17.  Id.  Depreciation  on  hotel  buildings  allowed  at  rate  of  3%.  7 19 

Fifth  Ave.  Co _  565 

Capitol  Park  Hotel _  1160 

18.  Id.  Theatre  and  Office.  Depreciation  on  theatre  and  office  build¬ 
ing  allowed  at  rate  of  4%.  Auditorium  Co _  163 

19.  Id.  Depreciation  on  opera  house  allowed  at  rate  of  2%.  Green¬ 
ville  Opera  House  Assn _  887 

20.  Farm  Lands;  Liming  Soil.  Deduction  of  cost  of  applications  of 

burned  lime  for  increasing  productivity  of  soil,  effective  for  4  years, 
allowed  at  rate  of  25%.  Ewing  B.  Swaney - - -  990 

21.  Furniture  and  Fixtures.  Useful  life  of  bank  furniture  determined 

to  be  10  years.  First  State  Bank -  1176 

22.  Id.  Allowance  of  5%  on  furniture  and  fixtures  of  retail  grocery 

store  and  10%  on  Piggly  Wiggly  equipment  held  sufficient.  Georgia 
Grocery  Co _  190 

23.  Leases.  Cost  of  leasehold  'held  recoverable  during  life  of  lease  by 

annual  deductions  for  exhaustion  of  aliquot  parts  of  cost.  Midwest 
Hotel  Co _  121 
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24.  Id.  Reservation  of  Right  to  Quit.  Reservation  by  lessee  of  right 
to  quit  premises  at  end  of  portion  of  term  is  not  conclusive  measure 

for  reasonable  allowance  for  exhaustion.  719  Fifth  Ave.  Co -  565 

25.  Machinery  and  Equipment ;  Brewery.  Evidence  held  insufficient 

for  determination  of  proper  rate  of  depreciation  on  equipment  used 
in  giving  instruction  in  brewing,  malting,  and  bottling.  J.  E.  Siebel 
Sons’  Co _  588 

26.  Id.  Cotton  Yarn  Factory.  Depreciation  on  machinery  used  in 
manufacture  of  cotton  yarn  determined  under  evidence.  Georgia  Mfg. 

Co _  893 

27.  Id.  Foundry.  Depreciation  on  foundry  equipment  allowed  at 

rate  of  7 %%.  Fox  River  Iron  Co -  810 

28.  Id.  Fuller’s  Earth.  Depreciation  on  machinery  and  equipment 

used  in  manufacturing  fuller’s  earth  allowed  at  rate  of  5%.  John  Olsen-  889 

29.  Id.  Ice  Cream.  Depreciation  on  machinery  and  equipment  of 
manufacturer  of  ice  cream  and  ices  allowed  at  rate  of  15%.  Benham 

Ice  Cream  Co _  97 

30.  Id.  Orchards.  Rate  of  25%  on  tractors  and  20%  on  spray  outfit 

allowed.  Kaiceah  Lemon  Co -  992 

31.  Id.  Depreciation  on  raisin  stemmer  allowed  at  rate  of  10%. 

Loyd  E.  Wilbur -  597 

32.  Id.  Printing.  Depreciation  on  machinery  used  in  printing  and 

publishing  allowed  at  rate  of  10%.  Law  &  Credit  Co -  *  57 

33.  Id.  Pump  Manufacturing.  Depreciation  on  machinery,  tools,  and 

equipment  used  in  manufacture  of  pumps,  air  compressors,  and  governors 
allowed  at  rate  of  10%.  Gardner  Governor  Co -  70 

34.  Id.  Veneer  Products.  Depreciation  on  equipment  used  for  manu¬ 
facture  of  veneer  products  allowed  at  rate  of  10%.  Blair  Veneer  Co _  886 

35.  Id.  Window  Sash  and  Doors.  Depreciation  on  machinery  used  in 

manufacture  of  window  sash,  doors,  etc.,  allowed  at  rate  of  10%. 
National  Sash  &  Door  Co _  931 

36.  Id.  Woodworking.  Depreciation  on  woodworking  machinery  al¬ 
lowed  at  rate  of  10%.  W.  C.  Miles  Co -  625 

37.  Office  Equipment.  Useful  life  of  adding  and  posting  machines,  and 
of  typewriting  machine,  determined  to  be  6  and  5  years,  respectively. 

First  State  Bank _  1176 

38.  Oil  Wells ;  Drilling  Equipment.  Depreciation  on  oil  well  drilling 

equipment  allowed  at  rate  of  20%.  E.  F.  Cremin _  1164 

39.  Orchards.  Useful  life  of  lemon  trees  determined  to  be  30  years. 

Kaiceah  Lemon  Co _  992 

40  Id-  Useful  life  of  vineyard  determined  to  be  7  years  and  that  of 
prune  orchard  determined  to  be  20  years.  Loyd  E.  Wilbur _  597 

41.  Id.  Depreciation  on  orange  orchard  allowed  at  rate  of  3 1/2%,  the 
period  of  development  of  trees  to  point  of  production  not  being  considered 

in  determining  useful  life.  Redlands  Security  Co _  956 

42.  Patents.  Exhaustion  of  group  of  patents  from  date  when  principal 

patent  was  granted  determined  upon  basis  of  life  of  principal  patent. 
Individual  Towel  &  Cabinet  Service  Co _  158 

43.  Id.  Deduction  for  exhaust' on  of  patent  allowed  on  basis  of  its  cash 
value  at  time  of  acquisition  as  determined,  prorated  over  period  of  life 

of  patent.  Autovent  Fan  <€  Blower  Co _  282 

44.  Tanning  Vats.  Rate  of  2%  allowed  on  tanning  vats  having  useful 

life  of  50  years.  Toxaway  Tanning  Co _  371 

45.  Trucks.  Rate  of  10%  approved  in  absence  of  evidence  of  error. 

Loyd  E.  Wilbur _  597 


(3)  Application  to  Particular  Years  or  Property. 

46.  Arbitrary  Proration.  Depreciation  of  physical  assets  of  corpora¬ 
tion  engaged  in  distributing  natural  gas  to  municipalities  held  not  dis¬ 
tributable  arbitrarily  on  a  ratable  basis  over  certain  period,  under 
evidence  that  for  some  years  there  was  no  depreciation.  Northeastern 
Oil  &  Gas  Co _ 


332 
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(4)  Accelerated  Depreciation. 

47.  Machinery.  Overtime  operation,  use  of  substitute  products  in 
manufacting,  and  employment  of  unskilled  operators  held  to  justify 
increased  rate.  Levine  Brothers  Co _ 

V.  Obsolescence. 

1.  Franchises.  Deduction  for  depreciation  by  corporation  engaged  in 

distributing  natural  gas  to  municipalities  under  franchises  deter¬ 
mined  under  evidence  and  with  impending  obsolescence  considered. 
Northeastern  Oil  &  Gas  Co _ 

2.  Prohibition  Legislation ;  Breweries.  Loss  for  obsolescence  of  build¬ 

ings  because  of  federal  prohibition  legislation  held  not  allowable  for  lack 
of  evidence.  Beadleston  &  Woerz,  Inc _ 

3.  Id.  Good  Will ;  Trade-Mark ;  Trade  Names.  Evidence  held  insuf¬ 

ficient  to  determine  value  of  trade-marks,  trade  names,  and  good  will  con¬ 
nected  with  liquor  business  so  as  to  determine  obsolescence  due  to  pro¬ 
hibition  legislation.  Hotel  Gruemvald  Co.,  Ltd _ 

4.  Id.  Vineyards.  Deduction  on  account  of  obsolescence  of  vineyards 

denied  under  evidence  showing  increase  in  production  during  succeeding 
years.  H.  B.  Wagoner _ 

DESCENT  AND  DISTRIBUTION.  See  Comity  ;  Estate  Tax  ;  Estates 
and  Trusts  ;  Gain  or  Loss,  II,  22. 

Crops.  Growing  crops  raised  annually  or  periodically  by  labor  and 
planting  descend  to  personal  representatives  of  decedent  as  assets 
rather  than  to  lieirs-at-law,  where  land  is  not  specifically  devised. 

W.  8.  Peebles _ 

DETERMINATION.  See  Administrative  Decisions  ;  Evidence,  I,  3, 
4;  V,  2-4;  Jurisdiction;  Practice  and  Procedure. 

DEVELOPMENT.  See  Gain  or  Loss,  II,  42;  Invested  Capital,  IV, 
3 ;  XI,  9. 

DEVISE.  See  Descent  and  Distribution;  Estate  Tax;  Estate  and 
Trusts  ;  Gain  or  Loss,  I,  5 ;  II,  22. 

DISSOLUTION.  See  Credits,  III,  3:  Dividends,  III;  Gain  or  Loss,  II, 
8,  25,  26. 

DISTRIBUTIVE  SHARES.  See  Estates  and  Trusts,  II ;  Partners,  II ; 
Returns,  III,  4. 

DIVIDENDS  : 

I.  What  Constitute  Dividends,  p.  1344. 

II.  Declaration  and  Distribution,  p.  1345. 

III.  Liquidation,  p.  1345. 

IV.  Stock  Dividends,  p.  1346. 

Reduction  of  invested  capital.  See  Invested  Capital,  XIII,  1,  5. 
Rescission.  See  Invested  Capital,  XVI,  6. 

Sale  of  assets  acquired  as  liquidating  dividends.  See  Gain  or  Loss,  II, 
25,  26. 

Sale  of  stock  acquired  as  dividends.  See  Gain  or  Loss,  II,  24. 
Tax-exempt  dividends.  See  Gain  or  Loss,  II,  20. 

I.  What  Constitute  Dividends. 

1.  Compensation  or  Dividend.  Payments  to  stockholders,  officers,  and 

executives  held  to  be  salaries  subject  to  normal  tax  and  surtax  rather 
than  regular  or  liquidating  dividends.  Thomas  Barrett,  jr _ 

2.  Id.  Cash  div'dends  on  stock  issued  in  name  of  taxpayer  for  services 

rendered  and  merely  placed  in  hands  of  bonus  custodian  to  prevent  sale, 
transfer,  or  assignment  of  stock  by  taxpayer,  held  to  be  dividends  and  not 
additional  compensation.  Fred  W.  Warner _ 

3.  Id.  Division  of  net  profits  of  corporation  equally  between  two  sole 

stockholders  owning  stock  in  other  than  equal  proportions  held  to  be 
dividends  rather  than  additional  salaries.  Joseph  Goodnow  &  Co _ 
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DIVIDENDS — Continued.  Page. 

4.  Id.  Special  compensation  voted  to  be  paid  to  officers,  who  were  also 
stockholders  and  directors,  upon  basis  of  their  stock  holdings,  held  a 
distribution  of  profits  and  not  deductible  as  expenses.  Cornelius  Lumber 

Co _  215 

5.  Interest  or  Dividend.  Fixed  payment  on  capital  stock  of  Kansas  co¬ 

operative  corporation,  in  accordance  with  statute  requiring  fixed  divi¬ 
dends,  held  not  deductible  as  interest.  Farmers  Cooperative  Assn _  61 

6.  Id.  Payments  for  use  of  money  for  which  were  issued  first  pre¬ 

ferred  shares  carrying  right  in  addition  to  ordinary  provision  of  bonds 
of  sharing  at  maturity  in  net  profits  held  to  represent  dividends  and  not 
payment  of  interest  on  indebtedness.  Arthur  R.  Jones  Syndicate _  853 


II.  Declaration  and  Distribution. 

1.  Title.  Upon  declaration  of  dividend,  stockholder  may  maintain 

action  for  recovery  thereof,  notwithstanding  he  may  have  agreed  with 
other  stockholders  to  use  proceeds  of  dividend  for  purchase  of  stock  in 
corporation.  IF.  J.  Hunt -  356 

2.  Id.  Upon  declaration  of  corporate  dividend,  surplus  out  of  which  it 
is  declared  becomes  segregated  from  other  assets  and  corporation  becomes 
debtor  of  stockholder.  Id. 

3.  Time  of  Distribution.  Distribution  of  corporate  dividend  out  of  sur¬ 
plus  occurs  when  dividend  is  declared  and  not  when  it  is  paid.  Mary  A. 


Fitzgerald -  178 

4.  Id.  Declaration  of  dividend  in  December  of  one  year  held  to  consti¬ 

tute  distribution  at  that  time  though  not  paid  until  January  of  next  year, 
and,  therefore,  distribution  could  not  have  been  from  earnings  for  year  in 
which  dividend  was  paid  so  as  to  be  subject  to  tax  under  rates  of  that 
year.  M  our  ice  J.  Curran _  180 

5.  Pro  Rata  Distribution.  Net  profits  of  corporation  may  be  divided 

among  stockholders  other  than  ratably  according  to  stock  holdings  by  their 
unanimous  consent.  Joseph  Goodnow  d  Co _  1154 

6.  Earnings  Subsequent  to  Mar.  1,  1913.  Cash  dividend  distributed  Apr. 

16,  1920,  held  to  have  been  paid  out  of  earnings  accumulated  after  Feb. 

28,  1913,  under  evidence,  and  therefore  was  taxable  to  stockholders  par¬ 
ticipating  therein.  George  IF.  Megeath _  1274 


7.  Id.  Where  stock  dividend  is  charged  against  surplus,  subsequent 
cash  dividend  though  exceeding  reduced  surplus,  plus  earnings  for  year 
in  which  it  is  declared,  but  not  exceeding  accumulated  undivided  earn¬ 
ings  since  Feb.  28,  1913,  will  be  deemed  to  have  been  made  entirely  from 
earnings  and  profits  subsequent  to  latter  date,  in  view  of  Act  1918,  sec. 

201  (b),  and  must  be  included  in  gross  income  of  stockholders  receiving 
such  dividend.  Id. 

8.  Receipt  of  Income ;  Constructive  Receipt.  Cash  dividends  on  stock 

standing  in  taxpayer’s  name  at  time  of  declaration  held  taxable  income 
to  him,  notwithstanding  previous  assignment  to  his  wife  of  right  to 
receive  dividends.  Fred  IF.  Warner _  963 

9.  Id.  Stock  Held  in  Trust.  Where  stockholder  executed  valid  decla¬ 
ration  of  trust  under  which  he  held  stock  for  benefit  of  his  sons,  dividends 
were  not  taxable  as  his  income.  Id. 

III.  Liquidation.  See  I,  1,  supra. 

1.  Value;  Evidence.  Where  stock  and  bonds  were  received  in  liquida¬ 
tion,  and  taxpayer  did  not  show  what  efforts  had  been  made  to  dispose 
of  them  at  time  of  receipt  but  merely  testified  that  bankers  informed 
him  there  was  no  market  for  them,  determination  that  they  were  worth 


par  approved.  R.  L.  Crook _  197 

2.  Id.  Book  Value  or  Sales.  Value  of  stock  at  date  of  dissolution  de¬ 

termined  upon  basis  of  book  value  as  disclosed  by  balance  sheets  rather 
than  upon  basis  of  a  sale  of  some  of  stock  a  year  before  dissolution  the 
nature  or  terms  of  which  were  not  shown.  H.  G.  Cook _  111 

3.  Reduction ;  Corporate  Taxes  Paid  by  Stockholder.  Amount  received 
by  stockholder  as  liquidating  dividend  and  returned  by  him  as  income 
for  year  in  which  received  should  be  reduced  to  extent  of  additional 
income  and  profits  taxes  assessed  against  corporation  which  stockholder 

was  required  to  pay.  E.  F.  Cremin _  1164 

T.  0.  Cremin _  1169 
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IV.  Stock  Dividends. 

1.  Distribution  of  Profits.  Stock  dividends  are  not  distributions  of  cor¬ 
porate  earnings  or  profits.  George  TV.  Megeath _  1274 

2.  Cash  or  Stock ;  Question  of  Fact.  Whether  a  dividend  is  a  stock 

or  a  cash  dividend  is  a  question  of  fact.  TV.  J.  Hunt _  356 

3.  Id.  Form  or  Substance.  Board  will  look  through  form  to  sub¬ 
stance  of  transaction  in  order  to  determine  whether  a  dividend  is  a 
stock  or  a  cash  dividend.  Id. 


4.  Id.  Book  Entries.  Book  entry  reflecting  a  cash  or  stock  dividend 

is  merely  evidentiary  of  character  of  dividend.  George  E.  Mickel _  979 

5.  Id.  Sufficiency  of  Evidence.  Dividend  held  under  evidence  to  be  a 
stock  dividend  by  which  stockholders  received  no  taxable  income.  Id. 

6.  Id.  Agreement  to  Purchase  Stock.  Where  stockholders,  who  were 

also  directors,  declared  a  dividend  and  corporation  issued  checks  to  stock¬ 
holders  for  their  proportionate  shares  of  earnings,  held  that  dividend  was 
a  cash  and  not  a  stock  dividend,  notwithstanding  checks  were  endorsed  by 
stockholders  and  turned  back  to  corporation  for  stock,  pursuant  to  agree¬ 
ment  of  stockholders  with  each  other  to  use  dividends  in  purchase  of 
stock.  TV.  J.  Hunt _ _  356 

DOCUMENTS.  See  Contracts  ;  Evidence,  ill ;  Leases. 

DONATIONS.  See  Contributions  ;  Estate  Tax,  II,  10 ;  Expenses,  IV, 

2;  V ;  Gain  or  Loss,  II,  10,  35,  36 ;  Invested  Capital,  V,  6 ;  XII ; 
Losses,  III,  6. 

DRILLING  EQUIPMENT.  See  Depreciation,  IV,  38. 

DRYERS.  See  Capital  Expenditures,  III,  4. 

EARNED  SURPLUS.  See  Invested  Capital,  XVI  (2). 

EARNINGS.  See  Compensation  ;  Dividends  ;  Expenses,  IV ;  Invested 
Capital,  III,  1;  XIII,  1,  5;  XV,  12;  XVI  (2). 

Evidence  of  value.  See  Depreciation,  III,  5,  14;  Estate  Tax,  II,  8; 

Gain  or  Loss,  II,  26,  35,  36,  42,  43,  45,  57-59;  Invested  Capital, 

X,  7,  11 ;  XI,  5,  1(KL5. 

EDUCATION.  See  Contributions  1,  2;  Expenses,  V,  3. 

ELECTION.  See  Invested  Capital,  XV,  4. 

EMBEZZLEMENT.  See  Losses,  II,  23 ;  III,  2. 

EMPLOYEES.  See  Affiliations,  III,  2;  Compensation;  Expenses,  I; 

III,  4  ;  IV  (2)  ;  V,  1,  2. 

Housing.  See  Amortization,  1,  5. 

Pension  fund.  See  Estates  and  Trusts,  I,  3 ;  Expenses,  V,  2. 

Personal  injury.  See  Losses,  I,  9. 

State  or  municipal  employees.  See  Exemptions. 

ENTERTAINMENT.  See  Expenses,  VIII. 

ENTIRETIES.  See  Estate  Tax,  II  (4). 

EQUIPMENT.  See  Amortization,  4;  Capital  Expenditures,  II,  1,  2; 
Depreciation,  IV,  2,  22,  25-38;  Gain  or  Loss,  II,  15 ;  Invested  Capital, 

VI,  3 ;  Losses,  II,  16. 

ERROR.  See  Affiliations,  IV  ;  Evidence,  I ;  Jurisdiction  ;  Penalties, 

2-4 ;  Practice  and  Procedure. 

ESTATE  TAX: 

I.  Generally,  p.  1347. 

II.  Gross  Estate: 

(1)  Valuation  of  Assets,  p.  1347. 

(2)  Life  Insurance,  p.  1347. 

(3)  Transfers:  Contemplation  of  or  Effective  at  Death, 

p.  1347. 

(4)  Tenants  by  the  Entirety,  p.  1348. 

III.  Deductions  from  Gross  Estate,  p.  1348. 
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See  Estates  and  Trusts. 

Valuation  for  estate  tax.  See  Gain  or  Loss,  II,  23. 

I.  Generally. 

1.  Residence  and  Citizenship.  Decedent,  born  in  New  York  in  1864, 
whose  parents  were  natives  of  Massachusetts  and  New  York,  who  went  to 
France  in  1912.  where  she  remained  until  her  death  in  1922,  except  for 
a  short  visit  to  United  States  in  1918,  held  a  resident  and  citizen  of 


United  States.  Union  Trust  Co.  of  Cleveland _  1272 

2.  Tax  Liability ;  Repeal.  No  liability  for  estate  tax  under  Act  1918 
accrued  against  estate  of  decedent  who  died  subsequent  to  Act  1921,  re¬ 
pealing  former  Act.  Chas.  L  .  Harris _  41 


II.  Gross  Estate. 

(1)  Valuation  of  Assets. 

1.  Evidence.  Commissioner  is  entitled  to  use  any  proper  evidence 


in  determining  value  of  assets  of  estate.  Anson  V.  Prouty _  107 

2.  Crops.  Value  of  decedent’s  interest  in  unharvested  crops  at  time 

of  his  death  included  in  value  of  gross  estate.  IV.  S.  Peebles _  386 

3.  Id.  Value  of  gross  estate,  including  value  of  unharvested  crops  on 
land  of  decedent,  determined.  Id. 

4.  Notes.  Evidence  consisting  solely  of  decree  canceling  notes  owned 

by  estate  held  insufficient  basis  for  determination  that  noies  were  worth¬ 
less  and  erroneously  included  in  gross  estate.  T.  F.  Cross _  621 

5.  Real  Estate.  Value  of  lots  for  estate  tax  purposes  determined. 

Fannie  L.  Wilson _  615 


6.  Id.  Testimony  as  to  value  at  which  real  estate  was  assessed  for 
local  taxation  held  insufficient  to  prove  value  lower  than  that  determined 
by  Commissioner  where  it  was  not  shown  whether  property  was  assessed 
at  full  value  or  otherwise  or  that  assessed  value  was  correct  value.  Mrs. 


Browning  Coleman  Moore _  255 

7.  Id.  Option.  Value  of  real  estate  held  not  determinable  on  basis 
of  option  to  purchase  which  was  never  exercised.  Anson  V.  Prouty _  107 


8.  Stock ;  Earnings  and  Book  Value.  In  determining  value  of  bank 

stock,  which  is  closely  held  and  of  which  few  sales  have  ever  occurred, 
consideration  must  be  given  to  established  dividend  rates  and  book  or 
liquidation  value  of  bank’s  assets,  as  well  as  earning  capacity.  Julia 
Anna  Schroth _  326 

9.  Id.  Value  of  closely  held  bank  stock  for  estate  tax  purposes  de¬ 
termined.  Id. 

10.  Id.  Failure  to  Exercise  Option.  Where  brothers  of  decedent 
failed  to  exercise  option  in  contract  permitting  purchase  of  stock  of  de¬ 
cedent  at  par.  amount  above  par  at  which  Commissioner  valued  stock 
held  part  of  gross  estate  for  purpose  of  tax  and  not  a  gift  from  brothers. 

Una  Libby  Kaufman _  31 

(2)  Life  Insurance. 

11.  Beneficiaries  Other  Than  Estate;  Vested  Interest.  Under  Act  1921, 
proceeds  of  life  policies  made  payable  to  beneficiaries  other  than  estate 
prior  to  effective  date  of  Act  of  1918  may  not  be  included  in  gross  estate 

of  decedent.  Chas.  L.  Harris - -  41 

12.  Change  of  Beneficiaries.  Where  decedent  named  estate  as  benefi¬ 
ciary  of  life  policy  prior  to  effective  date  of  1918  Act  and  in  1920,  prior  to 
enactment  of  Act  1921  repealing  estate  tax  imposed  by  Act  1918,  made  his 
wife  beneficiary  thereof,  proceeds  of  policy  can  not  be  included  in  gross 
estate  of  decedent  who  died  in  1923.  Id. 

(3)  Transfers;  Contemplation  of  or  Effective  at  Death. 

13.  Bonds.  Gift  of  Liberty  bonds  held  not  to  have  been  made  in  con¬ 

templation  of  death  or  intended  to  take  effect  after  death,  under  evi¬ 
dence.  Una  Libby  Kaufman _ 31 

14.  Stock.  Gift  of  stock  to  wife,  made  some  months  before  death  and 
before  donor  gave  up  active  participation  in  business  affairs,  held  not  to 
have  been  made  in  contemplation  of  death,  under  evidence  showing  long¬ 
standing  intention  to  make  gift.  Id. 
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15.  Id.  Gift  of  stock  to  grandson  three  years  prior  to  death  of  donor 
held  not  to  have  been  made  in  contemplation  of  death  so  as  to  be  subject 
to  estate  tax,  under  evidence.  Louis  Hausmann _  199 

(4)  Tenants  by  the  Entirety. 


16.  Transfer  of  Estate.  There  is  no  transfer  to  surviving  spouse  of 
estate  held  by  husband  and  wife  as  tenants  by  the  entirety,  and  value 
of  such  estate  can  not  be  included  in  gross  estate  of  decedent.  Susie  M. 

Root _  696 

17.  Id.  Fact  that  husband  pays  consideration  out  of  his  own  funds  for 
land  conveyed  to  himself  and  wife  as  tenants  by  the  entirety  does  not 
constitute  them  other  than  such  tenants.  Id. 

18.  Id.  Maryland.  Common-law  doctrine  of  estates  by  the  entirety 
obtains  in  Maryland  so  that  upon  death  of  one  spouse  there  is  no  transfer 
of  an  estate  to  survivor  on  which  to  impose  estate  tax  under  Act  1921. 


James  G.  Murphy _  952 

19.  Id.  Michigan.  Real  estate  owned  by  decedent  and  wife  as 
tenants  by  the  entirety  held  properly  included  in  gross  estate  under  Act 

1.921,  sec.  402  (d),  notwithstanding  statutes  of  Michigan,  where  property 

was  situated,  recognize  tenancy  by  the  entirety.  Una  Libby  Kaufman _  31 

20.  Id.  Missouri.  Common-law  doctrine  of  estates  by  the  entirety 

obtains  in  Missouri.  Susie  M.  Root _  696- 

21.  Id.  New  York.  Under  laws  of  New  York,  death  of  husband  or  wife 
does  not  effect  a  transfer  to  survivor  of  an  estate  in  lands  held  by  them 
as  tenants  by  the  entirety  at  time  of  death,  and  value  of  lands  may  not 

be  included  in  gross  estate  of  deceased  spouse.  George  R.  Dyer _  711 

22.  Id.  Pennsylvania.  Under  common-law  doctrine  of  estates  by  the 
entirety  as  it  obtains  in  Pennsylvania,  there  is  no  transfer  of  an  estate 
to  surviving  spouse  and  value  thereof  may  not  be  included  in  gross  estate 

of  decedent.  Provident  Trust  Co _  1004 


23.  Id.  Ground  Rents  are  realty  and,  when  reserved  to  husband  and 
wife  as  tenants  by  the  entirety,  do  not  pass  to  surviving  spouse  so  as  to  be 
subject  to  estate  tax.  Id. 

III.  Deductions  from  Gross  Estate. 

1.  Commissions ;  Executors.  Commission  of  $15,000  held  reasonable 

where  gross  estate  was  in  excess  of  $900,000.  Una  Libby  Kaufman _  31 

2.  Id.  Deductibility  of  commission  of  executor  must  be  determined  by 
law  of  state  in  which  estate  is  administered,  as  interpreted  by  courts  of 

that  state.  Mrs.  Browning  Coleman  Moore _  255 

3.  Id.  Louisiana.  Under  law  of  Louisiana,  sole  beneficiary  under  a 
will,  who  is  also  executrix,  is  not  entitled  to  deduct  an  executrix’s  com¬ 
mission  for  purpose  of  determining  net  estate  subject  to  federal  estate 
tax.  Id. 

ESTATES  AND  TRUSTS  : 

I.  Generally,  p.  1348. 

II.  Income,  p.  1349. 

III.  Deductions,  p.  1349. 

See  Dividends,  II,  9;  Estate  Tax;  Expenses,  III,  7;  V,  2;  Gain  or 
Loss,  I,  4 ;  Partners,  II,  2. 

I.  Generally. 

1.  Creation  of  Trust.  No  express  words  of  trust  are  necessary  in  order 

to  create  a  trust.  Hibbard,  Spencer,  Bartlett  &  Co _  464 

2.  Id.  Constructive  Trust.  Transfer  of  oil  lands  by  father  to  son,  upon 

agreement  by  sen  to  divide  proceeds  among  father,  his  wife,  and  his  chil¬ 
dren,  held,  under  evidence,  not  to  have  created  constructive  trust  or  to 
have  constituted  son  agent  of  father  so  as  to  make  entire  proceeds  of  sale 
taxable  to  father.  J.  T.  Liggett _  169 

3.  Id.  Pension  Fund;  Employees.  Agreement  under  which  employer 

and  employees  made  contributions  to  a  pension  fund  for  benefit  of  em¬ 
ployees  and  their  dependents,  the  fund  being  controlled  and  administered 
by  a  committee  under  rules  set  forth  in  the  agreement  and  the  employer 
having  no  rights  therein  except  a  possibility  of  reversion  upon  liquidation 
of  the  fund,  held  to  have  created  a  valid  trust.  Hibbard,  Spencei',  Bart¬ 
lett  &  Co _ 


464 
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II.  Income. 


1.  Beneficiaries ;  Distributive  Shares.  Sole  beneficiary  for  life  of  entire 

income  of  estate  or  trust  created  under  will  is  taxable  on  basis  of  such 
income  as  is  credited  to  lier,  regardless  of  whether  or  not  it  is  actually 
distributed  to  her  during  taxable  year.  Florence  M.  Smith _  225 

2.  Id.  Life  Tenant.  Income  received  by  owner  of  life  estate  acquired 

by  will  is  taxable  and  can  not  be  regarded  as  nontaxable  legacy  or  be¬ 
quest.  Sophia  G.  Goxe _  261 

3.  Id.  Distribution ;  Discretion  of  Trustee.  Income  from  a  trust  which 

is  distributable  under  terms  of  will  at  discretion  of  trustee  held  to  fall 
within  class  of  income  specified  by  sec.  219  (a)  (4),  Acts  1918  and  1921, 
and  as  such  is  taxable  to  beneficiaries  and  not  to  trustee.  Mary  L.  Bar¬ 
ton _  1008 


4.  Id.  Acts  of  1918  and  1921,  sec.  219  (a)  (4),  providing  for  taxation 
of  income  of  trust  to  the  beneficiary,  construed.  Id. 

III.  Deductions. 

1.  Life  Tenants;  Expenses.  Where  life  tenant  conveyed  his  estate  abso¬ 


lutely  in  trust,  reserving  annuities  to  himself  and  another,  expenditure 
thereafter  made  by  .him  for  improvements  on  trust  property  held  a  gift  to 
trust  and  not  deductible  from  gross  income  of  life  tenant.  Samuel  E. 

Prather _  623 

2.  Id.  Losses  sustained  by  estate  upon  sale  of  securities  are  not  de¬ 
ductible  from  gross  income  of  life  tenant.  Sophia  G.  Goxe _  261 


ESTIMATES.  See  Expenses,  II  (4);  Inventories,  II,  5.  6;  Losses, 
I,  11-14. 

ESTOPPEL.  See  Corporations,  I,  2 ;  Taxes,  I. 

EVIDENCE : 

I.  Burden  of  Proof,  p.  1350. 

II.  Competency,  Weight,  and  Sufficiency,  p.  1350. 

III.  Documentary  Evidence,  p.  1350. 

IV.  Expert  and  Opinion  Testimony,  p.  1351. 

V.  Presumption,  p.  1351. 

See  Accounting,  I,  2,  3,  11 ;  II,  2 ;  Amortization,  5,  6 ;  Capital  Ex¬ 
penditures,  I,  1 ;  III,  1 ;  Commissions  ;  Credits,  I,  3 ;  II,  2 ;  III,  1 ; 
Depletion,  5  ;  Depreciation  ;  Dividends,  III,  1,  2  ;  IV,  5  ;  Estate  Tax  ; 
Expenses  ;  Gain  or  Loss  ;  Insurance,  2  ;  Interest,  2  ;  Inventories  ; 
Invested  Capital  ;  Losses  ;  Net  Income,  1-3,  8 ;  Net  Losses,  2,  6 ; 
Partners,  I,  1-4 ;  II,  2 ;  Penalties,  4-8 ;  Personal  Service  Corpora¬ 
tions. 

Abnormality ;  capital  and  income.  See  Invested  Capital,  XV. 

Control  of  stock.  See  Affiliations. 

Debts;  worthlessness.  See  Bad  Debts,  II,  III. 

Fact ;  questions  of.  See  Depreciation,  I,  1 ;  IV,  1 ;  Dividends,  IV,  2. 
Id.  Res  judicata.  See  Depreciation,  IV,  3. 

Intent.  See  Gain  or  Loss,  I,  5. 

Payment.  See  Credits,  I,  3;  Expenses,  II  (2). 

Value.  See  III,  2-4  ;  IV ;  V,  3,  infra. 

Id.  Appraisal.  See  III,  3-4;  IV,  2,  infra;  Depreciation,  III,  15:  Gain 
or  Loss,  II,  15,  22,  28,  38,  39,  41,  44 ;  Invested  Capital,  IX,  4,  5. 

Id.  Bank  statements.  See  Invested  Capital,  XI,  4. 

Id.  Book  value.  See  Capital  Transactions,  6;  Depreciation,  III,  2; 
Dividends,  III,  2 ;  Estate  Tax,  II,  8;  Gain  or  Loss,  II,  24,  35,  54,  57, 
58 ;  Invested  Capital,  VIII,  2. 

Id.  Cost.  See  Gain  or  Loss,  II,  40,  42;  Invested,  IX,  6;  XI,  9,  10. 

Id.  Earnings.  See  Depreciation,  III,  5,  14 ;  Estate  Tax,  II,  S ;  Gain 
or  Loss,  II,  26,  35,  36,  42,  43,  45,  57-59 ;  Invested  Capital,  X,  7,  11 ; 
XI,  5,  10-15. 
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Id.  Estate  tax.  See  Gain  or  Loss,  II,  23. 

Id.  Improvements.  See  Depreciation,  III,  5 ;  Gain  or  Loss,  II,  48. 

Id.  Inheritance  tax.  See  Gain  or  Loss,  II,  22,  23. 

Id.  Local  assessment.  See  Estate  Tax,  II,  6 ;  Gain  or  Loss,  II,  11. 

Id.  Offer  to  purchase.  See  Depreciation,  III,  6 ;  Gain  or  Loss,  II,  25. 

Id.  Option.  See  Estate  Tax,  II,  7,  10 ;  Gain  or  Loss,  I,  19. 

Id.  Rentals.  See  IV,  3,  infra;  Depreciation,  III,  5,  9,  10. 

Id.  Sales.  See  Depreciation,  III,  3 ;  Dividends,  III,  2 ;  Gain  or  Loss, 

II,  55,  61 ;  Invested  Capital,  X,  4,  8. 

Id.  Foreclosure  sales.  See  Depreciation,  III,  15 ;  Gain  or  Loss,  II,  44. 

Id.  Stock ;  exchange  for  property ;  value  of  property  or  of  stock.  See 
Gain  or  Loss,  II,  34 ;  Invested  Capital,  X,  4. 

Id.  Par  value.  See  Depletion,  3 :  Dividends,  III,  1 ;  Gain  or  Loss, 

II,  13 ;  Invested  Capital,  X,  2 ;  Losses,  III,  7. 

Id.  Tonnage.  See  Gain  or  Loss,  II,  27. 

Id.  Useful  life.  See  Depreciation,  III,  5. 

I.  Burden  of  Proof. 


1.  Proof  on  Appeal.  Burden  of  proving  error  on  part  of  Commissioner 

is  on  taxpayer.  R.  L.  Crook _  197 

Mrs.  Browning  Coleman  Moore _  255 

Lobsitz  Hardware  Co _  292 

Yost  Furniture  Co _  652 

Marsh  &  Marsh,  Inc _  902 

Warren  M.  Horner _ _  974 

2.  Id.  Determination  of  Commissioner  approved  where  answer  merely 
admitted  jurisdictional  allegations  of  petition  and  material  facts  alleged 

in  petition  were  not  sustained  by  evidence.  Max  M.  Lowenstein _  208 

3.  Amount  of  Deficiency.  Burden  is  on  Commissioner  to  show  by 

proper  proof  existence  of  a  greater  deficiency  than  that  shown  in  his 
deficiency  letter.  Berkshire  Cotton  Mfg.  Co _  1231 

4.  Correctness  of  Return.  Where  Commissioner  determines  return  to 
be  incorrect,  he  is  not  bound  to  prove  correctness  of  his  action  until  tax¬ 
payer  has  produced  evidence  showing  that  determination  was  arbitrary 

or  not  in  accordance  with  facts.  Pennant  Cafeteria  Co _  293 

II.  Competency,  Weight,  and  Sufficiency.  See  also  particular  titles. 

Best  Evidence;  Books.  Testimony  of  individual  as  to  surplus  of  cor¬ 
poration,  as  shown  by  its  books,  held  properly  excluded  under  best  evi¬ 
dence  rule.  J.  G.  Ball  Co _  882 


III.  Documentary  Evidence. 

1.  Books;  Destruction  by  Fire;  Proof  of  Income.  Where  return  was 


made  from  books  and  books  were  thereafter  destroyed  by  fire,  categorical 
statements  of  witnesses,  who  had  charge  of  them  and  made  return  there¬ 
from,  that  books  truly  reflected  income,  held  insufficient  to  establish 
correctness  of  return.  Pennant  Cafeteria  Co _  293 

2.  Timber  Cruise.  Written  report  of  cruise  of  timber  held  inadmissible 

in  determining  value,  in  absence  of  proper  identification  of  persons  mak¬ 
ing  report  and  their  presence  for  cross-examination.  J.  A.  Rowland _  770 

3.  Value.  Appraisals  of  value  of  property  are  not  admissible  in  ab¬ 
sence  of  identification  and  production  for  cross-examination  of  persons 

who  prepared  them.  Montgomery  Bros.  &  Co _  258 

Beadleston  &  Woerz,  Inc _  165 

4.  Id.  Retrospective  appraisals  made  upon  basis  of  cost  of  reproduc¬ 

tion,  less  estimated  depreciation,  are  not  of  themselves  competent  evi¬ 
dence  of  fair  market  price  or  value.  Red  Wing  Linseed  Co _  390 
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IV.  Expert  and  Opinion  Testimony. 

See  Depreciation,  III,  7-10,  14,  17 ;  Gain  or  Loss,  II,  22,  23,  27,  28,  36, 

43,  49-54 ;  Invested  Capital,  IX,  4,  8 ;  X,  3,  5,  6 ;  XI,  5,  6,  14,  15. 

1.  Value.  Categorical  opinion  of  would-be  seller  is  insufficient  to  estab¬ 
lish  value.  Gilchrist  Go -  600 

2.  Id.  Estimates  of  value  by  appraisal  engineers  fully  qualified  to 

express  opinion  as  to  actual  cash  value  has  some  evidentiary  weight. 
Georgia  Mfg.  Co -  893 

3.  Id.  Leases.  Rental  value,  as  agreed  to  by  lessor  and  lessee  after 

protracted  negotiations  and  dealing  at  arm’s  length,  is  entitled  to  greater 
weight  in  valuing  lease  than  opinions  of  experts  not  shown  to  have  had 
personal  knowledge  of  conditions  as  they  existed  when  leases  were 
entered  into.  Lafayette  Hotel  Co -  800 

V.  Presumption. 

1.  Accounting  Method.  Where  evidence  discloses  that  insurance  com¬ 
pany  is  required  to  file  report  with  insurance  departments  of  jurisdic¬ 
tions  in  which  it  operates,  showing  income  and  disbursements  on  cash 
basis  and  its  balance  sheets  on  accrual  basis,  it  can  not  be  assumed  that 


books  are  kept  on  accrual  basis.  Continental  Life  Ins.  Co -  407 

2.  Commissioner's  Determination.  Findings  and  decision  of  Commis¬ 
sioner  are  presumed  to  be  correct  until  contrary  is  shown.  Max  Schott —  79 

3.  Id.  There  is  a  presumption  that  determination  of  Commissioner  as 

to  value  of  property  is  correct.  R.  L.  Crook -  197 

4.  Returns.  The  presumption  that  a  return  is  correct  disappears  when 

Commissioner,  after  official  examination  in  statutory  manner,  deter¬ 
mines  it  to  be  incorrect  and  notifies  taxpayer  of  his  determination. 
Pennant  Cafeteria  Co -  293, 

EXCESS  PROFITS  TAX.  See  Invested  Capital. 


Special  assessment.  See  Invested  Capital,  XV ;  Jurisdiction,  IV, 
3,  4. 

1.  Personal  Service  Income ;  Separate  Businesses ;  Sec.  303,  Act  1918. 
Operation  of  automobile  insurance  agency  and  financing  of  purchases  of 
automobiles  upon  which  insurance  was  written,  partly  with  taxpayer’s 
own  funds  and  partly  with  funds  of  a  trust  company,  held  not  to  con¬ 
stitute  separate  businesses  or  separate  branches  of  business  entitling  tax¬ 
payer  to  computation  of  tax  under  sec.  303,  Act  1918.  C.  Trevor  Dunham, 


Inc _ - -  344 

2.  Id.  Corporation  operating  a  building,  part  of  which  is  rented  for 

offices  and  part  of  wffiich  is  used  for  conduct  of  a  theatre,  is  not  engaged 
in  separate  businesses  or  separate  branches  of  a  business  entitling  it  to 
computation  of  tax  under  sec.  303,  Act  1918.  Selwyn  Operating  Corp _  723 

3.  Id.  Selling  caskets  and  other  undertakers’  supplies,  embalming, 

and  renting  automobiles  for  funerals,  held  not  to  constitute  separate 
businesses  or  separate  branches  of  a  business  entitling  taxpayer  to  com¬ 
putation  of  tax  under  sec.  303,  Act  1918.  H.  F.  Suhr  &  Co _  95 

4.  Credits;  Computation.  Excess-profits  credit  under  sec.  312.  Act  1918, 

is  to  be  computed  on  basis  of  8%  of  invested  capital  and  not  8%  of  out¬ 
standing  capital  stock,  and  Commissioner’s  computation  will  not  be  dis¬ 
turbed  in  absence  of  evidence  as  to  amount  of  invested  capital  of  tax¬ 
payer.  Humble  &  Gulf  Coast  Oil  Co _  328 


5.  Id.  Application;  lt%  Income  Tax;  Fiscal  Year  Ending  in  1917. 

Additional  4%  income  tax  under  Act  1917  upon  proportion  of  net  income 
of  fiscal  year  ending  in  1917,  held  correctly  computed  upon  proportion 
of  net  income  of  fiscal  year  after  applying  profits-tax  credit  to  whole 
rather  than  1917  portion  of  fiscal  year’s  income.  YoJcoha/ma-Ki-Ito- 
Kwaisha,  Ltd _  1248 

6.  Id.  Dissolution  During  Year;  Exemption  and  Invested  Capital. 

Where  corporation  on  calendar  year  basis  was  dissolved  on  Mar.  31,  1919, 
its  return  for  1919.  which  included  income  from  Jan.  1  to  Mar.  31.  1919, 
was  a  return  for  a  full  taxable  year  of  12  months,  and  it  is  entitled  to 
entire  specific  exempt’on  of  $3,000  and  to  a  credit  of  only  i^rths  of  its 
average  invested  capital,  the  invested  capital  being  averaged  over  the 
entire  12-month  period.  Louis  Hymcl  Planting  &  Mfg.  Co _  910 
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7.  Id.  Prewar  Years.  In  case  of  a  corporation  organized  in  March, 

1912,  period  from  that  time  to  close  of  1912  is  not  to  be  considered  as  a 
prewar  year,  within  sec.  310,  Act  1918,  in  determining  prewar  net  income. 

Pine  Bluff  Compress  &  W arehouse  Co _ _ _  938 

8.  Id.  Prewar  Invested  Capital.  In  computing  war-profits  credit  for 
1918,  a  note  representing  par  value  of  unissued  stock,  which  lay  in  files 
from  1906  to  1916  and  was  then  destroyed  without  having  been  used, 

may  not  be  included  in  prewar  invested  capital.  Fox  River  Iron  Co _  810 

9.  Id.  Affiliations.  Where  corporations  are  affiliated  during  tax  year 
but  were  not  affiliated  during  prewar  years,  prewar  invested  capital  is  the 
aggregate  of  average  invested  capital  of  separate  corporations.  Risdon 

Tool  &  Machine  Co _  530 


EXCHANGE.  See  Gain  or  Loss,  I  (4)  ;  II,  5,  6,  9,  13-15,  27-34;  In¬ 
vested  Capital  ;  Losses,  I,  13. 

EXECUTORS.  See  Estate  Tax  ;  Estates  and  Trusts. 

EXEMPTIONS.  See  Credits  ;  Estates  and  Trusts,  II,  3 ;  Excess 
Profits  Tax,  6 ;  Gifts  ;  Indians,  3 ;  Personal  Service  Corporations. 

Tax-free  covenants.  See  Taxes,  II,  1. 

Tax-free  dividends.  See  Gain  or  Loss,  II,  20. 

1.  State  Employees ;  Special  Attorneys.  Compensation  paid  by  state 
for  legal  services,  under  contract  employing  attorney  to  represent  it  in 
proceedings  to  recover  inheritance  taxes,  is  not  exempt  from  federal 


income  tax.  Robert  G.  Gordon _  1047 

2.  Id.  Architects.  Compensation  of  architect,  fixed  by  contract  with 
state  and  municipalities  for  work  not  of  a  permanent  or  continuous 
nature  in  connection  with  construction  and  alteration  of  public  buildings 
and  bridges,  held  subject  to  federal  income  tax.  Emma  B.  Brunner _  1135 


3.  Id.  Salary  of  architect,  received  under  appointment  as  member  of 
board  of  supervisors  in  erection  of  public  and  municipal  buildings  at 
Cleveland,  Ohio,  held  exempt  from  federal  income  tax.  Id. 

EXHAUSTION.  See  Depreciation  ;  Gain  or  Loss,  II,  28,  64-66 ; 
Invested  Capital,  VI ;  VII,  2,  3. 

EXPENSES : 

I.  Generally,  p.  1352. 

II.  Accrual  and  Payment : 

(1)  Generally,  p.  1353. 

(2)  Evidence,  p.  1353. 

(3)  Within  Taxable  Period,  p.  1353. 

(4)  Reserves,  p.  1353. 

III.  Business  or  Personal  Expense,  p.  1353. 

IV.  Compensation  Paid  for  Personal  Services : 

(1)  Generally,  p.  1354. 

(2)  Corporations:  Officers,  Stockholders,  and  Employees, 

p.  1354. 

(3)  Individuals,  p.  1355. 

V.  Contributions  by  Corporations,  p.  1355. 

VI.  Insurance,  p.  1355. 

VII.  Royalties,  p.  1355. 

VIII.  Traveling.  Subsistence,  and  Entertainment,  p.  1355. 

See  Estates  and  Trusts,  III,  1 ;  Foreign  Corporations,  3. 

Business  or  capital  expense.  See  Capital  Expenditures  ;  Invested 
Capital,  IV ;  XV,  7 ;  Losses,  II,  20. 

Carrying  charges.  See  Depreciation,  III,  18 ;  Gain  or  Loss,  II,  17,  18 ; 
Invested  Capital,  IV,  2 ;  Losses,  II,  15. 

Renewals,  replacements,  and  repairs.  See  Capital  Expenditures,  III. 

I.  Generally. 

1.  Compensation  or  Reimbursement  of  Expenditures.  Where  taxpayer 
made  no  deduction  for  traveling  expenses  paid  by  him  in  connection  with 
his  duties  as  chief  executive  of  several  corporations,  amounts  paid  him  in 
partial  reimbursement  held  not  compensation  which  he  was  required  to 
include  in  gross  income.  J.  S.  Cullinan _ 
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2.  Id.  Amounts  paid  to  employee  of  corporation  held  under  evidence  not 
to  be  salary  but  to  be  reimbursements  for  expenditures  made  in  behalf  of 
corporation.  Edgar  P.  Haney -  1039 

II.  Accrual  and  Payment. 

Accrual  of  compensation.  See  IV,  5-8,  infra. 

(1)  Generally. 

1.  Time  of  Accrual.  Expenses  accrued  in  prior  years  are  not  deductible 

from  gross  income  of  tax  year.  John  E.  Frymier -  T58 

(2)  Evidence. 

2.  Payment.  Where  power  company  was  owned  by  principal  stock¬ 


holders  of  milling  company  and  latter  credited  power  company  for  power 
furnished  on  a  unit  production  basis,  and  debited  it  for  operating  expenses 
which  were  paid  by  milling  company,  excess  of  credits  over  debits  held 
not  deductible,  where  milling  company  never  paid  power  company  nor 

incurred  any  liability  for  payment.  Williamson  Milling  Go -  814 

3.  Id.  Commissions.  Deduction  for  reasonable  commissions  which  cor¬ 
poration  agreed  to  pay  to  officers,  disallowed  in  absence  of  evidence  as  to 
amounts  actually  earned,  withdrawn,  or  paid.  Ashes-Tile  Co -  195 


(3)  Within  Taxable  Period. 

4.  Damage  for  Trespass.  Amount  paid  in  1923  in  settlement  of  suit 

instituted  in  1921,  for  damages  for  mining  coal  on  land  of  another,  held 
not  deductible  in  1920  as  additional  cost  of  coal  removed  in  that  year. 
Providence  Coal  Mining  Co - - - -  1179 

(4)  Reserves. 

5.  Containers  of  Merchandise.  Where  cost  to  taxpayer  of  containers 
in  which  goods  were  sold  was  charged  to  customers  and  customers  re¬ 
ceived  refund  of  charge  upon  return  of  containers  in  good  condi  ion,  held, 
transaction  did  not  affect  capital  or  income,  and  reserve  for  containers  not 


returned  was  not  deductible.  Beadleston  &  Woerz,  Inc -  165 

6.  Mines;  Reopening.  Deduction  of  reserve  set  up  as  estimated  cost 
of  reopening  a  mine  held  not  allowable.  Granville  Coal  Co -  185 


III.  Business  or  Personal  Expense.  See  VIII,  infra. 


1.  Compensation ;  Division  Under  Contract.  Pres:dent  of  corporation 

who  turned  over  part  of  salary  to  sales  manager,  who  received  lower 
salary,  in  accordance  with  agreement  between  them  to  share  equally  in 
profits  realized  from  corporation,  held  not  entitled  to  deduct  payments  so 
made  as  business  expense.  Holmes  Ives -  934 

2.  Farms.  Farming  is  a  business  and  as  such  is  entitled  to  all  the 
deduct'ons  from  gross  income  allowed  in  other  branches  of  industry. 

James  R.  Deering - - -  1055 

3.  Insurance  Premiums,  paid  by  taxpayer  on  war  risk  insurance  policies, 

are  not  deductible.  James  F.  Kutz -  239 

4.  Magazines  for  Employees.  Expenditure  by  corporate  officer  for 
copies  of  magazine  deemed  beneficial  to  employees  held  a  personal  and 

not  a  business  expense.  Holmes  Ives _  934 

5.  Residence ;  Excessive  Construction  Cost.  Disallowance  as  expense 

of  amount  paid  by  taxpayer  in  excess  of  contract  price  for  building  home 
sustained.  M.  J.  Hellmers -  198 

6.  Traveling  Expenses;  Nurse  and  Wife.  Expenses  incurred  by  indi¬ 
vidual  while  on  business  trip,  incident  to  transportation  and  maintenance 
of  his  wife  and  nurse  who  accompanied  him,  are  of  personal  nature  and 

not  deductible.  George  W.  Megeath _ _ _  1274 


7.  Trust  Agreement.  Individual  keeping  books  on  accrual  basis  and 
setting  aside  thereon  amounts  to  be  held  by  him  in  trust  for  his  sons, 
to  be  paid  at  future  date,  held  not  entitled  to  deduct  such  amounts  as 
ordinary  and  necessary  expenses,  notwithstanding  sons  may  have  been 
inadequately  compensated  for  work  done  for  partnership  of  which  tax¬ 
payer  was  member.  Louis  Cohen _  171 

74166—27 - 3 
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IV.  Compensation  Paid  for  Personal  Services.  See  III,  7,  supra. 

(1)  Generally. 

1.  Statutes;  Interpretation.  Simplicity  of  language  of  Act  1918  pro¬ 

viding  for  deduction  as  business  expense  of  compensation  for  personal 
services  actually  rendered  must  be  preserved  in  its  interpretation.  Louis 
Cohen _  171 

(2)  Corporations ;  Officers,  Stockholder's,  and  Employees. 

2.  Payment  for  Services ;  Christmas  Gifts.  Amounts  paid  to  employees 

at  Christmas  time,  as  additional  compensation,  held  deductible.  Ferry 
Market,  Inc _  167 

3.  Dividend  or  Compensation.  Special  compensation  voted  to  be  paid 

to  officers,  who  were  also  stockholders  and  directors,  upon  basis  of  their 
stock  holdings,  held  a  distribution  of  profits  and  not  deductible  as  ex¬ 
penses.  Cornelius  Lumber  Co _  215 

4.  Id.  Division  of  net  profits  of  corporation  equally  between  two  sole 
stockholders  owning  stock  in  other  than  equal  proportions  held  to  be  a 
dividend  and  not  deductible  as  additional  compensation.  Joseph  Good- 

now  &  Co _  1154 

5.  Authorization,  Accrual,  and  Payment;  Creation  of  Liability.  Where 

taxpayer’s  contract  for  payment  of  bonus  to  salesman  was  contingent 
upon  sale  of  a  certain  amount  of  stock,  it  was  not  entitled  to  deduct 
portion  of  that  amount,  based  on  sale  of  part  of  stock,  for  year  during 
which  contract  remained  uncompleted.  Liberty  Agency  Co _  778 

6.  Id.  Within  Tax  Year.  Compensation  authorized  by  directors,  ac¬ 

crued,  and  entered  on  books  within  tax  year,  held  deductible  notwith¬ 
standing  resolution  of  authorization  was  not  formally  entered  of  record 
until  following  year.  Toxaway  Tanning  Co _  371 

7.  Id.  Compensation  for  tax  year  which  was  neither  authorized,  ac¬ 
crued,  nor  paid  within  tax  year,  is  not  deductible  from  income  for  tax 

year.  Wise  Realty  Corporation _  796 

Williamson  Milling  Co _  814 

8.  Id.  Prior  to  Tax  Year.  Where  corporation  is  on  accrual  basis, 
unpaid  salaries  for  prior  years,  duly  authorized  in  those  years  but  en¬ 
tered  on  books  in  tax  year,  are  not  deductible  from  gross  income  for 

tax  year.  John  F.  McDonald  Lumber  Co _  731 

9.  Prior  Year  Services.  Salaries  entered  on  books  after  tax  year,  repre¬ 
senting  compensation  for  services  rendered  prior  to,  and  unrelated  to 
compensation  for  services  rendered  during  tax  year,  are  not  deductible. 

Wise  Realty  Corporation _  796 

10.  Id.  Additional  salaries  for  services  rendered  in  prior  year,  claimed 
as  deductions  in  year  in  which  they  were  authorized  and  paid,  disallowed 
for  failure  to  prove  that  services  actually  rendered  in  year  of  authoriza¬ 
tion  were  such  as  to  make  payment  of  full  amount,  including  amount  paid 
on  account  of  services  in  prior  years,  reasonable  compensation  for  year 

in  which  it  was  paid.  W.  S.  Bogle  &  Co _  541 

11.  Reasonableness.  In  determining  question  of  reasonableness,  Board 

will  consider  duties  performed  by  officers,  responsibilities  assumed,  and 
volume  of  business  handled,  and  compare  such  facts  with  like  facts  re¬ 
specting  other  similar  corporations.  Fox  River  Iron  Co _  810 

12.  Id.  Reasonableness  of  compensation  of  officers  and  stockholders 
determined  upon  consideration  of  nature  of  services  rendered  and  income 

and  earnings  of  corporation.  Law  and  Credit  Co -  57 

Mayers,  Inc _  181 

Lindsey-Long  Coal  &  Lumber  Co _  243 

A.  R.  Swartz  &  Co _  264 

Toxaway  Tanning  Co _  371 

Katz  &  Besthoff,  Ltd _  750 

Donaghey  Real  Estate  &  Constr.  Co _ _ _  766 

Fox  River  Iron  Co _ a _ ^ _  810 

C.  P.  Lathrop  &  Co _  879 

13.  Id.  Commissions  paid  to  officers  and  stockholders,  in  addition  to 

regular  salaries,  upon  sales  of  stock  in  other  corporations,  though  large 
in  amount,  held  deductible  where  authorized  by  directors  without  considera¬ 
tion  of  their  stock  holdings  and  predicated  entirely  upon  value  placed  by 
directors  upon  services  rendered  and  to  be  rendered.  H.  V.  Greene  Co _  442 
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(3)  Individuals. 

14.  Chauffeur  for  Salesman.  Deduction  by  salesman  of  salary  alleged 
to  have  been  paid  to  chauffeur  to  drive  him  in  automobile  to  his  customers 
disallowed  for  lack  of  convincing  evidence  that  amount  claimed  as  deduc¬ 
tion  was  an  ordinary  and  necessary  business  expense.  Emilio  Marino —  988 

V.  Contributions  by  Corporations. 

1.  Employees;  Hospital  Facilities.  Contribution  to  association  operated 

solely  to  provide  nursing  and  hospital  facilities  for  employees  held  de¬ 
ductible,  where  facilities  were  available  to  taxpayer’s  employees  and  re¬ 
sulted  in  direct  benefit  to  taxpayer  through  elimination  of  its  hospital 
budget.  Elm  City  Cotton  Mills -  309 

2.  Id.  Pension  Fund.  Amounts  paid  by  corporation  each  year  into  pen¬ 
sion  fund  created  a  trust  which  was  a  separate  taxable  entity,  and  pay¬ 
ments  were  deductible  as  ordinary  and  necessary  expenses  in  carrying 


on  business.  Hibbard,  Spencer,  Bartlett  &  Co -  464 

3.  Universities.  Contributions  to  a  university  by  taxpayer  operating 
bookstore  held  not  deductible  as  an  ordinary  and  necessary  busi¬ 
ness  expense,  notwithstanding  many  of  customers  were  university  stu¬ 
dents.  J.  A.  Majors  Co -  260 


VI.  Insurance.  See  III,  3,  supra. 

1.  Net  Addition  to  Reserve  Funds.  Under  Act  191S,  insurance  com¬ 

pany  may  deduct  from  gross  income  the  excess  of  reserve  funds  required 
by  statute  of  any  state  in  which  it  transacts  business  at  close  of  tax¬ 
able  year  over  corresponding  reserve  at  beginning  of  year.  United 
States  Fidelity  &  Guaranty  Co -  23 

2.  Id.  It  is  immaterial  that  highest  reserve  fund  required  by  statute 
at  close  of  year  is  in  different  state  from  highest  reserve  fund  required 
by  statute  at  beginning  of  year,  in  determining  proper  deduction  from 
gross  income  under  Act  1918.  Id. 

VII.  Royalties. 

Minimum  Royalties,  when  required  to  be  paid  by  terms  of  lease,  consti¬ 
tute  rents  and  as  such  are  allowable  deductions.  W.  S.  Bogle  &  Co _  541 

VIII.  Traveling,  Subsistence,  and  Entertainment.  See  I,  1 ;  III, 

6,  supra. 

1.  Business  Purpose.  Deductibility  of  expenditures  for  railroad  fare, 
meals,  and  lodging,  as  business  expenses,  depends  in  each  case  upon  rela¬ 
tion  of  such  expenditures  to  trade  or  business  in  connection  with  which 

they  are  paid  or  incurred.  Mort  L.  Bixler _  1181 

2.  Id.  Traveling  and  living  expenses  are  deductible  by  a  taxpayer 
only  while  he  is  absent  from  place  of  business  or  employment  and  in 
prosecution  or  conduct  of  that  business.  Id. 

3.  Id.  Individual  engaged  as  manager  of  fairs  at  various  places  and 
maintaining  a  residence  for  his  family  in  another  place  may  not  deduct 
traveling  and  living  expenses  while  seeking  employment  or  while  absent 


from  residence  and  engaged  in  managing  such  fairs,  his  duties  as 
manager  not  requiring  him  to  travel.  Id. 

4.  Id.  Deduction  of  traveling  expenses  disallowed  for  want  of  evi¬ 

dence  as  to  portion  incurred  for  business  and  portion  incurred  for 
personal  purposes.  George  W.  Meg  eat  h _  1274 

5.  Id.  Evidence.  Deductions  for  traveling  and/or  living  expenses 
allowed  upon  evidence  as  to  purpose  and  amount  of  expenditures. 

Alexander  Krauss _  799 

Rudolph  Gras _  1163 

George  W.  Megeath _  1274 

6.  Id.  Deduction  for  expense  of  entertainment  disallowed  for  want 

of  evidence  in  support  thereof.  Rudolph  Gras _  1163 

7.  Reimbursements.  Salesman  who  was  reimbursed  by  employer  for 

amount  of  necessary  traveling  expenses  and  included  amount  thereof  in 
gross  income  held  entitled  to  deduction.  Lawrence  Elmer  Burton _  99 

EXPERTS.  See  Evidence,  IV. 

EXTENSION  OF  TIME.  See  Limitations,  7. 
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FACTORIES.  See  Depreciation,  IV,  9-13. 

FACTS.  See  Administrative  Decisions  ;  Evidence. 

Questions  of  fact.  See  Depreciation,  I,  1 ;  IV,  1 ;  Dividends,  IV,  2. 

Res  judicata.  See  Depreciation,  IV,  3. 

FARMS.  See  Capital  Expenditures,  III,  6;  Depreciation,  IV,  14,  15; 
Expenses,  III,  2 ;  Gain  or  Loss,  II,  50,  51 ;  Losses,  III,  10,  11. 

Lime.  See  Depreciation,  II,  2;  IV,  20. 

#  FEDERAL  CONTROL  ACT.  See  Carriers. 

FEDERAL  COURTS.  See  Comity. 

FEES.  See  Exemptions,  1. 

FIDUCIARIES.  See  Estate  Tax,  III ;  Estates  and  Trusts,  II,  3 ; 
Partners,  II,  2. 

FINAL  DECISION.  See  Administrative  Decisions,  2-10 ;  Jurisdiction. 

FIRE.  See  Gain  or  Loss,  III,  2 ;  Losses,  II,  17-22. 

FISCAL  YEAR.  See  Accounting,  II,  2-6;  Credits,  III,  2;  Credit  or 
Refund,  2 ;  Net  Losses,  8 ;  Rates,  1 ;  Returns,  III,  4. 

FIXTURES.  See  Depreciation,  IV,  21,  22 ;  Invested  Capital,  IV,  7. 

FORECLOSURE.  See  Depreciation,  III,  15 ;  Gain  or  Loss,  II,  44. 

FOREIGN  BONDS.  See  Bad  Debts,  I,  6. 

FOREIGN  CORPORATIONS.  See  Administrative  Decisions,  5. 

1.  Income;  Sources  Within  United  States.  Foreign  corporation  pur¬ 

chasing  goods  in  Japan  and  shipping  them  to  United  States,  where  they 
were  sold  through  agents,  held  to  have  derived  income  from  sources 
within  the  United  States,  within  Act  1916,  secs.  10  and  12  (b).  Yoko¬ 
hama  Ki-Ito  Kwaisha,  Ltd _ 

2.  Id.  Income  of  such  corporation  should  be  computed  on  basis  of 
difference  between  cost  of  goods  in  Japan  and  sale  price  fixed  in  con¬ 
tract  of  sale  made  in  United  States,  and  no  portion  thereof  can  be  allo¬ 
cated  to  transactions  relating  to  their  purchase  in  Japan.  Id. 

3.  Deductions ;  Commissions.  Under  Act  1916,  a  foreign  corporation 
held  entitled  to  deduct  commissions  paid  in  connection  with  operation  of 
its  business  within  United  States.  Id. 

FOREIGN  CURRENCY.  See  Gain  or  Loss,  I,  2,  10,  13. 

FOREIGN  GOVERNMENTS.  See  Bad  Debts,  I,  6;  III,  11;  Credits, 
I,  2,  3;  Losses,  I,  4,  6. 

FORFEITURE.  See  Gain  or  Loss,  I,  19 ;  Losses,  II,  5. 

FORMULAE,  SECRET.  See  Gain  or  Loss,  II,  26. 

FOUNDRIES.  See  Depreciation,  IV,  13,  27-;  Invested  Capital,  VI,  3. 

FRACTIONAL  ACCOUNTING  PERIODS.  See  Accounting,  II,  4-6 ; 
Net  Losses,  6-9. 

FRANCHISES.  See  Depreciation,  V,  1 ;  Invested  Capital,  VII,  2. 
FRAUD.  See  Penalties. 

FULLER’S  EARTH.  See  Depreciation,  IV,  11,  28. 

FURNITURE.  See  Depreciation,  IV,  21,  22;  Losses,  II,  3. 

FUTURE  LAWS.  See  Bad  Debts,  III,  7. 

GAIN  OR  LOSS : 

I.  Realization  of  Gain  or  Loss : 

(1)  Nature  of  Transaction,  p.  1357. 

(2)  Title,  p.  1357. 

(3)  Time  of  Realization,  p.  1358. 

(4)  Exchange,  p.  1359. 

(5)  Sales  for  Cash  and  Property,  p.  1359. 
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GAIN  OR  LOSS — Continued.  rage. 

II.  Basis  for  Determining  Gain  or  Loss: 

(1)  Generally,  p.  1359. 

(2)  Determination  of  Cost,  p.  1360. 

(3)  Determination  of  Value,  p.  1360. 

(4)  Determination  of  March  1,  1913,  Value,  p.  1362. 

(5)  Sale  Price,  p.  1363. 

(6)  Depreciation,  p.  1363. 

III.  Involuntary  Converson,  p.  1363. 

See  Aliens  ;  Capital  Transactions  ;  Dividends  ;  Estates  and  Trusts, 

III,  2 ;  Foreign  Corporations,  1,  2 ;  Installment  Sales  ;  Inven¬ 
tories  ;  Losses  ;  Net  Losses  ;  Partners,  II. 

I.  Realization  of  Gain  or  Loss. 

(1)  Nature  of  Transaction. 

1.  Capital,  Return  of;  Deferred  Payments;  Allocation  to  Capital  and 
Income.  A  corporation,  by  virtue  of  its  ownership  of  stock  in  another 
corporation,  was  entitled  to  receive  percentage  of  ores  mined  by  such  cor¬ 
poration,  and  its  stockholders  sold  its  entire  capital  stock  for  cash  and 
deferred  payments  during  life  of  mine,  based  on  annual  production.  The 
stock  was  sold  for  more  than  cost  and  less  than  1913  value,  and  value  of 
deferred  payments  was  determinable.  Held,  transaction  was  a  closed 
transaction  in  year  in  which  stock  was  sold  and  resulted  in  no  taxable 
gain  or  deductible  loss,  and  that  deferred  payments  received  in  tax  year 
were  in  part  a  return  of  capital,  i.  e.,  the  present  worth  of  such  payments 

at  date  of  sale,  and  a  portion  was  gain.  Julia  Andrews  Bruce _  300 

2.  Separate  Transactions.  Where  contract  for  purchase  of  machinery 

requiring  payment  in  German  marks  was  not  carried  out  and  new  con¬ 
tract  was  entered  into  requiring  payment  in  American  dollars,  and 
taxpayer  procured  such  purchase  money  by  sale  of  marks  previously 
purchased  for  carrying  out  original  contract,  held,  purchase  and  sale  of 
marks  was  a  transaction  separate  from  original  contract  for  purchase  of 
machinery.  Max  Sarfert -  977 

(2)  Title. 

3.  Assignment ;  Bona  Fides.  Assignment  by  taxpayer  to  his  wife  of 
deferred  purchase  price  installments  held  not  a  bona  tide  transfer  so  as  to 
sustain  contention  that  profit  from  sale  was  not  income  to  taxpayer. 

John  S.  Gullborg _  628 

4.  Attachment  and  Garnishment.  Gain  on  sale  properly  included  in 
gross  income,  notwithstanding  proceeds  of  sale  were  garnisheed  and  con¬ 
structive  trust  was  sought  to  be  impressed  thereon  a  month  after  payment 
to  taxpayer  and  proceeds  were  still  involved  in  litigation.  Arthur  A. 

Cocke _  606 

5.  Defective  Title;  Quitclaim.  Protest  of  probate  of  will  devising  land 

to  husband  for  life  with  remainder  to  taxpayer  having  been  sustained, 
taxpayer  sold  mineral  rights  in  land ;  the  will  was  subsequently  sus¬ 
tained  by  a  higher  court  and  vendee,  upon  demand  for  refund  of  pur¬ 
chase  money,  received  quitclaim  deed  from  husband  of  his  interest  in 
mineral  rights  theretofore  attempted  to  be  conveyed  by  taxpayer.  Held, 
in  absence  of  evidence  of  cost  or  other  basis,  or  that  husband  intended 
to  make  a  gift  of  property  or  of  proceeds  of  sale,  that  portion  of  purchase 
money  received  by  taxpayer  was  taxable  income.  Mrs.  D.  W.  Fish _  393 

6.  Bona  Fide  Sale;  Stock.  Where  stock  was  purchased,  not  primarily 
for  investment,  but  because  taxpayer  expected  business  to  increase  as 
result  of  his  ownership,  sale  thereof  to  other  stockholders,  one  of 


whom  was  his  daughter  and  another  her  husband,  held  not  to  have  been 
bona  fide  so  as  to  furnish  basis  for  deductible  loss  Glenwood  Hotel  Co _  985 

7.  Id.  Sales  to  Establish  Loss.  Deduction  of  loss  sustained  upon  an 
actual  completed  sale  of  stock  is  allowable  although  sale  was  made  with 

express  intent  of  realizing  deductible  loss.  James  S.  McCandless _  1 

John  A.  McCandless _  1120 

8.  Id.  Transfers  of  stock  held,  under  evidence,  not  to  have  been  bona 
fide  sales  so  as  to  furnish  basis  for  deductible  loss.  Id. 
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9.  Id.  Transfer  of  stock  for  note  which  was  subsequently  returned, 
for  which  note  of  another  was  substituted,  whereafter  that  note  was 
destroyed  and  stock  reassigned  to  original  seller,  held  not  a  bona  fide 
sale  warranting  a  deductible  loss.  Lincoln  L.  McCandless _  1141 


(3)  Time  of  Realization. 

10.  Separate  Transactions ;  Purchase  and  Sale  of  German  Marks. 
Where  contract  for  purchase  of  machinery  requiring  payment  in  German 
marks  was  not  carried  out  and  new  contract  was  entered  into  requiring 
payment  in  American  dollars,  and  taxpayer  procured  such  purchase 
money  by  sale  of  marks  previously  purchased  for  carrying  out  original 
contract,  held  purchase  and  sale  of  marks  was  a  transaction  separate 
from  original  contract  for  purchase  of  machinery  and  loss  thereon 


was  deductible  in  year  in  which  marks  were  sold.  Max  Sarfert _  977 

11.  Closed  Transactions.  Unrealized  Appreciation  of  value  of  property 

is  not  income ;  appreciation  of  value  is  taxable  income  only  when  it 
comes  to  hand  as  profit  from  sale.  Richard  L.  Birkin _  402 

12.  Id.  Executory  Contract  of  Sale.  Oral  agreement  to  sell  partner¬ 
ship  interest,  at  price  which  was  to  be  and  "was  agreed  upon  in  succeed¬ 
ing  year,  held  not  a  sale  permitting  deduction  for  loss  sustained  as  of  year 

in  which  agreement  was  made.  W.  F.  Collier _  961 

13.  Id.  Decline  in  Value;  Foreign  Currency.  Where  at  close  of  tax 

year  German  marks  purchased  by  taxpayer  had  so  declined  in  value  as 
to  be  practically  worthless,  taxpayer  held  entitled  to  deduct  loss,  not¬ 
withstanding  marks  wrere  not  sold  or  otherwise  disposed  of.  Louis  Stern _  870 

Carl  Stern _  871 

14.  Id.  Stock.  Decline  in  value  of  stock  or  securities  during  tax  year 

does  not  result  in  a  deductible  loss  unless  property  is  actually  sold  or  dis¬ 
posed  of.  James  S.  McCandless _  1 

15.  Id.  Time  of  Sale;  Bonds  and  Stock.  Finding  made  that  losses 

upon  sales  of  bonds  and  stocks  were  sustained  within  tax  year.  B.  G. 
Adams _  113 


16.  Id.  Real  Estate.  Where  owners  of  hotel  agreed  to  form  corpora¬ 

tion  and  to  sell  property  to  it,  and  charter  was  issued  on  Dec.  31,  but 
assets  were  not  appraised  as  required  by  statute  until  Jan.  1  and  deed  of 
transfer  was  not  executed  until  Jan.  2  of  following  year,  held  that  sale 
occurred  in  latter  year.  J.  A.  Bentley _  314 

17.  Id.  Where  individual  entered  into  contract  for  purchase  of  real 
estate  containing  provisions  for  initial  payment  at  date  of  signing  con¬ 
tract  and  payment  of  balance  in  installments,  and  made  initial  payment 
and  entered  into  possession  on  that  date,  held,  transaction  was  a  closed 
transaction  as  of  that  date,  notwithstanding  deed  subject  to  deferred  pay¬ 
ments  was  delivered,  pursuant  to  terms  of  contract,  at  subsequent  date. 

J.  T.  Pittard _  929 

18.  Id.  Royalty  Interest.  Where  contract  for  sale  of  royalty  interest 

in  oil  lease  was  fully  completed  on  Nov.  26,  1919,  and  all  that  remained  to 
be  done  before  vendor  became  entitled  to  purchase  price  was  to  furnish 
abstract  of  title  within  specified  time,  and  such  abstract  was  furnished 
before  close  of  1919,  held  that  sale  was  completed  in  that  year,  notwith¬ 
standing  supplemental  abstract  was  subsequently  furnished,  at  vendee’s 
request,  and  notice  that  it  was  found  satisfactory  was  not  given  until  fol¬ 
lowing  year.  R.  M.  Waggoner - - -  1191 

19.  Id.  Stock;  Forfeiture;  Option.  Where  taxpayer  purchased  stock 
for  purpose  of  resale,  pledging  stock  to  secure  unpaid  balance  of  purchase 
price  and  giving  seller  option  of  declaring  forfeiture  of  cash  payment  if 
balance  of  purchase  price  were  not  paid  before  1922,  held,  taxpayer  may 
not  reduce  profits  on  sales  during  1919  by  any  part  of  amount  which  it 
had  paid  or  obligated  itself  to  pay  for  stock  which  had  not  been  sold  by 

end  of  that  year.  Liberty  Agency  Co -  778 

20.  Id.  Receipt  of  Purchase  Money.  Where  vendor  tendered  and 
delivered  certificates  of  stock  and  purchase  money  was  placed  in  hands  of 
vendor,  who  turned  it  over  to  his  attorney  for  counting,  and  attorney 
found  amount  to  be  correct,  whereupon  another  of  vendor’s  agents  carried 
it  away,  held  that  sale  was  completed  and  income  therefrom  was  received. 

E.  F.  Kerr _  1073 
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21.  Id.  Lien  on  Proceeds.  Sale  of  stock  held  not  to  have  been  incom¬ 
plete  because,  immediately  upon  completion  of  transaction,  agents  of 
Commissioner  served  notice  of  assessment  and  demand  for  taxes  and 
notice  of  statutory  lien  on  vendor  personally  before  all  the  money  had 
been  counted,  and  on  vendor’s  agent  in  possession  of  money  as  soon  as 
it  had  been  counted.  Id. 

22.  Id.  Custody.  In  determining  whether  sale  was  completed  and  tax¬ 
able  income  was  realized,  refusal  of  government  agents  to  permit  vendor 
to  have  unrestricted  custody  and  control  of  proceeds  for  any  length  of 
time  whatever  held  immaterial.  Id. 

23.  Id.  Deferred  Payments  Measured  by  Production  of  Mine.  Where 

corporation,  by  virtue  of  ownership  of  stock  in  another  corporation,  had 
a  contract  right  to  receive  a  percentage  of  ores  mined  by  such  corporation, 
and  its  stockholders  sold  its  entire  capital  stock  for  cash  and  deferred 
payments  during  life  of  mine  based  on  annual  production,  and  value  of 
such  payments  was  determinable,  held,  that  transaction  was  a  closed 
transaction  in  year  in  which  sale  was  made.  Julia  Andrews  Bruce -  300 

(4)  Exchange.  See  II,  5,  6,  9,  13-15,  27-34,  infra. 

24.  Identification  of  Property  Exchanged.  In  absence  of  evidence  iden¬ 
tifying  certain  shares  of  stock,  sold  or  exchanged,  with  specific  purchases 
or  other  acts  vesting  ownership  thereof  in  vendor,  shares  so  sold  or  ex¬ 


changed  will  be  deemed  to  be  those  first  acquired  by  vendor.  George  W. 

Meg  eat  h _  1274 

25.  Consideration  of  Entire  Assets.  Where  both  tangible  and  intan¬ 
gible  assets  fire  exchanged  for  stock,  Board  will  determine  whether  ex¬ 
change  of  assets  as  a  whole  resulted  in  gain  or  loss,  and  will  not  restrict 
its  consideration  to  either  class  of  assets.  Rose  C.  Pickering _  670 


(5)  Sales  for  Cash  and  Property. 

26.  Equivalent  of  Cash;  Agreement  to  Execute  Notes.  Upon  sale  of 
personal  property,  receipt  of  agreement  from  purchaser  to  execute  prom¬ 
issory  notes  in  subsequent  ye  ;r,  in  part  payment  of  purchase  price,  does 
not  constitute  receipt  of  cash  or  its  equivalent  by  seller  on  cash  basis. 

Leroy  G.  Evans _  806 

II.  Basis  for  Determining  Gain  or  Loss. 

(1)  Generally. 

1.  Acquisitions  Before  1913;  Title  by  Relation.  Doctrine  of  title  by 
relation  does  not  meet  requirements  of  law  that  property  must  have  been 
acquired  before  Mar.  1,  1913,  in  order  that  market  value  as  of  that  date 
may  be  used  as  basis  for  determining  gain  or  loss.  Commercial  Truck 


Co _  602 

2.  Determination  of  Gain  or  Loss;  Evidence.  Gain  or  loss  on  sale  of 
property  acquired  prior  to  1913  held  not  determinable  for  lack  of  evidence 

of  cost  or  1913  value.  Co-operative  Publishing  Co _  340 

Frank  C.  Stearns _  958 

J.  W.  Blair _  988 

3.  Id.  Gains.  In  case  of  property  acquired  before  and  sold  after  Mar. 

1,  1913,  gain  should  be  computed  on  basis  of  cost  or  1913  value,  whichever 

is  higher.  Red  Wing  Linseed  Co _  390 

Pacific  Realty  Co _  1223 

4.  Id.  Losses.  In  case  of  property  acquired  before  and  sold  after 
Mar.  1,  1913,  loss  should  be  computed  on  basis  of  cost  or  1913  value, 

whichever  is  lower.  John  J.  Radel  Co _  250 

Frank  C.  Stearns _  958 

Pacific  Realty  Co _  1223 

5.  Id.  Exchange.  In  determining  gain  or  loss  upon  exchange  of  prop¬ 
erty,  value  of  property  received  in  exchange,  or  selling  price,  is  to  be 
compared  with  cost  of  property  exchanged,  or,  if  acquired  prior  to  Mar. 

1,  1913,  with  its  value  on  that  date,  plus  cost  of  subsequent  additions. 

George  W.  Megeath _  1274 

6.  Unrealized  Gain  or  Loss.  Where  value  of  stock  received  in  exchange 

for  assets  is  no  greater  than  1913  value  of  assets,  no  taxable  gain  is 
realized.  Rose  C.  Pickering _  670 
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7.  Id.  Where  stock  is  sold  for  more  than  cost  and  less  than  1913  value, 

no  taxable  gain  or  deductible  loss  is  realized.  Julia  Andrews  Bruce _  300 

8.  Dividends ;  Liquidation.  In  computing  gain  or  loss  upon  sale  of 
assests  received  upon  liquidation  of  corporation,  cost  of  assets  is  measured 

by  value  thereof  at  date  of  liquidation.  Edward  P.  Hertz _  694 

9.  Exchange;  Market  Value.  Evidence  held  not  to  show  error  in  com¬ 
puting  gain  upon  sale  of  notes  acquired  in  1919  in  exchange  for  property 
on  basis  of  difference  between  selling  price  and  fair  market  value  of  notes 

in  year  in  which  acquired.  Chas.  IF.  Slater _  804 

10.  Gift,  Property  Acquired  by;  Market  Value  or  Cost.  Where  differ¬ 

ence  between  fair  market  value  of  land  conveyed  to  taxpayer  and  amount 
paid  therefor  by  him  is  found  to  be  a  gift,  fair  market  value  at  date 
of  conveyance  rather  than  cost  is  proper  basis  for  computing  gain  upon 
subsequent  sale.  Harry  F.  Robertson _  748 


(2)  Determination  of  Cost. 

11.  Apportionment;  Real  Estate;  Subdivision.  Where  tract  of  land 
was  purchased  and  subdivided  into  lots,  held  that  apportionment  of  total 
cost  of  tract  and  improvements  to  all  the  lots  upon  basis  of  assessed 
valuation  of  lots  and  computation  of  gain  upon  sale  of  lots  on  basis  of 
difference  between  allocated  cost  of  each  lot  sold  and  sale  price  must  be 
sustained,  in  absence  of  evidence  of  better  method  of  determining  cost. 


J.  S.  Cullinan _  996 

12.  Evidence.  Evidence  as  to  cost  of  a  portion  only  of  property  in¬ 

volved  is  insufficient  to  permit  of  determination  of  gain  or  loss.  Frank  C. 
Stearns _  958 

13.  Id.  Stock.  Par  Value  of  stock  at  time  of  acquisition  in  exchange 

for  other  stock  is  not  necessarily  evidence  of  cost.  Charles  IF.  Nass _  665 

14.  Id.  Value  of  Assets.  Where  stock  is  acquired  in  exchange  for 

assets,  the  cost  of  the  stock  is  to  be  measured  by  fair  market  value  of 
assets  transferred.  John  J.  Iiadel  Co _  250 

15.  Id.  Value  of  funeral  carriages  and  hearses  transferred  in  exchange 
for  stock  in  1910  determined,  for  purpose  of  ascertaining  cost  of  stock,  on 
basis  of  trade  allowances  for  second-hand  equipment,  rather  than  upon 
basis  of  value  at  which  they  were  appraised  at  time  of  transfer.  Id. 

16.  Id.  Wheat.  Finding  made  as  to  cost  of  wheat  purchased  and  sold 


during  tax  year.  L.  Metzger _  1230 

17.  Items  of  Cost;  Real  Estate;  Carrying  Charges.  In  determining 

gain  or  loss  upon  sale  of  real  estate,  taxes  and  other  expenses  incurred 
in  carrying  property  for  a  period  of  years  may  not  be  capitalized  and 
added  to  cost.  Pacific  Coast  Redwood  Co _  423 

18.  Id.  So  held  as  to  interest  on  mortgages  and  taxes  paid  during 

period  of  development  of  real  estate  for  subdivision  and  sale.  Ottaiva 
Park  Realty  Co _  474 

19.  Id.  Stock;  Subscription  Rights.  Net  value  of  right  to  purchase 
stock  in  addition  and  in  proportion  to  stock  held  enters  into  computation 
of  cost  of  original  stock  purchase,  in  determination  of  gain  or  loss  upon 

sale  of  stock.  Isabel  Anderson _  27 

20.  Reduction;  Tax-Free  Distribution.  Under  Act  1918,  the  basis  (in 
this  case  cost)  for  determining  gain  or  loss  upon  sale  of  stock  held  not 
reducible  by  amount  of  a  tax-free  distribution  made  in  March,  1917. 

Stuart  IF.  Webb _  366 

(3)  Determination  of  Value. 

21.  Allotcance  to  Other  Taxpayers.  Value  allowed  to  one  taxpayer  is 

no  criterion  of  value  of  property  of  another  taxpayer,  where  basis  of 
value,  quantities  and  qualities,  and  basic  dates  may  be  entirely  different 
concerning  property  to  be  valued.  J.  A.  Rowland _  770 

22.  Devise  or  Descent;  Real  Estate;  Appraisal;  State  Inheritance 

Tax;  Opinion.  Value  of  real  estate  at  date  of  acquisition  by  devise,  for 
purpose  of  computing  gain  upon  subsequent  sale,  determined  upon  basis 
of  appraisals  for  state  inheritance  tax  rather  than  retrospective  ap¬ 
praisals  and  opinions  of  expert  witnesses.  Philip  R.  Brand _ 
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23.  Id.  Opinion  or  Federal  Estate  and  State  Inheritance  Tax.  Opinion 

testimony  as  to  value  of  real  estate  at  date  of  acquisition  by  inheritance 
held  insufficient  to  establish  higher  value  than  that  determined  by 
Commissioner  upon  basis  of  valuations  accepted  for  federal  estate  and 
state  inheritance  tax  purposes.  Alice  M.  Clemson -  594 

24.  Dividends;  Stock  in  Other  Corporations ;  Book  or  Market  Value. 

Where  corporation  distributed  among  its  stockholders  stock  of  another 
corporation  on  basis  of  its  book  value,  loss  upon  subsequent  sale  by  stock¬ 
holder  computed  on  basis  of  market  rather  than  book  value  at  date  of 
distribution.  Everett  L.  Millard _  294 

25.  Id.  Liquidating  Dividends.  Offer  to  Purchase  business  of  corpora¬ 

tion  two  years  prior  to  liquidation,  at  specified  price,  unsupported  by 
evidence  of  terms  of  offer  or  financial  capacity  of  person  making  it, 
held  insufficient  to  establish  value  of  assets  at  date  received  in  liqui¬ 
dation.  Edward  P.  Mertz _  694 

26.  Id.  Earnings.  Value  of  trade  name  and  formula  acquired  upon 
liquidation  not  determined  by  capitalization  of  earnings  method,  where 
there  existed  a  likelihood  that  impending  prohibition  legislation  would 
affect  future  earnings.  Id. 

27.  Exchange ;  Deferred  Payments ;  Tonnage  arid  Production  of  Mine. 

Value  of  deferred  payments  during  life  of  a  mine,  based  on  amount  of 
annual  production,  accepted  by  stockholders  in  part  payment  upon  sale 
of  entire  stock  of  corporation  which,  by  virtue  of  its  ownership  of  stock 
in  another  corporation,  was  entitled  to  receive  a  percentage  of  ores  taken 
from  the  mine,  determined  upon  basis  of  stipulated  tonnage  at  date  of 
sale  of  stock  and  amount  of  annual  production  as  established  by  opinions 
of  competent  mining  engineers,  which  were  corroborated  by  evidence  of 
actual  annual  production  during  years  immediately  preceding  and  follow¬ 
ing  sale  of  stock.  Jul'a  Andrews  Bruce _  300 

28.  Id.  newspaper  Business;  Appraisal  or  Opinion.  Where  ^ssets  of 
newspaper  were  exchanged  for  stock  in  1920,  and  opinion  testimony 
clearly  established  that  they  had  depreciated  and  were  worth  less  in  1920 
than  in  1913,  held,  in  absence  of  any  evidence  as  to  1920  value,  that 
market  value  in  1920,  though  not  determinable,  was  less  than  value  found 
by  Commissioner  (without  allowance  for  depreciation  on  tangibles  since 
1913)  on  basis  of  appraisal  made  by  transferor  in  1919  for  accounting 

and  insurance  purposes.  Rose  C.  Pickering _  670 

29.  Id.  Notes.  Where,  under  contract  to  purchase  stock  for  purpose 
of  resale,  taxpayer  had  privilege  of  endorsing  notes  taken  in  part  pay¬ 
ment  for  stock  resold  and  receiving  credit  on  its  obligations  for  face 
value  of  notes,  held  that  notes  were  to  be  treated  as  equivalent  of  cash 

in  computing  gain  upon  sales  of  stock.  Liberty  Agency  Co _  778 

30.  Id.  Note  received  from  financially  responsible  maker  in  exchange 
for  stock  held  to  have  had  fair  market  value  equal  to  face  value  at  time 

of  exchange.  J.  F.  Weinman _ _  885 

31.  Id.  Mortgage  Notes  accepted  in  part  payment  of  real  estate  con¬ 
sidered  at  face  value  in  determining  profit  from  sale.  J.  S.  Cullman _  996 

John  Olsen _  889 

32.  Id.  Patents.  Stock  acquired  in  exchange  for  patents,  held,  upon 

evidence,  to  have  had  no  readily  realizable  market  value  at  date  of  ex¬ 
change.  George  H.  W heavy _  829 

33.  Id.  Real  Estate.  Finding  made  as  to  value  in  1917  of  tract  of 
land  acquired  in  that  year  for  stock,  for  determining  gain  or  loss  upon 

sale  of  lots  sold  therefrom.  Terrace  Drive  Co _  1161 

34.  Id.  Stock;  Value  of  Assets.  In  absence  of  sales  of  stock  estab¬ 
lishing  a  fair  market  value,  value  of  stock  will  be  determined  on  basis 

of  value  of  assets  for  which  it  was  exchanged.  Rose  C.  Pickering  670 

35.  Gift ;  Stock;  Book  Value  and  Earnings.  Value  of  stock  acquired  by 

gift  subsequent  to  1913  determined  upon  consideration  of  book  value  and 
earnings,  there  being  no  evidence  of  sales  at  basic  date.  George  W. 
Megeath _  1274 

36.  Id.  Earnings  or  Opinion.  Opinions  as  to  value  of  assets  of  cor¬ 

poration,  by  witnesses  having  but  slight  familiarity  with  assets,  held  in¬ 
sufficient  to  establish  greater  value  of  stock  acquired  by  gift  in  1920  than 
that  determined  by  Commissioner  by  capitalization  of  average  net  earn¬ 
ings  for  5-year  period  preceding  acquisition  of  stock.  Irwin  N.  Nelms _  845 
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37.  Personal  Services;  Real  Estate.  Value  of  real  estate  at  date  of 

acquisition  by  taxpayer  for  services  in  negotiating  a  sale  for  a  prin¬ 
cipal  determined,  for  purpose  of  computing  gain  or  loss  upon  subsequent 
sale,  on  basis  of  value  at  which  it  was  included  by  taxpayer  in  gross 
income  for  year  in  which  acquired.  IF.  R.  Jacques _  56 

(4)  Determination  of  March  1,  1913,  Value. 

38.  Agreement  of  Partners.  Valuation  of  partnership  assets,  agreed 
upon  by  partners  in  1913  after  a  survey  for  purpose  of  determining  value 
of  their  respective  interests,  is  entirely  different  from  valuation  deter¬ 


mined  by  parties  dealing  at  arm’s  length,  and,  in  absence  of  evidence  as  to 
elements  or  basis  of  valuation,  will  not  be  accepted.  Frank  C.  Stearns _  958 

39.  Appraisals.  Retrospective  appraisals  made  upon  basis  of  cost  of 

reproduction,  less  depreciation,  are  not  of  themselves  sufficient  to  estab¬ 
lish  1913  value.  Red  Wing  Linseed  Co _  390 

40.  Cost  at  Remote  Date.  Where  assets  of  business  were  acquired  in 

1913  and  substantial  portion  was  acquired  by  previous  owner  in  1902, 
evidence  of  cost  to  previous  owner  in  1902  is  insufficient  to  serve  as  a 
measure  of  1913  value.  Co-operative  Publishing  Co -  340 

41.  Depreciated  or  Reproduction  Cost  of  property  on  Mar.  1,  1913,  is  not 

evidence  of  market  value  on  that  date.  J.  A.  Bentley _  314 


42.  Patents;  Development  Cost.  Testimony  as  to  probable  future 

earnings  anticipated  on  Mar.  1,  1913,  from  sale  of  patented  device,  held 
too  indefinite  to  support  finding  as  to  1913  value  of  patent,  but  cost  of 
material,  labor,  and  experimental  work,  actually  expended  prior  to  1913, 
in  perfecting  and  developing  articles  manufactured  under  patent,  held 
deductible  from  selling  price  in  computing  gain  or  loss  on  sale  of  patent. 
Buffalo  Forge  Co _  947 

43.  Id.  Patent  or  Patent  Application.  Opinion  as  to  value  upon  hypoth¬ 
esis  that  a  patent  had  been  issued  on  Mar.  1,  1913,  based  upon  estimated 
royalties  from  patented  articles,  is  insufficient  to  enable  Board  to  determine 
market  value,  if  any,  of  application  for  letters  patent.  Ccrmmercial  Truck 

Co _  602 

44.  Plant  and  Machinery ;  Appraisal  or  Price  Paid  at  Foreclosure  Sale. 

March  1,  1913,  value  of  printing  plant  and  machinery  determined  on  basis 
of  price  paid  therefor  at  foreclosure  sale  a  few  months  prior  to  that  date, 
rather  than  upon  basis  of  appraisal  made  prior  to  purchase,  there  being 


no  evidence  as  to  purpose  for  wThich  appraisal  was  made.  Co-operative 
Publishing  Co _  340 

45.  Id.  Earnings.  Evidence  that  during  many  years  before  and  after 
1913  plant  had  been  operated  only  to  40%  of  capacity  and  that  it  earned 
no  profits  during  that  period  considered  in  determining  1913  value. 

Red  Wing  Linseed  Co _  390 

46.  Real  Estate.  Finding  made  as  to  1913  value  of  real  estate.  Pacific 

Realty  Corp -  1223 

47.  Id.  Commissioner’s  finding  as  to  1913  value  of  real  estate  ap¬ 

proved,  in  absence  of  evidence  justifying  greater  value.  Hiram  T. 
Hunter _  1177 

48.  Id.  Appreciation.  Improvements  in  streets  and  erection  of  valu¬ 
able  buildings  in  neighborhood  prior  to  1913  considered  in  determining 

1913  value  of  opera  house.  Greenville  Opera  House  Assn _  887 

49.  Id.  Opinion.  Value  of  real  estate  in  1913  determined  upon  opinion 

of  expert  familiar  with  real  estate  values  in  that  year.  Edward  P.  Mertz-  694 

50.  Id.  Value  of  farm  lands  in  1913  determined  upon  opinions  of 

farmers  and  dealers  in  farm  lands  residing  in  vicinity.  Joseph  P. 
Authier _  736 

51.  Id.  Value  of  farm  lands  in  1913  determined  upon  uncontradicted 
opinion  testimony  of  landowners  familiar  with  lands  in  question  and 

land  values  in  locality  in  1913.  IF.  C.  Collins _  102 

52.  Id.  Value  in  1913  of  real  estate  and  improvements  thereon  deter¬ 
mined  upon  testimony  of  witnesses  familiar  with  property.  John  Olsen —  889 

53.  Id.  Value  of  hotel  building  in  1913  determined  upon  basis  of 

opinions  of  experts.  J.  A.  Bentley _  314 

54.  Id.  Opinion  or  Book  Value.  Value  of  real  estate  on  Mar.  1,  1913, 

as  shown  on  books  of  taxpayer,  not  considered  where  uncontradicted  testi¬ 
mony  of  experts  established  a  higher  value.  Foster  &  Glassell,  Ltd -  118 
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55.  Id.  Sales.  Value  of  land  in  1913  determined  on  basis  of  price  per 
acre  realized  in  1912  or  1913  upon  sale  of  similar  land  contiguous  to  that 

in  question.  J.  T.  Pittard - -  ^29 

56.  Id.  Timherland  ;  Cruisers ’  Report.  Written  report  of  cruise  of 

timber  made  in  1912  held  inadmissible  to  establish  1913  value,  where 
persons  making  report  had  not  identified  it  and  were  not  produced  for 
examination  as  to  basis  upon  which  it  was  made.  J.  A.  Rowland -  770 

57.  Stock;  Book  Value  and  Earnings.  Value  in  1913  of  stock  of  close 
corporation  determined  upon  consideration  of  book  value  and  earnings, 


there  being  no  evidence  of  sales  at  basic  date.  George  W.  Megeath -  1274 

58.  Id.  The  fact  that  sales  of  corporation  were  mounting  rapidly  and 

profits  for  3-year  period  preceding  1913  were  in  excess  of  25%  of  invested 
capital,  warrants  conclusion  that  stock  had  a  value  in  excess  of  book 
value.  Birmingham  Trust  &  Savings  Co -  245 

59.  Id.  Earnings  and  Value  of  Assets.  Value  of  stock  in  1913  deter¬ 

mined  upon  consideration  of  earnings  prior  to  1913  and  value  of  assets  of 
corporation.  John  J.  Radel  Co -  250 


60.  Id.  Personal  Services  and  Compensation  of  Officers.  Fact  that 

corporation  had  no  monopoly  in  its  field  and  that  officers  and  stockholders 
were  inadequately  compensated  for  services  and  prosper  ty  of  corpora¬ 
tion  was  attributable  to  their  activities,  considered  in  determining  1913 
value  of  stock.  Birmingham  Trust  &  Savings  Co -  245 

61.  Id.  Sales  of  a  few  shares  of  stock  at  book  value  to  employees  dur¬ 
ing  1912  is  no  indication  of  fair  market  value  of  stock  on  Mar.  1,  1913.  Id. 

(5)  Sale  Price. 

62.  Evidence.  Gain  or  loss  on  sale  of  property  held  not  determinable 

for  lack  of  evidence  of  sale  price.  J.  W.  Blair -  988 

63.  Id.  Wheat.  Finding  made  as  to  sale  price  of  wheat.  L.  Metzger _  1230 

(6)  Depreciation. 

64.  Orange  Groves,  being  depreciable  assets,  depreciation  thereon  is  a 


factor  to  be  considered  in  determining  gain  or  loss  upon  sale  thereof. 
Redlands  Security  Co _  956 

65.  Real  Estate;  Rental  Property.  In  computing  gain  or  loss  upon 

sale  of  residence,  adjustment  for  depreciation  on  portion  of  building 
rented  to  tenants  held  proper.  Caroline  W.  B.  Atkinson _  828 

66.  Id.  Rates.  Rate  of  2%  for  depreciation  on  opera  house  from  1913 

to  date  of  sale  held  reasonable.  Greenville  Opera  House  Assn _  887 


III.  Involuntary  Conversion. 

1.  TJse  and  Occupancy  Insurance  paid  to  taxpayer,  held  to  be  com¬ 
pensation  for  loss  of  a  property  right  and  not  dependent  upon  or  measur¬ 
able  by  loss  of  profits  in  operation  of  business  in  connection  with  which 

such  property  was  used.  Flaxlinum  Insulating  Co _  676 

2.  Id.  Where  owner  of  property  destroyed  by  fire  proceeded  in  good 
faith  to  replace  the  same,  amount  of  use  and  occupancy  insurance,  in v 
excess  of  ordinary  fire  insurance  received  thereon,  used  for  such  replace¬ 
ment,  held  not  a  gain  to  be  included  in  gross  income.  Id. 

3.  Id.  Reflection  of  Income.  Accrual  method  employed  held  clearly 
to  reflect  income  for  1918,  and  amount  of  use  and  occupancy  insurance 
received  during  year,  in  excess  of  portion  thereof  properly  applicable  to 
cost  of  replacing  property  in  kind,  held  a  gain  from  conversion  of  property 
which  must  be  included  in  gross  income  in  that  year  and  is  not  allocable 
proportionately  to  gross  income  for  1919  and  1920.  Id. 

GARNISHMENT.  See  Gain  or  Loss,  I,  4. 

GAS  COMPANIES.  See  Depreciation,  IV,  46;  V,  1;  Invested  Capital, 

VII,  2;  VIII,  2. 

GIFTS.  See  Estate  Tax,  II,  10 ;  Losses,  III,  6. 

Bonuses.  See  Expenses,  IV,  2,  5. 

Contributions.  See  Contributions  ;  Expenses,  V. 

Property  acquired  by  gift.  See  Gain  or  Loss,  II,  10,  35,  36 ;  Invested 
Capital,  V,  6 ;  XII. 
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Transfers  in  contemplation  of  death.  See  Estate  Tax,  II  (3). 

1.  Sale  Below  Market  Value.  Difference  between  price  paid  for  land 

and  market  value  at  date  of  conveyance  held  a  gift  where  evidence 
disclosed  that  price  paid  was  much  lower  than  market  value  and  vendor 
intended  to  make  a  gift  to  extent  of  such  difference.  Harry  F. 
Robertson _  748 

2.  Expenditure  on  Trust  Property.  Where  life  tenant  conveyed  his 

-estate  absolutely  in  trust,  reserving  annuities  to  himself  and  another, 
expenditure  thereafter  made  by  him  for  improvements  on  trust  property 
held  a  gift  to  trust  and  not  deductible  from  gross  income  of  life  tenant. 
Samuel  E.  Prather _  623 

GOOD  WILL.  See  Depreciation,  V,  3 ;  Invested  Capital,  IX,  7-9 ; 

XI,  3-6. 

GOVERNMENT  CONTRACTS.  See  Amortization;  Contracts,  3,  4; 
Invested  Capital,  III,  3 ;  XV,  9 ;  XVI,  1. 

GRAVEL.  See  Depletion,  3. 

GROSS  ESTATE.  See  Estate  Tax,  IT. 

GROSS  INCOME. 

For  items  of  gross  income  and  deductions  in  computing  net  income, 
see  particular  titles. 

Sources  within  the  United  States.  See  Aliens;  Foreign  Corpora¬ 
tions. 

GROSS  SALES.  See  Compensation,  7 ;  Inventories,  III ;  Net  Income,  8. 
GROUND  RENT.  See  Depreciation,  III,  5  ;  Estate  Tax,  II,  23. 
GUARANTY.  See  Inventories,  III. 

HEARSES.  See  Gain  or  Loss,  II,  15. 

HEATING  PLANT.  See  Capital  Expenditures,  III,  3. 

HEDGING.  See  Losses,  I,  14. 

HIDES.  See  Losses,  II,  22. 

HOSPITALS.  See  Expenses,  V,  1. 

HOTELS.  See  Depreciation,  IV,  16,  17 ;  Gain  or  Loss,  I,  16 ;  II,  53 ; 
Personal  Service  Corporations.  14. 

HOUSING.  See  Amortization,  1,  5. 

HUSBAND  AND  WIFE.  See  Dividends,  II,  8;  Expenses,  III,  6;  Gain 
or  Loss,  I,  3,  5;  Limitations,  5;  Partners,  II,  2;  Penalties,  8;  Re¬ 
turns,  III  (1). 

Estates  by  entireties.  See  Estate  Tax,  II  (4). 

Community  Property ;  California  Lain.  Where  husband  and  wife  were 
domiciled  in  California,  held  that  entire  income  from  community  property 


was  properly  taxed  to  husband.  Samuel  Pond -  593 

Loyd  H.  Wilbur _  597 

H.  B.  Wagoner _  668 


ICE  CREAM  PLANT.  See  Depreciation,  IV,  29. 

IMPAIRMENT  OF  INVESTED  CAPITAL.  See  Invested  Capital,  XIII. 

IMPROVEMENTS.  See  Capital  Expenditures,  III ;  Depreciation,  III, 
5 ;  Gain  or  Loss,  II,  48 ;  Gifts,  2 ;  Invested  Capital,  IV,  4 ;  VII,  3. 

INADEQUATE  DEDUCTIONS.  See  Invested  Capital,  VII. 

INADMISSIBLE  ASSETS.  See  Invested  Capital,  II. 

INCOME : 

For  items  of  income  and  deductions  in  computing  net  income,  see  par¬ 
ticular  titles. 

Sources  within  the  United  States.  See  Aliens  ;  Foreign  Corporations. 


INDEX. 


1365 


INDIANS :  rage* 

1.  Federal  Taxing  Power.  As  Congress  lias  plenary  power  over  Indian 

affairs,  quest  on  whether  Indians  shall  or  shall  not  be  taxed  is  a  matter 
of  legislative  discretion,  and  when  clearly  exercised  by  statute  may  not 
be  limited  by  construction.  Leah  Brunt - - : — 

2.  Id.  Limitation  upon  power  of  States  to  tax  the  Indian  or  otherwise 
interfere  with  constitut  onal  power  of  Congress  over  Indian  affairs  is  no 
measure  of  the  power  of  Congress  and  no.  criterion  of  its  exercise.  Id. 

3.  Id.  Exemption.  General  rule  of  treating  Indians  fairly  and  con¬ 
struing  general  legislation  liberally  in  their  favor  does  not  require  con¬ 
struction  of  pla.n  language  of  taxing  statute  so  as  to  exempt  Indians 
from  tax.  Id. 

4.  Id.  Income  Tax;  Mineral  Rights.  In  view  of  political  nature  of 
the  power  of  Congress,  the  absence  of  any  reference  to  federal  tax  in 
respect  of  mineral  rights  in  Allotment  Act  of  1906,  and  the  express  and 
inclusive  terms  of  the  Revenue  Act  of  1918,  held  that  a  member  of  the 
Osage  tribe  is  subject  to  income  tax  on  royalties  and  proceeds  from 
mineral  rights  of  the  tribe.  Id. 

5.  Id.  Member  of  Osage  tr  be  held  subject  to  income  tax  on  pro  rata 
share  of  proceeds  of  sales  of  leases  and  bonus  received  by  United  States 

for  Osage  Nation.  Richard  M.  McCoy -  223 

INDIVIDUALS.  See  Credits,  II;  Exemptions;  Expenses,  IV  (3)  ;  In¬ 
vested  Capital,  I ;  Returns,  III. 

For  other  items  of  income  and  deductions  in  computing  net  income,  see 
particular  titles. 

INHERITANCE.  See  Estate  Tax  ;  Estates  and  Trusts  ;  Gain  or  Loss, 

I,  5 ;  II,  22,  23. 

INSOLVENCY.  See  Bad  Debts,  I,  4;  III  9,  10;  Jurisdiction,  III; 
Losses,  II,  7,  8,  12. 

INSTALLMENT  SALES.  See  Commissions  ;  Gain  or  Loss,  I,  17 ;  In¬ 
terest,  2. 

Accrual  or  installment.  See  Accounting,  I,  11. 

1.  Initial  Payment;  Sec.  212  (d),  Act  1926;  Construction ;  Exclusion  of 
Mortgage  from  Initial  Payment.  Commissioner’s  Regulations  69,  Arts. 

42^16,  for  enforcement  of  sec.  212  (d),  Act  1926,  which  provide  that  in 
sales  of  mortgaged  real  estate  amount  of  mortgage,  whether  property  is 
taken  subject  to  mortgage  or  whether  mortgage  is  assumed  by  purchaser, 
shall  not  be  considered  as  part  of  initial  payment  or  of  total  contract 
price,  but  shall  be  included  as  part  of  purchase  price,  held,  as  applied  to 
instant  case,  and  in  light  of  congressional  intent,  to  be  equitable  and 


legally  sound.  Dalriada  Realty  Co _  905 

2.  Id.  Amount  of  Initial  Payment.  Wheie  real  estate  was  sold  in  1917 
under  contract  providing  for  initial  cash  payment  of  10%  and  payment 
of  balance  of  purchase  price  in  installments  over  period  of  years,  held 

that  income  should  be  computed  on  insti  llment  sale  basis.  J.  T.  Pittard-  929 

3.  Id.  Income  from  sales  of  real  estate  held  returnable  on  installment 

sale  basis  under  sec.  212  (d),  Act  1926,  upon  findings  that  initial  pay¬ 
ments  were  less  than  25%  of  purchase  price.  Pacific  Coast  Redwood  Co _  423 

Dalriada  Realty  Co _  905 

4.  Return  of  Income  from  Installment s.  Income  returnable  from  in¬ 
stallment  sale  is  that  proportion  of  installment  payments  actually  re¬ 
ceived  within  the  year  which  the  total  profit  realized  or  to  be  realized 
■when  payment  is  completed  bears  to  total  contract  price.  Dalriada  Realty 

Co _  905 


5.  Id.  Reduction  of  Purchase  Price,  made  by  agreement  between  par¬ 
ties  subsequent  to  year  of  sale,  can  have  no  bearing  on  computation 
of  income  returnable  in  year  of  sale,  since  original  sale  and  agreement 
to  reduce  purchase  price  are  separate  transactions.  Id. 

INSURANCE.  See  Accounting,  I,  3;  Bad  Debts,  III.  5;  Contributions, 
5;  Credits,  I,  2;  Estate  Tax,  II  (2)  ;  Expenses,  III,  3;  VI;  Gain  or 
Loss,  III;  Losses,  II,  19,  20. 

Agents.  See  Excess  Profits  Tax,  1 ;  Personal  Service  Corporations, 
15. 
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INSURANCE — Continued.  Page. 

1.  Deductions ;  Sec.  23 4  (a)  {11),  Act  1918;  Net  Addition  to  Reserve 

Funds.  In  case  of  corporation  issuing  policies  covering  life,  health,  and 
accident  insurance  combined  in  one  policy,  issued  on  weekly  premium  pay¬ 
ment  plan,  continuing  for  life  and  not  subject  to  cancellation,  net  addition 
to  be  made  to  reserve  funds  is  in  some  degree  subject  to  discretion  of 
officials  of  corporation.  Continental  Life  Ins.  Co _  407 

2.  Id.  Sufficiency  of  Reserve.  Where  evidence  is  insufficient  clearly 
to  establish  that  addition  to  reserve  made  during  tax  year  was  insuffi¬ 
cient,  no  greater  amount  will  be  allowed  as  a  deduction  than  that  set  up 
on  books.  Id. 

3.  Id.  Quaere:  Whether  any  amount  can  be  allowed  as  an  addition  to 
reserve  funds  where  such  amount  has  not  been  set  up  as  a  part  of  such 
reserve?  Id. 

INTANGIBLE  PROPERTY.  See  Invested  Capital,  XI ;  XII,  2. 

INTENT.  See  Gain  or  Loss,  I,  5;  Jurisdiction,  I,  2:  Statutes. 

INTERCOMPANY  TRANSACTIONS.  See  Affiliations,  I,  2;  Bad 
Debts,  V ;  Capital  Transactions,  3-6 ;  Invested  Capital,  V,  3,  4 ; 

Net  Income,  5. 

INTEREST: 

Carrying  charges.  See  Depreciation,  III,  18;  Gain  or  Loss,  II,  18;  In¬ 
vested  Capital,  IV,  2;  Losses,  II,  15. 

1.  Deductions:  Capital  Expenditure  or  Interest.  Payment  by  tax¬ 

payers  held  to  be  consideration  for  conveyance  of  real  estate  or  a  capital 
expenditure,  and  not  deductible  as  interest.  Robert  Long _  438 

2.  Id.  Deferred  Payments  or  Interest.  Where  aggregate  of  install¬ 
ments  agreed  to  be  paid  as  purchase  price  was  greater  than  fair  market 
value  of  property,  purchaser  may  not  deduct  portion  of  installments  as 
interest,  in  absence  of  evidence  that  any  part  of  installments  was  to  be 


considered  as  interest  rather  than  compensation  for  risk  taken  by  seller. 

Marsh  &  Marsh _  902 

3.  Id.  Dividend  or  Interest.  Fixed  payment  on  capital  stock  of  Kan¬ 
sas  cooperative  corporation,  in  accordance  with  statute  requiring  fixed 
dividends,  held  not  deductible  as  interest.  Farmers  Cooperative  Assn _  61 


4.  Id.  Payments  for  use  of  money  for  which  were  issued  first  preferred 
shares  carrying  right  in  addition  to  ordinary  provision  of  bonds  of  shar¬ 
ing  at  maturity  in  net  profits  held  to  represent  dividends  and  not  pay¬ 
ment  of  interest  on  indebtedness  entitling  taxpayer  to  deduction.  Arthur 


R.  Jones  Syndicate _  853 

5.  Id.  Loans  by  Stockholders.  Where  notes  were  issued  to  stockhold¬ 
ers  for  loans  made  by  them  in  proportion  to  stock  holdings,  interest  ac¬ 
crued  thereon  and  credited  monthly  to  their  personal  accounts  held  de¬ 
ductible.  Harr  olds  Motor  Car  Co _  429 


INTOXICATING  LIQUORS.  See  Depreciation,  V,  2-4. 

INVENTIONS.  See  Depreciation,  II,  4 ;  III,  12-14 ;  IV,  42,  43 ;  Gain  or 
Loss,  II,  32,  42,  43 ;  Invested  Capital,  IV,  3 ;  IX,  7-9 ;  XI,  8-17 ;  XII, 
2;  Patents. 

.INVENTORIES  : 

I.  Generally,  p.  1366. 

II.  Valuation : 

(1)  Generally,  p.  1367. 

(2)  Cost  or  Cost  or  Market,  p.  1367. 

III.  Gross  Sales,  p.  1368. 

IV.  Cost  of  Goods  Sold,  p.  1368. 

V.  Dealers,  p.  1368. 

I.  Generally. 

1.  Reflection  of  Income;  Uniformity.  Inventory  methods  which  are 
used  consistently  and  uniformly  for  many  years  and  accurately  reflect 
income  should  not  be  disturbed  by  arbitrary  adjustments  that  result  in 
distortion  of  actual  income.  Sinsheimer  Bros.,  Inc - 


918 
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INVENTORIES— Continued.  Page. 

'2.  Id.  While  consistency  in  inventory  methods  is  much  to  be  desired 
and  is  entitled  to  great  weight,  it  is  not  sufficient  in  itself  to  entitle  tax¬ 
payer  to  value  inventory  on  such  consistent  basis;  where  it  is  not 
proven  that  method  clearly  reflects  income,  little  weight  can  be  given 
to  consistency.  C.  Willcnborg  d  Go -  788 

3.  Id.  Accounting  Practice.  While  neither  the  statute  nor  regulations 
of  Commissioner  require  valuation  of  inventories  on  basis  of  cost  or  cost 
or  market,  whichever  is  lower,  it  must  be  shown  that  the  method  used 
conforms  to  best  accounting  practice  and  clearly  reflects  income.  Id. 

II.  Valuation. 


(1)  Generally. 

1.  Evidence.  Though  Commissioner's  method  of  valuing  inventory  may 
be  faulty,  his  determination  will  not  be  disturbed  in  absence  of  evidence 
showing  that  result  arrived  at  was  incorrect.  Berkshire  Cotton  Mfg. 

Co _  1231 

2.  Physical  or  Book  Inventory.  Where  physical  inventory  discloses 

that  book  inventory  was  overstated,  held  that  book  inventory  should  be 
reduced  to  accord  with  physical  inventory.  F.  C.  Henderson  Co -  570 


3.  Appreciation;  Reserves.  Taxpayer,  selling  goods  which  cost  it  40% 
less  than  resale  prices  fixed  by  manufacturers,  adjusted  inventory  to 
reflect  increases  and  decreases  in  list  price  during  tax  year  and  credited 
or  debited  reserve  for  appreciation  to  offset  such  changes  in  prices.  Held, 
that  amount  remaining  in  reserve  at  end  of  year  must  be  included  in 
net  income  in  absence  of  evidence  as  to  quantity  of  goods  in  closing  in¬ 
ventory  on  which  resale  prices  had  been  increased  or  decreased  during 
year.  Id. 

4.  Reduction ;  Arbitrary  Amounts.  Where  inventories  were  taken  on 

basis  of  selling  prices  less  a  percentage  of  total  inventory,  an  arbitrary 
reduction  of  selling  price  of  part  of  inventory,  before  reduction  by  per¬ 
centage  of  total  inventory,  will  not  be  allowed  in  absence  of  evidence  that 
selling  price  of  such  part  did  not  represent  correct  price  according  to 
method  used.  Perkins  Fash  d  Door  Co _  847 

5.  Id.  Estimated  Losses.  Where  taxpayer  carried  inventory  through¬ 
out  year  at  cost,  and  made  no  reducing  entry  on  books  at  close  of  year, 
he  may  not  deduct  as  an  inventory  loss  at  close  of  year  an  arbitrary 
amount  representing  his  estimate  of  shrinkage  in  value  due  to  spoilage 

and  obsolescence.  Otto  A.  Altschul _  53 

6.  Id.  Estimated  Decline  in  Value.  Inventory  taken  at  cost,  reduced 
by  a  percentage  representing  amount  of  estimated  average  decline  in  mar¬ 
ket  price  during  year,  held  not  to  represent  market  value,  where  evidence 
disclosed  that  decline  in  value  was  lower  as  to  some  classes  of  goods  and 
higher  as  to  others  than  percentage  used  in  computation.  S.  G.  Sample 

Co _  1034 

7.  Second-Hand  Goods;  Automobiles.  Inventory  of  used  automobiles 

accepted  in  part  payment  for  new  cars  sold,  at  bona  fide  selling  prices,  as 
determined  by  taxpayer  from  experience  in  dealing  in  used  cars,  less  cost 
of  selling  (in  this  case  shown  to  be  25%  of  sale  price),  held  proper.  Lord 
Motor  Car  Co _  818 

(2)  Cost  or  Cost  or  Market.  See  I,  3,  supra. 

8.  Change  in  Method.  Where  inventories  for  prior  years  were  taken  on 

basis  of  cost  and  there  was  no  difference  between  cost  and  market  value 
in  closing  inventory  of  year  preceding  tax  year,  held,  that  closing  inven¬ 
tory  for  latter  year  was  actually  taken  on  basis  of  cost  or  market,  which¬ 
ever  was  lower,  and  taxpayer  was  entitled,  under  regulations  of. Com¬ 
missioner,  to  take  closing  inventory  for  tax  year  on  basis  of  cost  or  mar¬ 
ket,  whichever  was  lower.  D.  L.  Carmichael _  456 

9.  Evidence.  Upon  evidence  showing  that  at  end  of  each  year  physical 

inventory  was  taken  at  actual  cost  and  was  considered  by  officer  of  tax¬ 
payer  having  knowledge  of  both  cost  and  market  values  and  revised  so  as 
to  show  cost  or  market,  whichever  was  lower,  held,  that  adjustments  were 
not  arbitrary  “  mark-downs  ”  and  inventories  were  consistently  taken  on 
basis  of  cost  or  market,  whichever  was  lower.  Fred  S.  Stewart  Co _  430 
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INVENTORIES— Continued. 

10.  Id.  Inventories  held  properly  valued  on  basis  of  cost  or  cost  or 
market,  whichever  was  lower,  where  computation  was  made  on  basis  of 
market  value  at  end  of  year,  as  determined  by  officer  of  taxpayer  thor¬ 
oughly  familiar  with  such  values,  and  cost  as  shown  by  original  invoices. 
W.  C.  Miles  Co _ 

III.  Gross  Sales. 

Reduction;  Contingent  Liability.  Taxpayer  sold  goods  at  market 
prices  and  guaranteed  to  refund  to  jobbers  amounts  representing  decline 
in  market  prices  within  specified  time  after  delivery,  i Held,  that  liability 
was  contingent  and  gross  sales  for  tax  year  may  not  be  reduced  by 
amount  of  refunds  due  to  decline  in  market  price  occurring  after  tax 
year.  Helvetia  Milk  Condensing  Co _ 

IV.  Cost  of  Goods  Sold. 

1.  Goods  Accepted  in  Payment  of  Accounts.  Where  goods  are  accepted 

during  year  in  payment  of  customers’  accounts  and  proceeds  of  sales 
thereof  made  in  same  year  are  included  in  income  from  gross  sales, 
amount  of  goods  so  accepted  should  be  included  in  purchases.  Knutson 
Hardware  Co _ _ 

2.  Goods  Purchased  from  Stockholders.  Where  goods  were  purchased 

from  stockholder  of  corporation  and  sold  in  regular  course  of  business, 
and  proceeds  were  included  in  income  from  gross  sales,  held,  that  cost  of 
such  goods  should  be  included  in  purchases.  Hotel  Grunewald  Co _ 

V.  Dealers. 

Banks;  Isolated  Transactions.  Infrequent  and  isolated  transactions  in 
corporate  and  municipal  bonds  with  depositors  of  a  bank  held  insufficient 
to  establish  that  bank  was  a  dealer  in  securities.  Pan-American  Bank 
&  Trust  Co _ 

INVESTED  CAPITAL: 

I.  Generally,  p.  1368. 

II.  Admissible  and  Inadmissible  Assets,  p.  1369. 

III.  Borrowed  Capital,  p.  1369. 

IV.  Capital  Expenditures,  p.  1369. 

V.  Consolidated  Invested  Capital,  p.  1370. 

VI.  Depreciation,  p.  1370. 

VII.  Inadequate  Deductions ;  Prior  Years,  p.  1371. 

VIII.  Property  Paid  in  for  Cash,  p.  1371. 

IX.  Property  Paid  in  for  Stock ;  Generally,  p.  1371. 

X.  Property  Paid  in  for  Stock ;  Tangibles,  p.  1372. 

XI.  Property  Paid  in  for  Stock ;  Intangibles,  p.  1373. 

XII  Property  Acquired  by  Gift,  p.  1374. 

XIII.  Reduction  or  Impairment,  p.  1374. 

XIV.  Reorganizations,  p.  1375. 

XV.  Special  Assessment,  p.  1375. 

XVI.  Surplus  and  Undivided  Profits : 

(1)  Generally,  p.  1376. 

(2)  Earned  Surplus,  p.  1377. 

See  Affiliations;  Capital  Expenditures;  Excess  Profits  Tax;  Per¬ 
sonal  Service  Corporations. 

Pre-war  invested  capital.  See  Excess  Profits  Tax,  8,  9. 

Proration ;  dissolution  during  calendar  year.  See  Excess  Profits 

Tax,  6.  . 

I.  Generally. 

1.  Individuals;  Act  1917;  Nonbusiness  Property.  Property  owned  by 

an  individual  other  than  that  used  in  his  trade  or  business  may  not  be 
included  in  invested  capital.  Edwin  B.  Malone _ 

2.  Id.  Property  Paid  in  Prior  to  1914.  Under  Act  1917,  sec.  207, 
property  paid  in  to  an  individual  trade  or  business  prior  to  Jan.  1,  1914, 
must  be  included  in  invested  capital  at  its  actual  cash  value  on  that 
date.  Id. 
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INVESTED  CAPITAL— Continued.  Page. 

3  Id.  Use  in  Partnership  Business.  Taxpayer  and  another  were  en¬ 
gaged  in  business  as  partners  prior  to  1914;  assets  used  belonged  to 
taxpayer  individually  and  were  never  transferred  to  partnership,  and 
copartner’s  interest  extended  only  to  sharing  of  profits  and  losses ;  part¬ 
nership  was  dissolved  and  business  was  taken  over  by  taxpayer  on  Jan. 

I,  1917.  Held,  that  property  was  not  transferred  to  taxpayer  as  a  suc¬ 
cessor  to  partnership  on  Jan.  1,  1917,  and  should  be  included  in  invested 
capital  at  cash  value  as  of  Jan.  1,  1914,  rather  than  Jan.  1,  1917.  Id. 

II.  Admissible  and  Inadmissible  Assets. 

1.  Contracts,  Uncompleted ;  Reflection  on  Balance  Sheets.  Where,  in 
accordance  with  taxpayer’s  method  of  bookkeeping,  uncompleted  contracts 
are  properly  reflected  on  balance  sheets  through  charges  to  accounts 
receivable  for  amounts  billed  to  customers  as  portions  of  work  were  com¬ 
pleted,  together  with  a  credit  to  account  entitled  “  contracts  in  process,” 
representing  actual  costs  incurred  in  connection  with  work,  the  inclusion 
in  assets  of  amounts  billed  to  customers  which  were  included  in  accounts 
receivable  held  a  padding  of  asset  account,  resulting  in  decreased  per¬ 
centage  upon  which  to  base  deduction  for  inadmissibles,  and  not  an 


allowable  adjustment.  National  Pneumatic  Co _ _  637 

2.  Stock  Held  as  Security.  Stock  of  another  corporation,  shown  by 
evidence  to  have  been  pledged  as  security  for  loans  and  to  have  been 
exchanged  prior  to  tax  year  for  notes  of  debtor,  held  not  an  inadmissible 
asset.  Levine  Brothers  Co -  689 


III.  Borrowed  Capital. 

1.  Credits  to  Stockholders ;  Earnings.  Where  it  was  the  custom  to 

credit  earnings  at  end  of  year  to  stockholders’  accounts  in  proportion  to 
their  stock  holdings,  amounts  credited  may  not  be  included  in  invested 
capital  in  absence  of  evidence  that  they  were  subject  to  withdrawal  or 
were  regarded  as  property  of  the  corporation.  Lot)  sit  z  Hardware  Co _  295 

2.  Loans  ~by  Stockholders;  Issuance  of  Stock.  Where  notes  were  issued 

to  stockholders  for  advances  made  by  them  in  proportion  to  stock  hold¬ 
ings  and  interest  accrued  thereon  was  credited  monthly,  and  evidence 
disclosed  that  stockholders  considered  advances  not  as  loans  but  as 
permanent  investments  for  which  stock  was  to  be  issued  in  future,  held 
that  advances  were  borrowed  capital  until  stock  was  issued  therefor. 
Harrolds  Motor  Car  Co _  429 

3.  Property  Borrowed  to  Secure  Advances  on  Government  Contract. 

Promissory  note  payable  to  government  official  and  executed  by  stock¬ 
holders  as  individuals,  and  securities  owned  by  them  personally  and 
pledged  as  collateral,  to  secure  advances  to  corporation  to  aid  it  in  per¬ 
formance  of  government  contract,  which  were  never  assigned  or  trans¬ 
ferred  to  corporation  and  were  returned  to  stockholders  upon  termination 
of  contract,  held,  assuming  they  were  capital  of  corporation,  to  be  bor¬ 
rowed  capital.  Stems,  Carey-H.  S.  Ker~baugh  Corp _  1109 

IV.  Capital  Expenditures.  See  XV,  7,  infra. 

*1.  Advertising  and  Promotion.  While,  in  a  proper  case,  invested 
capital  may  include  a  proper  part  of  amounts  expended  for  promotion  in 
early  period  of  a  business,  no  part  of  expenditures  for  advertising  and 
promotion  of  sales  previously  charged  to  expense  may  be  included,  where 
portions  allocable  to  capital  or  building  ipi  of  business  and  to  current 
expense  for  maintenance  of  current  business  can  not  be  segregated. 


Northwestern  Yeast  Co _  232 

2.  Carrying  Charges;  Interest.  Interest  paid  on  money  used  during 
period  of  construction  of  plant  is  not  an  item  which  can  be  capitalized 

for  purpose  of  computing  invested  capital.  Eastern  Rolling  Mill  Co _  663 

3.  Development  Cost  to  Previous  Owner.  Where  previous  owner  trans¬ 
ferred  patents  to  taxpayer  for  stock,  value  of  patents  agreed  upon  by 
parties  at  date  of  transfer  reflects  all  expenditures  made  by  such  owner 
for  development,  and  purchaser  may  not  in  later  years  increase  surplus 

on  account  of  such  expenditures.  Gould  Coupler  Co _  499 
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4.  Real  Estate.  Cost  of  additions  and  improvements  to  office  build¬ 
ing  in  prior  years  held  a  proper  addition  to  capital  account  for  year  in 
which  made;  city  tax  assessment  added  thereto  disallowed.  James  T. 

Clark _  1291 

5.  Tanning  Vats.  Amounts  expended  several  years  prior  to  tax  year 

for  construction  of  tanning  vats  having  useful  life  of  50  years,  held  to  be 
capital  expenditures  and  included  in  invested  capital  at  cost,  less  depre¬ 
ciation  at  2%  per  annum  for  years  preceding  tax  year.  Toxaicay  Tan¬ 
ning  Co -  371 


6.  Id.  Liquor  Content.  Although  original  cost  of  liquor  used  in 
tanning  vats  may  be  proper  capital  investment,  asserted  value  of  liquor 
in  vats  at  particular  times  thereafter  held  properly  excluded  from  in¬ 
vested  capital,  since  cost  of  liquor  fluctuates  from  time  to  time,  and 
portion  thereof  is  absorbed  by  hides,  requiring  replacement.  Id. 

7.  Tools  and  Fixtures.  Where  tools  and  fixtures  account  was  reduced 
in  prior  year  by  arbitrary  write-off  and  physical  inventory  disclosed 
that  assets  on  hand  at  time  of  inventory  were  understated  on  books, 
held,  that  amount  of  write-off,  together  with  cost  of  subsequent  additions 
charged  to  expense  in  year  of  purchase,  may  be  restored  to  invested 


capital.  James  T.  Clark  Co _  1291 

V.  Consolidated  Invested  Capital. 

1.  Classes  of  Affiliation.  No  distinction  is  to  be  made  between  two 
classes  of  affiliations  for  purpose  of  determining  invested  capital.  W.  8. 

Bogle  &  Co _  541 

2.  Operating  Deficit.  In  determining  consolidated  invested  capital  of  a 
group  of  affiliated  corporations,  an  operating  deficit  of  one  member  of 
group  must  be  offset  against  earned  surplus  of  other  members.  Gould 

Coupler  Co _  499 

Ruckman  Coal  Co _  534 

W.  S.  Bogle  &  Co _  541 

3.  Intercompany  T  ransactions.  While  affiliation  exists,  intercompany 

obligations  are  disregarded  in  determining  invested  capital  of  affiliated 
group.  Gould  Coupler  Co _  499 

4.  Id.  Indebtedness  of  subsidiary  to  parent,  in  excess  of  that  on  which 

it  was  entitled  to  deduct  interest  paid,  for  income  tax  purposes  under 
Act  1917,  may  not  be  included  in  computing  consolidated  invested  capital. 
Buffalo  Forge  Co _  947 


5.  Proceeds  of  Sale  of  Stock  of  Subsidiary.  Where  corporation  pur¬ 

chased  stock  of  affiliated  corporation  and  thereafter  sold  it  to  others  than 
members  of  group,  at  price  in  excess  of  cost,  proceeds  should  be  included 
in  consolidated  invested  capital  as  of  date  -of  sale,  assuming  the  purchase 
and  sale  of  the  stock  did  not  affect  status  of  the  affiliation.  Farmers 
Deposit  National  Bank _  520 

6.  Purchase  or  Gift  of  Stock  Resulting  in  Affiliation.  Where  all  of 
stock  of  one  corporation  is  acquired  by  another  for  cash  and  by  gift 
from  its  stockholders,  resulting  in  affiliation,  value  of  stock  in  excess 
of  price  paid  therefor  may  not  be  included  in  paid-in  surplus  of  purchas¬ 
ing  corporation,  since  any  change  in  book  value  of  stock  purchased  can 
have  no  effect  upon  invested  capital  of  consolidated  group.  Burke 


Electric  Co _  553 

7.  Property  Exchanged  for  Worthless  Stock.  Where  property  for  which 
capital  stock  of  subsidiary  had  been  issued  was  proven  to  be  worthless, 
such  stock  should  be  excluded  from  consolidated  invested  capital.  W.  S. 

Bogle  &  Co _  541 

VI.  Depreciation.  See  VII,  2,  3,  infra. 

1.  Prior  Years.  Evidence  held  insufficient  to  show  error  in  reduction 
of  invested  capital  on  account  of  depreciation  sustained  in  prior  years. 

A.  M.  Robinson  Co _  1217 

2.  Id.  Reserves.  Depreciation  reserves  relating  to  tangible  assets,  set 
up  prior  to  tax  year,  will  not  be  disturbed  for  invested  capital  purposes 
without  positive  evidence  that  actual  depreciation  had  not  been  written 

off  by  taxpayer.  Western  Star  Milling  Co _  109 
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3.  Cost  Less  Depreciation.  True  cost  of  buildings  and  foundry  equip¬ 
ment,  less  accrued  depreciation  thereon,  is  amount  at  which  such  proper¬ 
ties  must  be  reflected  in  invested  capital.  Fox  River  Iron  Co -  810 

VII.  Inadequate  Deductions  ;  Prior  Years. 

1.  ^Depletion.  Where  evidence  show  that  depletion  was  sustained  in 
prior  years  but  was  not  charged  off  on  books,  surplus  for  tax  year  should 

be  reduced  because  of  inadequate  deductions.  W.  8.  Bogle  &  Co -  541 

2.  Depreciation ;  Franchises.  Invested  capital  of  corporation  engaged  in 
distributing  natural  gas  to  municipalities  under  franchises  held  properly 
reduced  because  of  inadequate  depreciation  charged  off  by  taxpayer 
through  failure  to  provide  for  exhaustion  of  franchises  having  a  definite 

life.  Northeastern  Oil  &  G-as  Co _  332 


3.  Id.  Maintenance  or  Annual  Depreciation.  WThere  taxpayer’s  books 
and  evidence  show  that  for  years  when  no  depreciation  was  charged  off 
large  expenditures  for  maintenance  and  betterments  were  made  and 
charged  to  expense,  invested  capital  may  not  be  reduced  by  means  of  an 
increase  in  depreciation  reserve  for  years  when  no  deduction  was  claimed. 

Id. 

VIII.  Property  Paid  in  for  Cash.  See  V,  6,  supra. 

1.  Leases;  Payments  for  Modification  of  Terms.  Cash  payments  made 

by  lessee  in  consideration  of  modification  of  terms  of  lease  respecting 
rentals  may  be  included  in  invested  capital.  Lenox  Land  Co _  1206 

2.  Mineral  and  Gas  Rights.  Value  of  mineral  rights  and  leaseholds 
purchased  by  corporation  engaged  in  distributing  natural  gas  determined 
on  basis  of  face  value  carried  on  books,  where  such  value  was  recognized 
as  actual  value  by  purchaser  of  stock  and  original  vouchers  covering 
cost  of  part  of  assets  were  produced  and  tended  to  lend  credence  to  entries 

on  books  as  to  entire  cost.  Northeastern  Oil  &  Gas  Co _  332 

IX.  Property  Paid  in  for  Stock  ;  Generally. 

1.  Payment  for  Stock.  Invested  capital  can  not  be  determined  in 

absence  of  evidence  that  property  was  paid  in  for  stock  or  otherwise. 
Perkins  Sash  &  Door  Co _  847 

2.  Time  of  Valuation.  Value  of  property  acquired  for  stock  is  to  be 
measured  by  value  at  time  of  acquisition  by  taxpayer  and  not  by  cost 

to  or  value  at  time  of  acquisition  by  its  predecessor.  Gould  Coupler  Co _  499 

3.  Id.  Where  owners  of  a  business  agreed  to  incorporate  and  transfer 
entire  assets  to  corporation  for  stock,  and  corporation,  upon  organiza¬ 
tion,  took  over  all  assets,  held,  that  valuation  should  be  made  as  of  date 
of  organization  and  transfer  of  assets,  notwithstanding  real  estate  was 

not  formally  conveyed  until  a  later  date.  Georgia  Mfg.  Co _  893 

4.  Evidence  of  Value ;  Appraisals.  While  retrospective  appraisals  made 
upon  basis  of  cost  of  reproduction  are  of  little  weight,  when  unsupported 
by  other  evidence,  such  appraisals,  when  supplemented  by  oral  testimony 
of  engineers  who  made  them  and  who  qualified  as  experts  and  supported 
by  testimony  of  other  witnesses  having  knowledge  of  properties  at  basic 
date  and  for  several  years  prior  thereto,  are  entitled  to  weight  in  deter¬ 
mining  value  of  property  at  basic  date.  Id. 

5.  Id.  A  written  report  of  an  appraisal  of  property  acquired  for  stock, 


made  some  years  after  acquisition,  purporting  to  show  replacement  cost 
new  at  date  of  appraisal,  less  actual  depreciation  as  shown  by  physical 
condition  of  assets,  held  inadmissible  in  absence  of  identification  and 
production  for  cross-examination  of  person  who  prepared  data  used  in 
making  appraisal  as  to  material  and  labor  required  in  replacement. 
Montgomery  Bros.  &  Co _  258 

6.  Id.  Cost  to  Predecessor.  Assuming  that  property  was  paid  in  for 

stock,  held  that  claim  of  value  in  excess  of  price  paid  therefor  by  individ¬ 
uals  prior  to  alleged  transfer  to  taxpayer  must  be  denied  for  lack  of 
proof  of  greater  value.  Perkins  Sash  &  Door  Co -  847 

7.  Id.  Stipulation.  Combined  value  of  good  will  and  patents  at  date 

of  acquisition  for  stock  determined  upon  stipulation.  Burke  Electric  Co _  553 
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8.  Segregation  of  Value;  Evidence.  Where  combined  value  of  good  will 
and  patents  acquired  for  stock  was  stipulated  and  segregation  of  values 
was  necessary  because  under  1917  Act,  patents  were  not  subject  to  limita¬ 
tion  on  intangibles,  held  that  good  will  value  did  not  exceed  10%  of  stipu¬ 
lated  combined  value,  such  percentage  being  established  by  opinion  of 
officer  of  taxpayer  and  confirmed  by  evidence  that  operations  of  one  of 
predecessors  were  unsuccessful  and  that  the  other  had  not,  at  time  of 
transfer,  established  a  market  for  its  products.  Id. 

9.  Id.  Where  a  going  business  was  acquired  for  stock  and  good  will 
of  such  business  was  based  exclusively  upon  manufacture  and  sale  of 
patented  articles,  value  of  good  will  held  not  determinable  for  want  of 


evidence  upon  which  value  of  good  will  could  be  distinguished  and  segre¬ 
gated  from  value  inherent  in  the  patent  monopoly.  Nice  Ball  Bearing 

Co _  484 

10.  Stock  Subscriptions.  Where  subscribers  gave  no  notes  and  made 
no  payments  on  account  of  subscriptions  for  stock,  and  no  stock  was 
ever  issued,  subscriptions  may  not  be  included  in  invested  capital. 
Meadoios  &  Co _  241 

X.  Property  Paid  in  for  Stock  ;  Tangibles. 

1.  Evidence  of  Value.  Finding  made  as  to  value  of  tangible  property 
acquired  for  stock.  Sylvan  Electric  Batli,  Inc _  1298 


2.  Value  Exceeding  Par  Value  of  Stock;  Paid-In  Surplus.  Where  evi¬ 

dence  shows  that  par  value  of  capital  stock  was  no  real  index  of  fair 
value  of  tang  ble  assets  paid  in  therefor  and  that  assets  had  a  value  in 
excess  of  par  value  of  such  stock,  corporation  is  entitled  to  paid-in  sur¬ 
plus  of  difference  between  par  value  of  stock  and  actual  cash  value  of 
assets.  Georgia  Mfg.  Co _  898 

3.  Id.  Opinion.  Opinions  of  witnesses  qualified  to  testify  concerning 

value  of  property  acquired  for  stock,  unsupported  by  detailed  information 
and  data,  and  other  evidence  as  to  its  character  and  value,  held  too  gen¬ 
eral  and  indefinite  to  warrant  finding  as  to  extent  to  which  actual  cash 
value  exceeded  par  value  of  stock  issued  therefor,  and  claim  of  paid-in 
surplus  denied.  Arrowhead  Mills,  Inc _  382 

4.  Id.  Sales  of  Stock.  Where  land  was  acquired  for  stock  and  at  or 
about  date  of  acquisition  a  series  of  sales  of  the  stock  for  cash  established 
a  cash  value  equal  to  par,  held  that  value  of  land  was  to  be  measured  by 
value  of  stock  established  by  such  sales,  and  taxpayer’s  claim  of  a  paid-in 
surplus,  on  ground  that  land  had  a  cash  value  in  excess  of  par  value  of 


stock,  must  be  denied.  J.  Fred  Smith  Gravel  Co _  609 

5.  Leases;  Opinion.  Opinions  of  real  estate  operator  and  accountants 
as  to  value  of  leasehold,  based  on  computations  involving  doubtful  and 
unknown  factors,  will  not  be  accepted.  Lenox  Land  Co _  1206 


6.  Id.  Opinions  of  witnesses  as  to  value  of  lease  acquired  by  individ¬ 
ual  without  consideration  other  than  agreement  to  pay  royalties  and 
assigned  to  corporation  for  stock,  held  not  to  establish  value  claimed, 
where  opinions  were  based  on  convenient  location  of  leased  land,  quality 
and  quantity  of  coal  content,  and  value  of  equipment  on  ground,  and  it 
was  not  shown  that  such  advantages  were  not  considered  in  fixing  amount 

of  royalty.  W.  S.  Bogle  &  Co _  541 

7.  Id.  Earnings  After  Acquisition.  While  earnings  of  leasehold  subse¬ 

quent  to  acquisition  for  stock  may  be  considered  as  corroborative  evidence 
of  value  ascertained  by  other  methods,  they  are  not  entitled  to  considera¬ 
tion  where  leased  property  had  been  improved  at  time  of  acquisition  and 
little,  if  any,  income  had  been  earned  up  to  that  time.  Lenox  Land  Co _  1206 

8.  Id.  Sales.  Sale  of  leasehold  on  similar  adjacent  property  will  not 
be  accepted  as  evidence  of  value,  where  sale  was  made  under  conditions 
which  prevented  realization  of  full  market  value.  Id. 

9.  Notes.  Interest-bearing  promissory  notes  accepted  in  exchange  for 


stock  may  be  included  in  invested  capital  where  maker  is  solvent  and 

notes  were  worth  face  value.  Knutson  Hardware  Co _  9 

10.  Personal  Services.  Par  value  of  stock  issued  to  an  individual  for 
services  performed  prior  to  tax  year  may  be  included  in  invested  capital 
where  services  were  worth  par  value  of  stock  issued  therefor.  National 
Pneumatic  Co _  637 
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11.  Stock ;  Other  Corporations ;  Earnings.  Value  of  stock  of  anotner 
corporation  acquired  by  taxpayer  for  shares  of  its  own  capital  stock 
determined  on  basis  of  past  earnings  and  evidence  that  at  time  of  acquisi¬ 
tion  there  was  a  prospect  of  increased  earnings.  Id. 

12.  Water  Power.  Valuation  of  water  power,  exclusive  of  value  of 
underlying  land,  determined  upon  basis  of  comparison  of  cost  of  power 
produced  by  water  with  cost  of  same  amount  of  power  produced  by  use 

of  coal,  held  not  acceptable.  Georgia  Mfg.  Co -  893 

XI.  Property  Paid  in  for  Stock  ;  Intangibles. 

1.  Limitation  on  Value;  Affiliations.  In  applying  limitation  prescribed 
by  Act  1918  on  value  at  which  intangibles  may  be  included  in  invested 
capital,  affiliated  group  must  be  treated  as  a  unit  and  limitation  is  to 
be  measured  by  par  value  of  total  outstanding  capital  stock  of  the 
group ;  rule  applies  to  both  classes  of  affiliation  defined  in  sec.  240 
(b)  or  to  an  affiliation  which  is  a  combination  of  both  classes.  Gould 


Coupler  Co _  499 

2.  Evidence  of  Value.  Finding  made  that  intangible  property  ac¬ 

quired  upon  transfer  of  business  for  stock  had  no  market  value  separate 
from  that  of  tangibles.  Sylvan  Electric  Bath,  Inc _  1293 

3.  Good  Will;  Evidence  of  Value.  Claim  of  good  will  value  disal¬ 
lowed  for  lack  of  evidence  showing  that  good  will  of  any  determinable 
value  was  acquired  upon  acquisition  of  business  for  stock.  Box  Board 

&  Lining  Co _  289 

4.  Id.  Bank  Statements.  Periodical  statements  as  to  financial  condi¬ 
tion  of  business  acquired  for  stock,  rendered  to  banks  by  owner  prior 
to  transfer  for  purpose  of  securing  loans,  held  insufficient  to  afford  basis 
for  determining  value  of  good  will,  where  owner  appeared  as  a  witness 

and  his  testimony  discredited  such  statements.  Tisdale  Lumber  Co _  752 

5.  Id.  Earnings  and  Opinion.  Value  of  good  will  of  laundry  busi¬ 

ness  determined  upon  opinions  of  laundry  operators  as  to  value  of 
drivers’  routes  arrived  at  upon  consideration  of  amount  of  wyeekly  re¬ 
ceipts  from  each  route.  Pioneer  Laundry  Co _  821 


6.  Id.  Opinion.  Where  assets  and  business  were  transferred  for 
stock,  testimony  of  transferor  as  to  value  placed  by  him  upon  good  will 
for  purpose  of  the  sale,  which  value  was  not  determined  upon  any  definite 


basis  but  was  based  merely  on  his  opinion,  held  insufficient  to  establish 
value.  Tisdale  Lumber  Co _  752 

7.  Laundry  Routes.  Lists  of  customers  of  laundry  business  and 
drivers’  routes  are  intangible  property  the  value  of  which,  when  proven, 

may  be  included  in  invested  capital.  Pioneer  Laundry  Co _  821 

8.  Patents;  Evidence  of  Value.  Finding  made  as  to  value  of  patents 

and  license  agreements  at  date  of  acquisition  for  stock.  Automatic 
Sprinkler  Co _  479 


9.  Id.  Cost  of  Development  by  Previous  Owner.  Expenditures  for 

patent  development,  applications  for  patents,  and  cost  of  litigation  affect¬ 
ing  patents,  incurred  by  predecessor  and  by  it  charged  to  expense  prior  to 
transfer  of  patents  to  taxpayer  for  stock,  are  reflected  in  value  of  patents 
at  time  of  transfer,  and  invested  capital  of  taxpayer  may  not  be  in¬ 
creased  by  amount  of  such  expenditures.  Gould  Coupler  Co _  499 

10.  Id.  Cost  to  or  Earnings  of  Predecessor.  Value  of  patents  acquired 
for  stock  held  not  determinable  where  neither  cost  of  patents  to  prede¬ 
cessor  at  or  after  organization  nor  cost  of  development  was  shown  and 
predecessor  had  no  net  earnings.  Id. 

11.  Id.  Earnings.  Value  at  time  of  acquisition  for  stock  of  license 

granting  exclusive  right  to  use  process  covered  by  patents  and  patent  ap¬ 
plication  determined  upon  basis  of  reduction  in  cost  of  manufacture 
effected  by  use  of  process  and  resulting  increased  earnings.  Crowell 
Corporation _  737 

12.  Id.  Capitalization  of  Earnings.  Value  of  intangible  property  con¬ 

sisting  principally  of  patents,  determined  by  allowing  return  of  9%  on 
average  tangible  property  of  predecessor  for  5-year  period  preceding 
acquisition  for  stock  and  capitalizing  remaining  average  net  earnings 
upon  6-year  purchase  basis.  Gould  Coupler  Co _  499 
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13.  Id.  Valuation  based  on  capitalization  of  earnings  attributable  to 

patents  during  5-year  period  preceding  assignment  to  taxpayer  for  stock 
not  accepted  where  earnings  from  uncompleted  contracts  realized  by 
predecessor  during  years  following  assignment  were  not  taken  into  con¬ 
sideration.  National  Pneumatic  Co _  637 

14.  Id.  Earnings  and  Opinion.  Value  of  patents  acquired  for  stock 
determined  upon  basis  of  earnings  of  previous  owner,  opinions  of  men 
experienced  in  business  using  the  patents,  and  consideration  of  earnings 

of  taxpayer  after  acquisition  of  patents.  Nice  Ball  Bearing  Co _  484 

15.  Id.  Value  of  patents  and  patent  applications  determined  upon  opin¬ 
ions  of  witnesses  engaged  in  business  similar  to  that  in  which  patented 
devices  were  used  as  to  saving  effected  by  such  devices.  Individual  Towel 

d  Cabinet  Service  Co _  158 

16.  Id.  Utility.  Patents  acquired  for  stock  which  were  never  used  by 

predecessor  or  taxpayer  held  to  have  had  no  cash  value.  National  Pneu¬ 
matic  Co _  637 

17.  Id.  Valuation  by  Parties.  Value  of  patents  acquired  for  stock 
determined  on  basis  of  value  placed  thereon  by  parties  to  transaction.  Id. 

XII.  Property  Acquired  by  Gift.  See  V,  6,  supra. 

1.  Tangibles;  Leases;  Cost  to  Assignor.  Where,  at  time  of  purchase 
of  entire  stock  of  a  corporation,  a  stockholder  also  purchased  for  cash 
from  an  individual  lessee  a  leasehold  and  did  not  take  sublease  in  his 
own  name  but  caused  it  to  be  made  to  run  from  lessee  to  the  corpora¬ 


tion  as  sublessee,  held,  that  lease  was  paid  in  to  corporation  and  may 
be  included  in  its  invested  capital  at  cost  to  stockholder.  Midwest  Hotel 

Co _ _ _  121 

2.  Intangibles.  Patents  are  intangible  property,  under  1918  and  1921 
Acts,  and,  when  paid  in  to  a  corporation  for  a  nominal  consideration, 
value  thereof  may  not  be  included  in  invested  capital  as  paid-in  surplus. 

Shope  Brick  Co -  1042 


XIII.  Reduction  or  Impairment.  See  VI  and  VII,  supra. 

1.  Dividends;  Available  Earnings.  Sec.  201  (e).  Act  1918,  provides 
that,  in  determining  amount  of  earnings  available  for  payment  of  divi¬ 
dends  declared  after  first  60  days  of  tax  year,  earnings  for  year  in  which 
distribution  was  made  shall  be  deemed  to  have  been  accumulated  ratably 
during  year,  if  books  do  not  show  amount  of  earnings  at  date  of  dis¬ 
tribution.  Held,  that  amount  of  earnings  available,  as  determined  under 
foregoing  provision,  may  not  be  increased  by  amount  of  a  loss  sustained 


after  date  of  distribution  and  within  the  year  upon  sale  of  particular 
property.  Gardner  Governor  Co -  70 

2.  Salaries;  Prior  Years.  Compensation  paid  during  tax  year  for  per¬ 

sonal  services  rendered  in  prior  years  may  not  be  excluded  from  in¬ 
vested  capital  for  tax  year  in  absence  of  evidence  that  liability  to  pay 
compensation  had  been  incurred.  W.  S.  Bogle  d  Co -  541 

3.  Taxes;  Prior  Years.  Under  sec.  1207,  Act  1926.  invested  capital  held 
properly  reduced  by  prorated  amount  of  income  and  profits  taxes  for 

preceding  years.  Individual  Toivel  d  Cabinet  Service  Co -  158 

Toxaway  Tanning  Co _ 371 

Pictorial  Review  Co - 416 

Harr  olds  Motor  Car  Co _  429 

W.  S.  Bogle  d  Co _  541 

Burke  Electric  Co _  553 

Excelsior  Motor  Mfg.  d  Supply  Co -  582 

Levine  Brothers  Co _  689 

E.  B.  Crabtree  Co _ 732 

Harriet  Cotton  Mills _  734 

Berks  Foundry  d  Mfg.  Co -  756 

California  Vegetable  Union _  795 

Perkins  Sash  d  Door  Co _  847 

Stevens  d  Thompson  Paper  Co _  1213 

A.  M.  Robinson  Co _  1217 
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4.  Id.  Accrual;  Additional  Assessments.  Additional  income  and 
profits  taxes  for  prior  years,  assessed  after  they  became  due  and  payable, 
are  accrued  liabilities  of  year  in  which  they  became  due,  notwithstanding 
amount  thereof  was  not  known  in  such  year,  and,  where  they  became 
due  and  payable  prior  to  beginning  of  tax  year,  they  must  be  eliminated 


from  invested  capital  of  that  year.  Harriet  Cotton  Hills -  734 

Stevens  &  Thompson  Paper  Co _  1213 

A.  M.  Robinson  Co _  1217 


5.  Id.  Tentative  Tax;  Dividends  from  Current  Earnings.  Invested 
capital  may  not  be  reduced,  in  determining  extent  to  which  dividend 
is  paid  from  current  earnings  of  year,  by  a  tentative  tax  theoretically  set 
aside  out  of  such  earnings  prorated  for  such  year.  Gardner  Governor 


Co _  70 

Levine  Brothers  Co _ 689 

E.  B.  Crabtree  Co _  732 

Harriet  Cotton  Mills _  734 

Berks  Foundry  &  Mfg.  Co _  756 

Stevens  &  Thompson  Paper  Co _  1213 

A.  H.  Robinson  Co _  1217 


XIV.  Reorganizations. 

1.  Form  of  Subsistence ;  Basis  of  Valuation.  In  order  to  eliminate  an 
existing  deficit,  a  corporation  surrendered  its  charter  and  obtained  a  new 
one  in  another  state  with  capital  stock  reduced  by  amount  equal  to  deficit, 
transferred  its  assets  to  the  new  corporation,  and  thereafter  carried  on 
same  business,  the  proportionate  interests  of  its  stockholders  in  the  new 
corporation  remaining  unchanged.  Held,  a  new  corporation  was  created 
and  its  invested  capital  was  to  be  measured  by  value  of  assets  at  time  of 
acquisition  for  stock  rather  than  by  value  allowable  to  old  corporation. 


Wheeler  Lumber  &  Supply  Co _  277 

2.  Retention  of  50%  Ownership.  An  option  to  lease  property  and  pur¬ 
chase  a  mine  and  equipment  thereon  acquired  after  Mar.  3,  1917,  for 
entire  capital  stock  of  a  corporation  may  not  be  included  in  invested 
capital  at  greater  value  than  amount  paid  therefor  by  transferor.  W.  S. 

Bogle  &  Co. _  541 

XV.  Special  Assessment.  See  Jurisdiction,  IV,  3,  4. 

1.  Evidence.  Relief  denied  for  failure  to  produce  evidence  in  support 

of  claim  or  for  insufficiency  of  evidence.  H.  F.  Suhr  &  Co _  95 

Rational  Pneumatic  Co _ _ _  637 

Crowell  Corporation _ * _  737 

Blair  Veneer  Co -  886 

2.  Id.  Evidence  held  sufficient  to  entitle  taxpayers  to  special  assess¬ 
ment.  Pittsburgh  &  Bessemer  Coal  Co _  45 

Excelsior  Motor  Mfg.  &  Supply  Co _  582 

3.  Id.  A  taxpayer  which  has  no  paid-in  or  other  form  of  invested 

capital  and  paid  no  compensation  to  its  managing  officers  is  entitled  to 
relief  where  net  income  for  tax  year  was  substantial  in  amount.  Selwyn 
Operating  Co _  723 

4.  Determination  of  Invested  Capital.  Where  a  taxpayer  is  able  to 

prove  value  of  a  portion  only  of  assets  constituting  its  invested  capital 
and  elects  to  have  invested  capital  computed  upon  the  value  proven,  tax 
should  be  computed  on  such  value  rather  than  under  relief  provisions. 
Frederick  A.  Tschiffely -  1242 

5.  Id.  Where  taxpajTer  owns  assets  of  substantial  value  but  actual 

cash  value  can  not  be  determined,  tax  will  be  computed  under  relief  pro¬ 
visions.  Georgia  Mfg.  Co -  893 

6.  Id.  Where  invested  capital  was  computed  from  taxpayer’s  books  and 

taxpayer  failed  to  show  that  books  did  not  correctly  reflect  invested  cap¬ 
ital,  relief  will  not  be  granted.  Northeastern  Oil  &  Gas  Co _  332 

7.  Id.  Where  expenditures  were  made  over  period  of  years  for  develop¬ 
ment  of  business  and  no  evidence  was  produced  as  to  portions  thereof 
respectively  allocable  to  capital  and  business  expense,  held  that  taxpayer 

was  entitled  to  special  assessment.  Northwestern  Yeast  Co _  232 


\ 
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8.  Comparatives.  Where  taxpayer’s  comparatives  were  found  not  to  be 
similarly  circumstanced  and  those  of  Commissioner  were  not  shown  to  be 
improper,  Commissioner’s  determination  of  tax  under  relief  sections  will 
be  approved.  Pittsburgh  &  Bessemer  Coal  Co _  45 


9.  Id.  Where  part  of  income  of  taxpayer  was  derived  from  government 

contracts,  corporations  no  part  of  whose  income  was  derived  from  that 
source  are  not  proper  comparatives.  Excelsior  Motor  Mfg.  &  Supply  Co _  582 

10.  Id.  Ex  parte  statements  of  accountants  who  prepared  tax  returns  of 

corporations  submitted  by  taxpayer  as  comparatives,  unaccompanied  by 
evidence  as  to  rates  of  profits  taxes  paid  by  them,  held  to  be  without 
probative  value.  II.  F.  Suhr  &  Co _  95 

11.  id.  Selection  and  Final  Computation  by  Commissioner.  Where 
relief  is  granted  but  comparatives  submitted  by  taxpayer  are  not  regarded 
as  proper  comparatives,  selection  of  proper  comparatives  and  final  deter¬ 
mination  of  tax  will  be  left  to  Commissioner.  Excelsior  Motor  Mfg.  & 


Supply  Co _ _  582 

Georgia  Mfg.  Co _  893 


12.  Earnings.  Installation  of  equipment  which  effected  a  reduction  of 

competition  and  a  substantial  increase  in  earnings  held  insufficient  to 
justify  relief,  since  statute  does  not  intend  that  relief  be  granted  solely  on 
ground  of  excessive  earnings,  the  taxpayer  not  having  shown  that  invested 
capital  could  not  be  determined.  Pine  Bluff  Compress  &  Warehouse  Co _  938 

13.  Pre-war  Net  Income.  Claim  that  income  of  pre-war  year  1913  was 
abnormal,  by  reason  of  fact  that  income  actually  earned  in  that  year  and 
collected  in  following  year  was  not  included  in  1913  income,  since  tax¬ 
payer  was  on  cash  basis,  denied  where  it  was  not  shown  that  abnormality 
was  removed  by  compensating  effect  of  income  earned  in  1912  and  collected 
in  1913.  Id. 

14.  Salaries  of  Officers.  Claim  for  relief  upon  ground  of  abnormality 
due  to  low  salaries  paid  officers  denied,  where  officers  owned  but  25%  of 
stock  and  it  was  not  shown  that  salaries  were  not  adequate  compensation 
for  services  rendered  or  that  they  were  lower  than  those  paid  by  repre¬ 
sentative  concerns.  Id. 

XVI.  Surplus  and  Undivided  Profits.  See  IV  and  XIII,  supra. 

Borrowed  capital  or  paid-in  surplus.  See  III,  supra. 

Property  acquired  by  gift.  See  V,  6 ;  XII,  supra. 

Value  exceeding  par  value  of  stock.  See  X,  2-4,  supra. 

(1)  Generally. 

1.  Property  Paid  in;  Notes  and  Securities  of  Stockholder's  Used  for 
Benefit  of  Corporation.  Promissory  note  payable  to  government  official 
and  executed  by  stockholders  as  individuals,  and  securities  owned  by 
them  personally  and  pledged  as  collateral,  to  secure  advances  to  cor¬ 
poration  to  aid  it  in  performance  of  government  contract,  wThich  were 
never  transferred  or  assigned  to  corporation,  and  were  returned  to 
stockholders  upon  termination  of  contract,  held  not  to  have  been  paid 

in  to  corporation.  Stems,  Carey-H.  S.  Kerbaugh  Corp _  1109 

2.  Withdrawals;  Officers.  Withdrawal  by  officer  and  owner  of  less 
than  one-third  of  stock  in  excess  of  salary,  carried  as  account  receivable 
and  treated  as  an  actual  liability  and  not  as  a  withdrawal  of  profits  or 

as  payment  for  services,  included  in  invested  capital.  Ruclcman  Coal  Co _  534 

3.  Id.  Stockholders.  Note  of  stockholder  held,  under  evidence,  to  be 
a  bona  fide  indebtedness  to  corporation  and  included  in  invested  capital. 

Id. 

4.  Id.  Amount  withdrawn  from  corporation  as  a  loan,  by  financially 

responsible  and  sole  stockholder,  which  was  carried  on  books  and  bal¬ 
ance  sheets  as  an  account  receivable  upon  which  credit  was  secured, 
included  in  invested  capital.  Cadillac  Automobile  Co _ _  604 

5.  Id.  Amounts  advanced  by  corporation  to  principal  stockholders, 

who  promised  to  repay  and  were  at  all  times  solvent,  which  were  carried 
as  accounts  receivable,  included  in  invested  capital.  Pictorial  Re¬ 
view  Co _ 
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6.  Id.  Rescinded  Dividends.  Where  stockholders  of  corporation 
which  had  paid  a  dividend  adopted  resolution  that  dividend  be  rescinded, 
notes  of  stockholders  given  for  amounts  paid  them  as  dividends  may  be 
included  in  invested  capital.  Id. 

(2)  Earned  Surplus. 

7.  Current  Earnings;  Realized  Appreciation.  Realization  of  appre¬ 

ciation  in  value  of  property  existing  on  Mar.  1,  1913,  over  cost  thereof, 
by  sale  in  1920,  is  a  current  earning  and  can  not  be  included  in  invested 
capital  for  latter  year.  Pacific  Coast  Redwood  Co _ 

INVOLUNTARY  CONVERSION.  See  Gain  or  Loss,  III. 

ISSUES.  See  Practice  and  Procedure,  1. 

JEOPARDY  ASSESSMENT.  See  Jurisdiction,  III,  1 ;  V,  2. 

JOINT  RETURNS.  See  Limitations,  6;  Returns,  III,  1,  2. 

JOINT  VENTURES: 

1.  Assignment  of  Income.  The  share  of  profit  from  a  joint  venture  is 

income  to  venturer  notwithstanding  it  was  assigned  to  another  immedi¬ 
ately  upon  receipt.  Arthur  C.  Levering _ 

2.  Co-owners  of  Vessels;  Constructive  Receipt;  Income  Retained  by 

Agent  for  Future  Operating  Expenses.  Where  taxpayer  owned  an  undi¬ 
vided  interest  in  a  vessel,  held  that  net  earnings  received  by  operating 
manager  were  received  by  it  as  agent  for  co-owners,  and  taxpayer’s  dis¬ 
tributive  share  thereof,  including  pro  rata  share  of  earnings  retained  by 
manager  for  expense  of  future  operations,  is  taxable  income,  in  year  in 
which  distribution  was  made.  Ferry  Market,  Inc _ 

JUDGMENTS. 

Res  judicata ;  Commissioner’s  determination.  See  Depreciation,  IV,  3. 
Cancellation  of  note.  See  Estate  Tax,  II,  4. 

JURISDICTION : 

I.  Generally,  p.  1377. 

II.  Appeals ;  Filing  and  Limitations,  p.  1377. 

III.  Bankruptcy,  p.  1378. 

IV.  Determination,  Notice,  and  Assessment : 

(1)  Generally,  p.  1378. 

(2)  Correct  Deficiency,  p.  1378. 

V.  Abatement  Claims,  p.  1378. 

VI.  Credit  or  Refund,  p.  1379. 

I.  Generally. 

1.  Administrative  Policy ;  Commissioner ;  Review  by  Board.  Alleged 

error  of  Commissioner  in  not  stating  details  of  deficiency  in  letter  but 
incorporating  them  by  reference  to  prior  communications,  involves  a 
question  of  administrative  policy  which  will  not  be  considered  by  Board. 
Levine  Bros.  Co _ 

2.  Id.  Motives  or  Legality  of  Action.  Board  has  no  jurisdiction  to 

inquire  into  motives  of  Commissioner  in  making  assessment  or  into 
alleged  illegal  conduct  of  his  subordinates  in  levying  or  enforcing  it, 
notwithstanding  United  States  is  not  suable  in  tort.  H.  F.  Kerr _ 

3.  Id.  If  deficiency  is  found  to  be  valid,  Board  has  no  jurisdiction  to 
grant  relief  therefrom  merely  because  conduct  of  Commissioner’s  agents 
in  levying  or  enforcing  assessment  may  not  be  approved.  Id. 

II.  Appeals  ;  Filing  and  Limitations. 

Sixty-Day  Limitation.  Board  has  no  jurisdiction  where  petition  was 
not  filed  within  60  days  after  mailing  of  notice  of  deficiency.  J.  W. 
Teasdale  &  Co _ 
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III.  Bankruptcy. 

1.  Sec.  282  ( a ),  Act  1926;  Construction.  Sec.  282  (a),  Act  1926, 

applies  to  proceedings  arising  under  Act  1924  only  in  so  far  as  such 
proceedings  arise  under  appeals  from  jeopardy  assessments,  and  has  no 
application  to  appeals  from  determinations  of  deficiencies.  Plains  Buy¬ 
ing  &  Selling  Assn _  1147 

2.  Effect  on  Jurisdiction.  In  cases  of  determinations  of  deficiencies 
pursuant  to  sec.  274  (a),  Act  1924,  the  Board  has  jurisdiction  under  sec. 

283  (b),  Act  1926,  whether  petition  was  filed  prior  or  subsequent  to 
adjudication  of  bankruptcy.  Id. 

3.  Id.  Under  sec.  282  (a),  Act  1926,  Board  has  no  jurisdiction  of 
appeal  under  sec.  279  (b),  Act  1924,  to  review  decision  on  claim  in  abate¬ 
ment,  if  petitioner  has  been  adjudicated  a  bankrupt  prior  to  filing  of 
petition ;  but  if  the  petition  is  filed  prior  to  adjudication  of  bankruptcy, 
the  Board  has  jurisdiction  and  its  jurisdiction  is  concurrent  with  that 
of  the  bankruptcy  court.  Id. 

TV.  Determination,  Notice,  and  Assessment. 

(1)  Generally. 

1.  Determination  of  Deficiency.  Where  taxpayer  filed  original  return 
showing  tax  in  a  certain  amount  to  be  due  and  Commissioner  assessed 
tax  in  that  amount,  held,  there  was  no  determination  of  a  deficiency, 
notwithstanding  taxpayer’s  claim  in  abatement  was  subsequently  allowed 

in  part  and  rejected  in  part.  American  Ironing  Machine  Co _  833 

2.  Id.  Where  taxpayer  filed  return  showing  tax  in  a  certain  amount 

to  be  due  and  thereafter  filed  amended  return  showing  tax  to  be  due  in 
excess  of  amounts  shown  in  original  return,  held,  determination  of  defi¬ 
ciency  in  amount  of  such  excess  constituted  the  determination  of  a  de¬ 
ficiency.  E.  L.  Harris -  1026 

3.  Id.  Taxpayer  filed  a  return  showing  tax  in  a  certain  amount  to  be 
due,  accompanied  by  application  for  special  assessment,  and  thereafter 
filed  a  claim  in  abatement  pending  decision  on  application  for  special 
assessment ;  Commissioner  granted  special  assessment  and,  as  a  result, 
after  recomputing  tax,  allowed  claim  in  abatement  in  part.  Held,  there 

was  no  determination  of  a  deficiency.  Fort  Pitt  Spring  &  Mfg.  Co _  1106 

4.  Id.  Quaere:  Whether  application  for  special  assessment  filed  with 
original  return  was  a  protest  denying  taxpayer’s  liability  for  tax  or  part 
of  tax  shown  on  original  return?  Id. 

(2)  Correct  Deficiency. 

5.  Overassessment ;  Deficiency  Not  Determined;  Sec.  2V}.  ( g )  Act  1926. 

Under  sec  274  (g),  Act  1926,  Board  has  no  jurisdiction  to  review  deter¬ 
mination  for  year  in  which  no  deficiency  has  been  found  but  in  which 


overassessment  has  been  determined.  Max  Schott _  79 

Florence  M.  Smith _ 229 

Donaghey  Real  Estate  &  Constr.  Co _  776 

C.  Willenlorg  &  Co _  788 

Dalriada  Realty  Co _  905 

Terrace  Drive  Co _  1161 

E.  F.  Cremin _  1164 

T.  O.  Cremin _  1169 

6.  Id.  Deficiency  Determined.  Under  Act  1926,  Board  has  jurisdiction 
to  determine  overpayment  of  tax  in  respect  of  year  for  which  a  deficiency 
has  been  determined,  irrespective  of  whether  proceeding  was  filed  with 
Board  before  or  after  passage  of  that  Act.  Dickerman  &  Englis,  Inc _  633 

V.  Abatement  Claims.  See  III,  3 ;  IV,  1,  3,  supra. 

1.  Determination  Subsequent  to  Act  1921}.  Under  Acts  1924,  1926, 

Board  has  jurisdiction  of  appeal  from  final  determination,  made  subse¬ 


quent  to  Act  1924,  denying  claim  for  abatement  of  taxes  assessed  prior 


to  date  of  1924  Act.  Max  Schott _ _ _  79 

Florence  M.  Smith _  229 

Nice  Ball  Bearing  Co _  484 

2.  Id.  Under  sec.  285  (f),  Act  1926,  Board  has  jurisdiction  where 
jeopardy  assessment  was  made  in  February,  1924,  and  claim  in  abatement, 
duly  filed  and  considered,  was  finally  rejected  in  March,  1925.  William 
A.  Slater  Mills _  971 
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VI.  Credit  or  Refund. 

Overassessment.  See  IV,  5,  6,  supra. 

Limitations ._  While,  under  Act  1926,  Board  has  jurisdiction  to  deter¬ 
mine  amount  of  overpayment  of  tax  for  year  in  wh  ch  a  deficiency  has 
been  found  by  Commissioner,  it  has  no  jurisdiction  to  determine  whether 
overpayment  should  be  credited  or  refunded,  or  whether  credit  or  refund 


is  barred  by  limitations.  Dickerman  &  Englis,  Inc _  633 

Lester  H.  Cranston _  993 

KANSAS.  See  Dividends,  I,  5. 


LABOR.  See  Depreciation,  IV,  47 ;  Gain  or  Loss,  II,  42. 

LAND.  See  cross  references  under  Real  Estate. 

LANDLORD  AND  TENANT.  See  Bad  Debts,  I,  4 ;  III,  10 ;  Leases  and 
cross  references. 

LAUNDRIES.  See  Invested  Capital,  XI,  5,  7. 

LEASES.  See  Depletion,  2,  4,  5 ;  Depreciation,  II,  3 ;  III,  5-10 ;  IV,  23, 

24 ;  Expenses,  VII ;  Gain  or  Loss,  I,  18 ;  Indians,  5 ;  Invested  Capi¬ 
tal,  VIII ;  X,  5-8 ;  XII,  1 ;  Losses,  II,  5 ;  III,  5 ;  Personal  Service 
Corporations,  16;  Rent;  Taxes,  II,  2. 

Income;  Bonus  to  Lessor.  Amount  received  by  lessor,  not  as  rent,  but 
as  considerat'on  and  compensation  for  entering  into  a  lease,  is  income 
to  lessor  in  year  of  receipt.  Louis  Rothenberg _  666 

LEGACIES.  See  Estates  and  Trusts,  II,  2. 

LEGAL  REMEDIES.  See  Bad  Debts,  III,  7. 

LIBERTY  BONDS.  See  Estate  Tax,  II,  13. 

LICENSES.  See  Depreciation,  II,  4 ;  Invested  Capital,  XI,  8,  11. 

LIENS.  See  Gain  or  Loss,  I,  21. 

LIFE  ESTATE.  See  Estates  and  Trusts,  II,  1,  2 ;  III ;  Gain  or  Loss, 

I,  5. 

LIFE  INSURANCE.  See  Estate  Tax,  II  (2)  ;  Expenses,  III,  3. 

LIME,  FARM  LANDS.  See  Capital  Fxpenditures,  III,  6 ;  Deprecia¬ 
tion,  II,  2 ;  IV,  20. 

LIMITATION  ON  VALUE.  See  Invested  Capital,  IX,  8 ;  XI,  1 ;  XIV. 

LIMITATIONS.  See  Jurisdiction,  II,  VI. 

1.  Assessment.  Where  return  for  1916  was  filed  in  1917,  a  deficiency 
assessed  in  1924,  held  barred  by  statute  of  limitations.  Nice  Ball  Bearing 


Co _  484 

2.  Id.  Notice  of  Deficiency ;  Mailing  to  Erroneous  Address.  A  defi¬ 
ciency  letter  directed  and  mailed  to  taxpayer  at  an  erroneous  address  is 
not  a  notification  of  a  deficiency  within  the  statute.  Walter  G.  Morgan _ 1034 


3.  Id.  Where  a  deficiency  letter  is  returned  to  Commissioner  because 
of  an  erroneous  address  ana  is  thereafter  forwarded  to  collector  with 
instructions  to  ascertain  taxpayer’s  correct  address  and  make  delivery 
by  registered  mail,  such  letter  constitutes  a  statutory  notice  of  a  deficiency 
as  of  date  of  mailing  by  collector.  Id. 

4.  Id.  In  such  case,  the  statutory  notice  having  been  mailed  by  col¬ 
lector  more  than  5  years  after  return  had  been  filed,  held,  that  assess¬ 
ment  made  therein  was  barred  by  sec.  277  (a),  Act  1924.  Id. 

5.  Id.  Commencement  of  Limitation  Period;  Amended  Return.  Orig¬ 
inal  return  is  the  return  required  by  law  and  the  one  which  starts  tolling 


of  statute  and  there  is  no  statutory  authority  for  making  or  accepting  an 

amended  return.  E.  L.  Harris _  1026 

6.  Id.  Joint  Return.  Where  husband  files  joint  return  for  himself 
and  wife,  statute  of  limitations  begins  to  run  against  assessment  of 
deficiency  against  wife  on  day  when  joint  return  was  filed.  Mrs.  W.  A. 
Turner _  1006 
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7.  Id.  Tentative  Return.  Where  tentative  return  setting  forth  esti¬ 

mated  amount  of  tax  due  is  filed,  together  with  request  for  extension  of 
time  within  which  to  file  completed  return,  and  completed  return  is  subse¬ 
quently  filed,  period  of  limitations  commences  to  run  from  date  of  filing 
completed  return.  Boston  Hide  &  Leather  Co _  617 

LIQUIDATION.  See  Credits,  III,  3 ;  Dividends,  III ;  Gain  or  Loss,  II, 

8,  25,  26. 

LIQUORS.  See  Depreciation,  V,  2-4. 

LISTS  OF  CUSTOMERS.  See  Invested  Capital,  XI,  7. 

LITIGATION.  See  Gain  or  Loss,  I,  4 ;  Invested  Capital,  XI,  9. 

LOANS.  See  Bad  Debts,  III,  9;  V;  Interest,  5,  Invested  Capital,  II, 

2;  III ;  XVI,  4,  5. 

LOCAL  ASSESSMENT.  See  Estate  Tax,  II,  6 ;  Gain  or  Loss,  II,  11 ; 
Invested  Capital,  IV,  4. 

LONG-TERM  CONTRACTS.  See  Contracts,  1.  2. 

LOSSES: 

I.  Generally,  p.  1380. 

II.  Losses  Sustained  by  Corporations,  p.  1381. 

III.  Losses  Sustained  by  Individuals : 

(1)  Generally,  p.  1383. 

(2)  Trade,  p.  1383. 

(3)  Transactions  for  Profit,  p.  1383. 

See  Bad  Debts  ;  Capital  Transactions  ;  Estates  and  Trusts,  III,  2 ; 

Gain  or  Loss;  Inventories,  II,  5;  Invested  Capital,  V,  2;  XIII, 

1 ;  Net  Income,  6,  7 ;  Net  Losses. 

I.  Generally. 


1.  Bad  Debts  or  Losses.  Claims  for  deductions  as  losses  sustained 

may  not  be  made  in  respect  of  bad  debts.  Laurens  Hardware  Co _  287 

2.  Id.  Under  Act  1918,  losses  are  deductible  for  year  in  which  they 

occur  and  must  be  distinguished  from  bad  debts  which  are  deductible 
for  year  in  which  they  were  determined  to  have  become  worthless  and 
were  charged  off.  Emil  Stern _  89 

3.  Id.  Accounts  Receivable,  representing  charges  for  merchandise 

sold  on  credit,  are  deductible  as  bad  debts  in  year  in  which  they  are 
determined  to  be  worthless,  and  not  as  losses  in  year  of  sale.  Laurens 
Hardware  Co _  287 

4.  Id.  Seizure  by  Enemy  Government,  of  bonds  and  bank  deposits, 

does  not  give  rise  to  deduction  for  debts  ascertained  to  be  worthless ; 
deduction,  if  any,  is  allowable  as  for  a  loss  sustained  by  reason  of  the 
seizure.  Emil  Stern -  89 

5.  Year  of  Loss.  Losses  sustained  in  one  year  are  not  deductible 

from  gross  income  in  a  subsequent  year.  Humble  &  Gulf  Coast  Oil  Co _  328 

Dixie  Groves  &  Cattle  Co _  1274 

6.  Id.  Seizure  by  Enemy  Government.  Since  seizure  of  property 
by  enemy  government  devests  owner  of  all  title,  his  only  remedy  being 
through  provision  in  treaty  of  peace  for  return  of  his  property  or 
adequate  compensation,  owner  is  entitled  to  deduction  for  loss  in  year 

in  which  property  was  seized.  Emil  Stem, _  89 

7.  Accrual  of  Liability;  Contracts.  Liability  to  respond  in  damages 
for  breach  of  contract  held  not  deductible  in  year  of  breach  where 
liability  was  neither  acknowledged  nor  determined  until  subsequent  year. 

Empire  Printing  Box  Co _  203 

Nice  Ball  Bearing  Co _  484 

8.  Id.  Amount  paid  subsequent  to  tax  year  in  settlement  of  suit 

to  enforce  stockholders’  liability  held  not  deductible  in  tax  year.  Gopher 
Granite  Co _  1216 

9.  Id.  Damages;  Negligence.  Where  taxpayer  paid  compensation  to 

employee  after  tax  year  for  personal  injury  sustained  during  that  year, 
held,  amount  paid  was  deductible  in  year  of  payment,  irrespective  of 
whether  taxpayer  was  on  cash  or  accrual  basis,  since  there  was  no 
accrual  within  tax  year.  Humble  &  Gulf  Coast  Oil  Co -  328 
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10.  Id.  Trespass.  Amount  paid  after  tax  year  in  settlement  of  suit 
for  damages  for  mining  coal  on  land  of  another  held  not  deductible  in 
tax  year  where  liability  was  not  admitted  in  that  year.  Providence  Goal 
&  Mining  Go _  1179 


11.  Reserves;  Contingent  Liabilities.  Reserves  for  estimated  shrink¬ 

age  in  weight  of  cotton  shipped  abroad  held  not  deductible,  where  set 
up  without  knowledge  of  adjustments  which  would  have  to  be  made  with 
consignees  and  evidence  failed  to  disclose  that  cotton  had  been  weighed 
to  establish  existence  of  liability  before  close  of  tax  year.  Crescent 
Cotton  Co _  850 

12.  Id.  Fact  that  experience  of  taxpayer  enabled  it  to  approximate 
amounts  subsequently  allowed  is  insufficient  to  take  amounts  out  of  class 
of  estimates  for  future  undetermined  losses  and  put  them  into  class  of 
accruals.  Id. 

13.  Id.  Reserve  for  exchange  on  90-day  draft  drawn  on  customer  in 
tax  year  disallowed.  Id. 

14.  Id.  Claim  of  loss  from  hedging  operations  held  an  anticipated 
loss  rather  than  a  loss  actually  sustained,  and  reserve  therefor  disallowed 
as  a  deduction.  Id. 

II.  Losses  Sustained  by  Corporations. 

1.  Evidence  of  Loss;  Agency  of  Stockholdej'S.  Loss  arising  from  trans¬ 
action  entered  into  by  stockholders  of  corporation  held  not  deductible  by 
corporation,  where  evidence  was  so  conflicting  that  it  could  not  be 


determined  whether  stockholders  were  acting  as  agents  of  corporation 

or  in  their  individual  capacities.  Ricks-McCr eight  Lumber  Co _  727 

2.  Abandoned  Property;  Buildings;  Demolition.  Where  building  was 
remodeled  and  reconstructed,  difference  between  unextinguished  cost  and 
salvage  value  of  parts  utilized  in  new  construction  held  deductible.  First 
National  Bank  of  Goodland -  1174 


3.  Id.  Furniture.  Deduction  on  account  of  abandonment  of  furniture 
during  tax  year  disallowed  for  want  of  proof  of  cost,  1913  value,  or 
salvage  value  at  date  of  abandonment.  Id. 

4.  Id.  Machinery.  Where  changes  in  business  conditions  necessitated 

discontinuance  of  manufacture  of  taxpayer’s  product  and  abandonment  of 
machinery  used  therefor,  difference  between  cost  and  salvage  value  of 
machinery  held  deductible  in  year  of  abandonment.  Levine  Brothers  Co _  689 

5.  Id.  Oil  Leases.  Where  lease  of  oil  lands  provided  for  forfeiture  if 
drilling  was  not  commenced  within  specified  period,  and  for  extension  of 
time  for  drilling  upon  payment  by  lessee  of  additional  rentals,  cost  of 
lease  held  not  deductible  in  absence  of  evidence  as  to  additional  rentals 
paid  or  whether  lease  was  forfeited  or  abandoned.  Humble  &  Gulf  Coast 


Oil  Co _  328 

6.  Capital  Losses;  Buildings ;  Construction  by  Tenant.  Cost  of  build¬ 
ing  constructed  on  land  occupied  by  taxpayer  under  oral  agreement  with 
owner,  claimed  as  a  loss  on  ground  that  under  state  law  title  thereto 
vested  in  owner,  held  not  deductible  in  absence  of  evidence  as  to  nature  or 
terms  of  agreement  or  rights  of  taxpayer  thereunder.  Hart-Wood  Lumber 

Co _  1171 

7.  Id.  Stock.  Cost  of  stock  held  not  deductible  where  corporation  be¬ 
came  insolvent  and  discontinued  business  during  taxpayer’s  taxable  year, 
where  evidence  disclosed  that  assets  owned  by  it  had  not  been  sold  and 
final  liquidation  had  not  been  completed  within  that  year.  Royal  Packing 

Co _  55 

8.  Id.  Evidence  that  corporation  went  into  receivership  is  insufficient 

to  prove  worthlessness  of  its  stock,  and,  in  absence  of  other  evidence  as 
to  year  in  which  stock  became  worthless,  deduction  for  loss  will  be  denied. 
Williamson  Milling  Co _  814 

9.  Compromise ;  Composition  Agreement.  Amount  by  which  debt  was 
reduced  under  terms  of  composition  agreement  represents  a  loss  and  is 
deductible  in  year  in  which  agreement  was  entered  into.  Pacific  Novelty 

Co _  1017 
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10.  Id.  Damage  Suits.  Where  taxpayer  and  one  of  its  principal  stock¬ 

holders  were  named  as  co-defendants  in  a  damage  suit,  and  suit  was 
compromised  by  payment  made  by  stockholder,  held,  corporation  was  not 
entitled  to  deduction  for  loss  sustained  in  absence  of  evidence  that  it 
paid  the  amount  itself  or  reimbursed  its  stockholder.  Donaghey  Real 
Estate  d  Constr.  Go -  766. 

11.  Contracts;  Sevet'able  Contracts;  Completed  Contract  Basis  of  Ac¬ 

counting.  Construction  contracts  providing  for  performance  of  part  of 
work  for  fixed  sum  and  of  another  part  on  cost-plus  basis,  upon  which  ad¬ 
vances  were  made  separately  on  both  classes  of  work,  held,  in  light  of 
language  of  contracts  and  intent  of  parties,  to  be  severable  contracts  the 
losses  upon  which  were  deductible  in  accounting  period  within  which 
work  was  completed  on  each  contract.  Geo.  J.  Grant  Constr.  Co _  395- 

12.  Id.  Advances;  Insolvency.  Taxpayer  made  advances  to  vendee 

against  lumber  as  manufactured  and,  during  tax  year,  vendee  became 
insolvent  and  taxpayer  discovered  existence  of  shortage  in  lumber 
reported  as  having  been  manufactured  and  against  which  advances  had 
been  made.  Taxpayer  thereupon  took  possession  of  lumber  on  hand 
under  terms  of  its  contract.  Held,  that  difference  between  amount  of 
advances  and  value  of  lumber  taken  over  was  deductible  as  a  loss.  Cor¬ 
nelius  Lumber  Co _  2 la- 

13.  Id.  Indemnity  Bonds.  Payments  made  by  taxpayer  under  bonds 

executed  by  it  to  indemnify  surety  company  for  losses  on  bonds  given  by 
latter  to  assure  performance  of  contract  by  builder  to  whom  taxpayer 
sold  materials,  held  deductible  as  losses  sustained  in  year  of  payment. 
Hart-Wood  Lumber  Co _  1171 

14.  Id.  In  such  case,  the  builder  having  conveyed  property  to  tax¬ 
payer  unconditionally  to  reimburse  it  in  part  for  its  loss,  held  that  tax¬ 
payer’s  deduction  should  be  reduced  to  extent  of  admitted  market  value 
of  property  conveyed.  Id. 

15.  Destroyed  Property;  Dams;  Cost;  Carrying  Charges.  Interest 
paid  by  taxpayer  on  funds  borrowed  for  constructing  a  dam  may  not  be 
included  in  cost  of  dam  for  purpose  of  arriving  at  amount  deductible  as 

a  loss  upon  its  destruction.  Spring  Valley  Water  Co _  660 

16.  Id.  Mining  Equipment ;  Evidence  of  Cost.  Question  whether  loss 
of  mining  equipment  due  to  caving  in  of  mine  was  sustained  in  tax  year 
not  decided  for  want  of  evidence  as  to  cost  of  property  to  predecessor 
partnership  or  value  of  stock  issued  therefor  by  taxpayer  from  which 


amount  of  loss  could  be  determined.  Gh'anville  Coal  Co _  185 

17.  Id.  Fire ;  Year  of  Loss.  Loss  due  to  destruction  of  property  by 

fire  disallowed  for  lack  of  evidence  as  to  year  in  which  fire  occurred. 
Humble  d  Gulf  Coast  Oil  Co _  328 

18.  Id.  Deduction  for  loss  due  to  fire  is  allowable  in  year  in  which 

property  wras  destroyed,  though  amount  of  loss  wras  not  ascertained  until 
following  year.  Martin  Veneer  Co _ _  207 

19.  Id.  Cost,  Insurance,  and  Salvage.  Deduction  for  loss  due  to  fire 
disallowed  for  lack  of  evidence  as  to  cost  of  property,  insurance  received, 

or  salvage  realized,  if  any.  Humble  d  Gulf  Coast  Oil  Co _  328 


20.  Id.  Assets  Charged  to  Expense.  Difference  between  liquor  in 

tanning  vats  and  insurance  received  upon  its  destruction  by  fire  may  not 
be  deducted  as  a  loss,  w^here  cost  of  liquor  had  been  charged  to  expense 
and  wras  an  ordinary  and  necessary  business  expense  rather  than  a 
capital  expenditure.  T  ox  aw  ay  Tanning  Co _  371 

21.  Id.  Depreciated  cost  of  machinery  charged  to  expense  in  year  of 
purchase  held  deductible  in  year  of  total  destruction  by  fire.  Id. 

22.  Id.  Goods  Partially  Damaged  and  Manufactured  for  Sale  After 
Fire.  Where  loss  upon  hides  partly  damaged  by  fire  could  not  be 
determined  until  completion  of  manufacturing  process  and  sale  of  fin¬ 
ished  product,  loss  determined  on  basis  of  difference  between  original 
cost  and  amount  realized  on  final  sale,  less  manufacturing  cost.  Id. 

23.  Embezzlement.  Where  books  were  audited  and  audit  to  close  of . 

year  did  not  disclose  loss  resulting  from  embezzlement,  held  that  loss 
W’as  deductible  in  following  year  w’hen  it  wras  first  discovered.  National 
Sash  d  Door  Co _ 
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24.  Affiliated  Corporations:  Operating  Losses.  Advances  made  by  one 
member  of  an  affiliated  group  to  another  to  cover  latter’s  operating  loss 
may  not  be  deducted  as  losses  in  computing  net  income  of  lending  com¬ 
pany,  since  in  arriving  at  consolidated  net  income  the  group  receives 
benefit  of  operating  losses  sustained  by  any  of  its  members.  Gould 
Coupler  Co _  499 

III.  Losses  Sustained  by  Individuals. 

(1)  Generally. 

1.  Salary  earned  and  credited  to  taxpayer  and  on  which  he  paid  tax 

in  prior  year  held  not  deductible  as  a  loss  in  subsequent  year  when  right 
thereto  was  relinquished,  it  appearing  that  he  was  otherwise  compensated 
through  payment  of  his  share  of  partnership  debts.  John  E.  Frymier _  758 

(2)  Trade. 

2.  Embezzlement.  Where  business  was  operated  at  a  loss  during  tax 
year  and  during  that  year  and  preceding  years  losses  were  sustained 
through  embezzlement  and  evidence  disclosed  that  business  was  con¬ 
ducted  at  a  loss  before  embezzlements  occurred,  held,  entire  loss  during 


tax  year  may  not  be  attributed  to  the  embezzlement  and  deduction  on 
account  of  embezzlement  should  be  limited  to  amount  proven  to  have 
been  embezzled  during  tax  year.  J.  A.  Bentley _  314 

(3)  Transactions  for  Profit. 

3.  Capital  Losses;  Evidence  of  Loss.  Deduction  for  alleged  loss  arising 
from  investment  in  cooperative  loan  association  denied  for  failure  of 
proof  of  loss.  Arthur  A.  Cocke _  606 


4.  Id.  Contracts;  Surrender  Value.  Loss  sustained  by  reason  of  sur¬ 
render  of  contracts  having  a  cash  surrender  value  held  not  determinable 
for  want  of  evidence  as  to  time  or  manner  of  surrender  or  cost  of  con¬ 
tracts  and  amount  realized  thereon.  Id. 

5.  Id.  Royalty  Interest ;  Oil  Lease.  Cost  of  royalty  interest  in  oil 
lease  held  deductible  in  year  in  which  production  had  been  discontinued 

and  lease  had  been  abandoned  by  operator  as  worthless.  B.  G.  Adams _  113 

6.  Id.  Stock;  Cost.  Where  taxpayer  purchased  stock  and  disposed  of 

some  of  shares  by  gift  to  others,  and  it  was  established  that  stock  had 
become  worthless  during  tax  year,  held,  that  amount  of  loss  could  not 
be  determined  in  absence  of  evidence  of  actual  cost  or  of  number  of 
shares  disposed  of  by  gift.  Edgar  P.  Haney _  1039 

7.  Id.  Testimony  of  taxpayer  that  he  paid  at  least  par  for  stock  is 
too  indefinite  to  establish  cost.  Id. 

8.  Id.  Evidence  of  Worthlessness.  Where  evidence  failed  to  show  that 
stock  became  worthless  in  tax  year  but,  on  the  contrary,  showed  that  cor¬ 


poration  during  that  year  was  a  going  concern  and  transacted  its 
usual  amount  of  business,  cost  of  stock  may  not  be  deducted  as  a  loss. 
Thomas  Barrett,  Jr _  989 

9.  Id.  Cost  of  stock  and  amount  of  assessments  thereon  allowed  as 

deduction  in  year  in  which  corporation’s  assets  were  exhausted  and  stock 
became  worthless.  M.  H.  M osier _  674 

10.  Farms.  Loss  sustained  in  farming  operations  disallowed  in  ab¬ 

sence  of  evidence  showing  source  of  income  and  whether  expenditures 
were  in  fact  ordinary  and  necessary  expenses  or  disbursements  for  im¬ 
provements  and  betterments.  James  H.  Persons _  716 

11.  Id.  Upon  evidence  as  to  sources  of  income,  losses  sustained,  and 

extent  to  which  taxpayer  was  engaged  in  other  enterprises,  held  that 
stock  breeding  and  truck  farm  was  not  operated  for  profit.  Reginald  C. 
Vanderbilt _  1055 


LOST  RECORDS.  See  Evidence,  III,  1. 

LOUISIANA.  See  Estate  Tax,  III,  3 ;  Partners,  II,  2. 

MACHINERY.  See  Capital  Expenditures,  II,  1 ;  Depreciation,  III,  15 : 
IV,  2,  25-36,  38,  47 ;  Gain  or  Loss,  II,  44 ;  Losses,  II,  4,  21. 
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MAGAZINES.  See  Expenses,  III,  4.  Page. 

MAILS.  See  Limitations,  2-4. 

MAINTENANCE.  See  Capital  Expenditures,  III ;  Invested  Capital, 

VII,  3. 

MARCH  1,  1913 : 

Value.  See  Depletion,  1,  2,  4,  5 ;  Depreciation,  III,  1,  5,  7,  12,  13,  15, 

17 ;  Gain  or  Loss,  II,  1-7,  38-61 ;  Losses,  II,  3. 

Earnings  accumulated  before  or  after  Mar.  1,  1913.  See  Dividends,  II, 

6,  7. 

MARKET  VALUE.  See  Bad  Debts,  I,  8 ;  Depletion  ;  Depreciation,  III, 

IV ;  Dividends,  III,  1,  2 ;  Estate  Tax,  II ;  Gain  or  Loss  ;  Inventories, 

II ;  Invested  Capital  ;  Losses  ;  Patents. 

MARRIED  PERSONS.  See  Husband  and  Wife  and  cross  references. 

MARYLAND.  See  Estate  Tax,  II,  18. 

MASSACHUSETTS.  See  Taxes,  III. 

MECHANICAL  INSTITUTE  OF  FREELAND.  See  Contributions,  1. 
MERCHANDISE.  See  Inventories. 

Containers.  See  Expenses,  II,  5. 

METHODS  OF  ACCOUNTING.  See  Accounting,  I. 

MICHIGAN.  See  Estate  Tax,  II,  19. 

MILLING  PLANT.  See  Capital  Expenditures,  III,  5. 

MINES  AND  MINING.  See  Amortization,  3 ;  Capital  Expenditures, 

II,  1 ;  Depletion,  1-5 ;  Expenses,  II,  6 ;  Gain  or  Loss,  I,  23 ;  II,  27 ; 
Indians,  4;  Invested  Capital,  VIII,  2;  Losses,  I,  10;  II,  16;  Rent,  2. 

MINORS.  See  Credits,  II,  2 ;  Partners,  II,  2. 

MISSOURI.  See  Estate  Tax,  II,  20. 

MISTAKE.  See  Affiliations,  IV ;  Penalties,  2-4. 

MORTGAGES.  See  Gain  or  Loss,  II,  18,  31 ;  Installment  Sales,  1. 

MUNICIPALITIES : 

Bonds.  See  Inventories,  V. 

Employees.  See  Exemptions,  2,  3. 

Taxes.  See  Invested  Capital,  IV,  4. 

NATIONAL  PROHIBITION  LAW.  See  Depreciation,  V,  2-4;  Gain  or 
Loss,  II,  26. 

NEGLIGENCE.  See  Losses,  I,  9 ;  Penalties,  3. 

NET  ESTATE.  See  Estate  Tax,  III. 

NET  INCOME.  See  Accounting  ;  Credits,  I,  1 ;  Net  Losses  ;  Rates. 

Gross  sales.  See  8,  infra ;  Compensation,  7. 

Pre-war  net  income.  See  Excess  Profits-  Tax,  7 ;  Invested  Capital, 

XV,  13. 

Separate  businesses.  See  Accounting,  II,  1,  2 ;  Excess  Profits  Tax, 

1-3. 

For  other  items  of  income  and  deductions  in  computing  net  income,  see 
particular  titles. 

1.  Bank  Deposits.  In  computing  net  income  on  basis  of  bank  deposits, 

deposits  which  are  clearly  shown  to  represent  capital  paid  in  to  business 
should  be  excluded.  James  Pantazas _  975 

2.  Id.  Testimony  to  effect  that  checks  cashed  for  accommodation  had 
been  returned  for  lack  of  funds,  unaccompanied  by  evidence  as  to  amount 
of  such  checks,  held  insufficient  to  support  claim  for  reduction  of  net  in¬ 
come  computed  on  basis  of  bank  deposits.  Id. 
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NET  INCOME — Continued.  Pag*. 

3.  Id.  Inclusion  in  income  of  bank  deposits  representing  moneys  re¬ 
ceived  by  taxpayer  on  bebalf  of  others  will  not  be  disturbed  in  absence 
of  evidence  from  which  amount  of  moneys  so  received  may  be  determined. 

Edgar  P.  Haney _  1039 

4.  Consolidated  Net  Income.  Where  two  corporations  are  affiliated, 

consolidated  net  income  should  be  computed  as  for  one  corporation.  II.  S. 
Crocker  Co _  537 

5.  Id.  Intercompany  Obligations  should  be  disregarded  in  computing 

consolidated  net  income.  Gould  Coupler  Co -  499 

Buffalo  Forge  Co -  947 

6.  Id.  Operating  Losses  sustained  by  a  member  of  an  affiliated  group 
during  period  of  affiliation  should  be  deducted  in  computing  consolidated 

net  income.  Gould  Coupler  Co -  499 


7.  Deficits;  Prior  Years.  A  corporation  is  taxable  on  its  net  income 
computed  on  basis  of  gross  income  for  annual  accounting  period  less  de¬ 
ductions  authorized  by  law,  notwithstanding  net  income  for  tax  year  is 
insufficient  in  amount  to  offset  a  deficit  existing  at  beginning  of  that  year. 


Long  Beach  Improvement  Co _  590 

8.  Gross  Sales.  Computation  of  net  income  on  basis  of  18%  of  gross 
sales  approved  where  testimony  in  support  of  smaller  percentage  of  profit 
was  based  on  estimates  rather  than  known  facts.  M.  Cohen _  240- 

NET  LOSSES: 

1.  Act  1918.  Purpose  of  sec.  204  (b),  Act  1918,  was  to  afford  relief  to 


taxpayers  suffering  losses  during  period  mentioned  therein  by  deducting: 
such  losses  from  net  income  of  1918,  in  which  year  profits  and  taxes- 
were  high,  and.  if  net  income  of  that  year  was  insufficient  to  absorb  the- 
loss,  by  deducting  balance  of  loss  from  net  income  of  1920  when  business 


again  became  normal.  Norfolk  Knitting  Mills  Corp _  792 

2.  Evidence.  Finding  made  as  to  amount  of  net  loss  sustained  in  1921. 

Braly-Ferguson  Gin  Co _  1299 

3.  Regular  Business.  Net  loss  sustained  by  individual  in  1921,  as  a 

result  of  liquidation  of  corporation  in  which  he  had  purchased  stock  as 
an  investment  and  to  which  he  had  made  occasional  loans,  is  not  a  net 
loss  from  operation  of  trade  or  business  regularly  carried  on  by  tax¬ 
payer,  within  sec.  204,  Act  1921.  Wm.  J.  Robb _  827 


4.  Id.  Deductions  allowable  under  sec.  214  (a),  Act  1921,  but  not  con¬ 
nected  with  a  trade  or  business  regularly  carried  on  by  taxpayer  and  not 
specially  considered  in  method  of  calculation  of  net  loss,  as  set  out  in 


sec.  204  (a),  must  be  subtracted  from  total  deductions  allowed  under 
sec.  214  (a)  before  calculation  is  made,  so  that  result  of  calculation  will 
be  the  net  loss  defined  in  sec.  204  (a).  H.  J.  Schlesinger _  943 

5.  Credits;  Corporations ;  Sec.  236  (b),  Act  1921.  In  determining 
whether  net  income  for  1922  is  less  than  $25,000  and  whether  credit  of 
$2,000  under  Act  1921,  sec.  236  (b),  is  to  be  allowed,  net  loss  referred  to 

in  sec.  204  (b)  may  not  be  deducted.  Chicago  Nut  Co _  614 

6.  Fractional  Periods;  Evidence.  In  order  to  be  entitled  to  deduct  net 

loss  sustained  during  fractional  part  of  year,  taxpayer  must  show  that 
fractional  year  included  all  the  time  from  its  beginning  in  business  as  a 
corporation  until  end  of  taxable  period.  Crown  Motor  Carriage  Co _  104 

7.  Id.  Year  1919.  Corporation  which  was  organized  in  1919  and  was 

in  existence  during  part  only  of  that  year,  may  not  deduct  net  loss  sus¬ 
tained  during  that  period  from  net  income  of  1920.  Stimpson  Computing 
Scale  Co _  669- 

8.  Id.  Fiscal  Year  1922.  Net  loss  sustained  during  taxpayer’s  first 

fiscal  period  ending  in  1922,  comprising  less  than  12  months,  held  de¬ 
ductible  from  net  income  for  succeeding  fiscal  period.  Durabilt  Steel 
Locker  Co _ _ _ : _  239 


9.  Id.  Separate  Returns;  Short  Periods;  Allocation  of  Net  Loss  for 
1919.  Where  separate  returns  (one  for  first  six  months  of  1918  and  one 
for  last  six  months  of  1918)  were  made  in  accordance  with  law  and 
taxpayer’s  accounting  methods,  net  loss  for  calendar  year  1919  should  be 
credited  first  against  net  income  of  last  six  months  of  1918  and  balance, 
if  any,  should  be  credited  against  net  income  of  first  six  months  of  1918. 
Norfolk  Knitting  Mills  Corp _  792' 
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NEW  YORE  See  Estate  Tax,  II,  21. 

NEWSPAPERS.  See  Gain  ok  Loss,  II,  28. 

NONRESIDENTS.  See  Aliens  ;  Foreign  Corporations. 

NORMAL  TAX.  See  Dividends,  I,  1 ;  Rates,  1. 

NOTES.  See  Bad  Debts,  I,  8 ;  II,  1 ;  Estate  Tax,  II,  -1 ;  Excess  Profits 
Tax,  B  ;  Gain  or  Loss,  I,  26 ;  II,  9,  29-31 ;  Invested  Capital,  III.  2,  3 ; 
X,  9 ;  XVI,  1,  3,  6. 

NOTICE.  See  Jurisdiction  ;  Limitations,  2  -4. 

OBSOLESCENCE.  See  Depreciation,  V. 

OFFERS.  See  Depreciation,  III,  6;  Gain  or  Loss,  II,  25. 

OFFICE  BUILDINGS.  See  Depreciation,  IV,  18 ;  Excess  Profits  Tax, 
2 ;  Invested  Capital,  IV,  4 ;  Personal  Service  Corporations,  16. 

OFFICE  EQUIPMENT.  See  Depreciation,  IV,  37. 

OFFICERS : 

Attorney  General.  See  Administrative  Decisions,  1. 

Commissioner  of  Internal  Revenue.  See  Administrative  Decisions, 
2-10. 

Corporations.  See  Affiliations  ;  Corporations,  I ;  Penalties,  3 : 
Personal  Service  Corporations. 

Id.  Compensation.  See  Compensation,  1-5,  9,  10 ;  Expenses,  I ;  III, 
1 ;  IV  (2)  ;  Gain  or  Loss,  II,  60;  Invested  Capital,  XV,  14. 

Id.  Withdrawals.  See  Invested  CapitxAl,  XVI,  2—4. 

State  and  municipal  officers.  See  Exemptions. 

OFFSET.  See  Invested  Capital,  V,  2 ;  Net  Income,  7. 

OIL  AND  OIL  LANDS.  See  Depletion,  6;  Depreciation,  IV,  38;  Gain 
or  Loss,  I,  IS ;  Losses,  II,  5 ;  III,  5. 

OPERATING  LOSSES.  See  Invested  Capital,  V,  2;  Losses,  II,  24; 
Net  Income,  6,  7. 

OPINION.  See  Bad  Debts,  III,  S ;  Evidence,  IV. 

OPTIONS.  See  Estate  Tax,  II,  7,  10;  Gain  or  Loss,  I,  19. 

ORCHARDS.  See  Depreciation,  III,  11;  IV,  30,  31,  39-41;  Gain  or 
Loss,  II,  64. 

OSAGE  TRIBE.  See  Indians,  4,  5. 

OVERASSESSMENT.  See  Jurisdiction,  IV,  5. 

OVERPAYMENT.  See  Jurisdiction,  IV,  6;  VI. 

OVERTIME  OPERATION.  See  Depreciation,  IV,  47. 

Px4.ID-IN  SURPLUS.  See  Invested  Capital,  XVI. 

PAR  VALUE.  See  Depletion,  3 ;  Dividends,  III,  1 ;  Gain  or  Loss,  II, 
13 ;  Invested  Capital,  X,  2 ;  Losses,  III,  7. 

PARKS.  See  Contributions,  3. 

PARTNERS : 

I.  Generally,  p.  1387. 

II.  Income,  p.  1387. 

III.  Credit  or  Refund,  p.  1387. 

See  Expenses,  III,  7;  Gain  or  Loss,  I.  12;  II,  38;  Invested  Capital, 
I,  3;  Losses,  III.  1;  Penalties,  6;  Rates,  2;  Returns,  III  (2). 
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PARTNERS — Continued. 

I.  Generally. 

1.  Existence  of  Partnership.  Oral  agreement  between  taxpayer  and 

relatives  that  they  shall  have  a  specified  interest  in  profits  of  business 
owned  by  taxpayer,  held  insufficient  to  establish  relationship  of  partners, 
where  there  was  no  agreement  as  to  sharing  of  losses  and  relatives  con¬ 
tributed  no  money  or  services,  except  one  who  continued  to  render  similar 
service  to  that  performed  as  an  employee  before  agreement  was  made. 
Julius  Goldenberg - 

2.  Id.  Oral  agreement  between  father  and  sons,  together  with  evidence 

as  to  contributions  of  personal  property,  services  rendered,  disposition  of 
profits,  and  method  of  reporting  income,  held  to  establish  existence  of 
common-law  partnership.  Nancy  J.  Ryman _ 

3.  Id.  Where  taxpayer  invested  no  capital  in  business  and  rendered 

services  under  oral  agreement  providing  for  payment  of  specified  salary 
plus  percentage  of  cash  profits,  held,  taxpayer  was  not  a  member  of  part¬ 
nership.  C.  J.  W.  Ottolander - _ - 

4.  Id.  Testimony  of  taxpayer  and  his  witnesses  held  too  vague,  in¬ 

definite,  and  contradictory  to  support  finding  of  existence  of  partnership 
during  tax  year.  James  H.  Persons _ 

5.  Co-ownership  of  Vessel  does  not  constitute  a  partnership.  Ferry 

Market,  Inc _ 

6.  Corporation  or  Partnership.  Where  corporation  was  organized  to 
take  over  hotel  operated  by  partnership,  but  it  never  issued  any  stock  and 
did  not  acquire  the  hotel  property  or  operate  it  as  owner  or  lessee,  Iteld, 
that  gains  or  losses  from  operation  of  hotel  were  those  of  partnership. 

J.  A.  Bentley _ 

II.  Income. 

1.  Distributive  Shares;  Disposition  After  Receipt.  A  partner  having 

both  legal  and  equitable  title  to  partnership  profits  is  taxable  thereon 
and  his  tax  liability  is  not  affected  by  disposition  made  of  them  after 
receipt.  Hudson  M.  Knapp _ 

2.  Id.  Receipt  as  Fiduciary;  Evidence.  Under  Louisiana  law  a  hus¬ 
band’s  interest  in  a  partnership  was  community  property,  and,  after  wife 
had  died  intestate,  husband  stated  to  his  copartners  that  it  was  his 
desire  that  half  of  his  share  of  profits  should  go  to  minor  children.  No 
entries  were  made  on  partnership  books  evidencing  a  change  in  interests 
of  partners  or  reflecting  profits  as  belonging  to  minor  children.  Held, 
statements  made  by  husband  to  copartners  were  insufficient  to  establish 
a  renunciation  by  him  of  right  of  usufruct  in  part  of  profits  so  as  to 
constitute  him  a  fiduciary  under  state  law,  and  husband  was  taxable 
upon  entire  distributive  share  of  profits.  Id. 

3.  Stipulation.  Amount  of  taxpayer’s  distributive  share  of  income 

of  partnership  determined  pursuant  to  stipulation.  Stuart  W.  Webb _ 

III.  Credit  or  Refund. 

Credit  of  25%  ;  Tit.  XII,  Act  192If.  The  25%  reduction  provided  by  Tit. 
XII,  Act  1924,  is  applicable  literally  to  the  tax  payable  in  1924  shown  on 
return  for  1923,  and  does  not  reduce  the  1924  tax  payable  in  1925  of  a 
partner  whose  1924  taxable  income  is  made  up  in  part  of  share  of 

partnership  income  for  a  fiscal  year  beginning  in  1923.  Charles  Colip _ 

Isaac  Brooks _ 

M.  J.  Brooks _ 

Morris  Shaper o _ 

H.  D.  Hoffman _ 

Boyez  Dansard _ 

Charles  B.  Rose _ 

Willis  Baldwin _ 

Thornton  Dixon _ 

Zalmon  G.  Simmons _ 

Charles  L.  Woody _ 

C.  A.  Weaver _ 

George  Hoke _ 
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PATENTS.  See  Depreciation,  II,  4;  III.  12-14; 
Loss,  II,  32,  42,  43;  Invested  Capital,  IV,  3; 
XII,  2. 


IV.  42.  43 ;  Gain  or 
IX,  7-9;  XI,  8-17; 


Pag#. 


Value.  Applications  for  patents  are  property  and  are  subject  to 


valuation.  Individual  Towel  &  Cabinet  Service  Co _  158 

Commercial  Truck  Co _  002 


PATENT  LICENSES.  See  Depreciation,  II,  4 ;  Invested  Capital,  XI, 

8,  11. 

PAYMENT.  See  Accounting,  II  (2);  Affiliations,  IV;  Bad  Debts; 
Compensation;  Contracts,  4;  Credits,  I.  2.  3:  Credit  or  Refund; 
Dividends;  Expenses;  Installment  Sales;  Interest;  Invested  Capi¬ 
tal;  Jurisdiction,  IV,  6;  VI;  Losses;  Rent,  1;  Taxes. 

PEACE  ORGANIZATIONS.  See  Contributions,  2. 

PENALTIES  : 


1.  Imposition ;  Statutory  Requirements.  Penalty  provided  by  Act  1921, 

sec.  250  (e),  may  not  be  imposed  until  provisions  of  law  have  been 
strictly  complied  with  and  a  legal  demand  has  been  made.  II.  F.  Kerr __  1073 

2.  Fraudulent  Return.  Where  conditions  giving  rise  to  assertion  of 

penalty  under  sec.  250  (b),  Act  1918,  are  shown  by  evidence  to  have  been 
due  to  lax  bookkeeping  methods  rather  than  intent  to  evade  tax,  penalty 
assessed  will  be  abated.  Williamson  Milling  Co _  814 

3.  Id.  Where  corporate  .officers  signing  incorrect  return  were  unaware 

of  error  and  innocent  of  fraud  in  verifying  return,  corporation  will  not 
be  subjected  to  penalty  for  filing  fraudulent  return,  notwithstanding 
officers  may  have  been  negligent  in  not  detecting  errors.  Excelsior  Motor 
Mfg.  &  Supply  Co -  582 

4.  Id.  Where  returns  are  found  to  be  erroneous  but  there  is  no  evi¬ 
dence  to  show  that  they  were  fraudulently  made  with  intent  to  evade 

tax,  penalty  for  fraud  will  not  be  imposed.  A.  R.  Swartz  &  Co _  264 


5.  Id.  Testimony  of  revenue  agent  in  support  of  claim  of  fraud  held 
overcome  where  evidence  disclosed  that  alleged  overstatement  of  pur¬ 
chases  was  predicated  upon  facts  shown  by  an  audit  of  taxpayer’s  books 
rather  than  by  books  themselves  and  witne  s,  upon  being  confronted  with 
books,  admitted  that  sales  were  not  understated  and  were  correctly 
reported  in  return.  Id. 

6.  Id.  Where  evidence  as  to  existence  of  alleged  ‘partnership  was 
vague  and  indefinite  and  indicated  merely  a  scheme  by  which  taxpayer 


sought  to  evade  tax,  imposition  of  penalfy  held  proper.  James  H. 
Persons _  716 

7.  Id.  Where  transfer  of  stock  was  found  not  to  be  a  bona  fide  vale 
made  for  purpose  of  claiming  a  deductible  loss  but  a  pretended  sale  to 

evade  tax,  imposition  of  penalty  held  proper.  Lincoln  L.  McCandless _  1114 

John  A.  McCandless _ _ _  1120 

8.  Id.  Where  transfer  of  stock  by  husband  to  wife  was  found  to  have 
been  a  bona  fide  transfer,  held  that  return  of  husband  which  did  not 
include  proceeds  of  subsequent  sale  was  not  fraudulent.  Earl  O.  Johnson-  253 


PENDING  APPEALS.  See  Jurisdiction.  Ill,  2,  3. 
PENNSYLVANIA.  See  Estate  Tax,  II,  22. 
PENSION  FUND: 


Employees.  See  Estates  and  Trusts,  I,  3 ;  Expenses,  V,  2. 

PERIODS  OF  ACCOUNTING.  See  Accounting,  II;  Net  Losses;  Re¬ 
turns,  II,  1 ;  III,  4. 

PERSONAL  EXPENSES.  See  Expenses.  III. 

PERSONAL  INJURY.  See  Losses,  I,  9. 

PERSONAL  SERVICES.  See  Compensation  and  cross  references; 
Personal  Service  Corporations. 
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PERSONAL  SERVICE  CORPORATIONS:  Page. 

1.  Definition.  Requirements  necessary  to  personal  service  classifica¬ 
tions  are:  (1)  income  must  be  ascribed  primarily  to  activities  of  prin¬ 
cipal  owners  or  stockholders;  (2)  such  owners  or  stockholders  must  be 


regularly  engaged  in  active  conduct  of  business;  and  (3)  capital  (in¬ 
vested  or  borrowed)  must  not  be  a  material  income-producing  factor. 

New  Orleans  Shipwright  Co _  458 

Home  Insurance  Agency _  1020 

2.  Id.  Failure  to  meet  any  one  of  statutory  requirements  is  fatal  to 

claim  for  personal  service  classification.  New  Orleans  Shipwright  Co _  458 

Home  Insurance  Agency _ , _  1020 

North  American  Ry.  Constr.  Co _  1260 

3.  Capital.  Where  income  is  derived  from  use  of  capital,  it  is  im¬ 
material  whether  income  is  produced  from  use  of  capital  in  business  in 
which  taxpayer  is  primarily  engaged  or  from  investments  or  from  sales 

of  assets.  Seaboard  Mills,  Inc _  575 

4.  Services  of  Stockholders.  In  providing  that  stockholders  must  be 
primary  factors  of  income  production,  the  statute  means  something  more 
than  that  business  should  be  capably  managed  by  its  executive  officers. 

North  American  Ry.  Constr.  Co _  1260 

5.  Id.  Classification  denied  where  ability  and  judgment  of  principal 

stockholders  were  contributing  factors  in  producing  income  but  evidence 
as  to  activities  was  insufficient  to  support  finding  that  '3iey  were  actively 
engaged  in  conduct  of  business.  New  Orleans  Shipwright  Co _  458 

6.  Id.  Classification  will  be  denied  where  stockholders  who  render 
no  personal  services  hold  a  substantial  part  of  total  outstanding  stock — 

in  this  case,  35%  and  49%.  Home  Insurance  Agency _  1020 


7.  Personal  Service  Income ;  Sec.  303,  Act  1918;  Separate  Business. 
Operation  of  automobile  insurance  agency  and  financing  of  purchases  of 
automobiles  upon  which  insurance  was  written  partly  with  taxpayer’s 
own  funds  and  partly  with  funds  of  a  trust  company,  held  not  to  consti¬ 
tute  separate  branches  of  business  entitling  taxpayer  to  computation  of 

tax  under  sec.  303,  Act  191S.  C.  Trevor  Dunham,  Inc _  344 

8.  Id.  Selling  caskets  and  other  undertakers’  supplies,  embalming, 
and  renting  automobiles  for  funerals,  held  not  to  constitute  separate 
branches  of  business  entitling  taxpayer  to  computation  of  tax  under 

sec.  303,  Act  1918.  H.  F.  Suhr  &  Co _  95 

•9.  Id.  Corporation  operating  a  building,  part  of  which  is  rented  for 
offices  and  part  of  which  is  used  for  conduct  of  a  theatre,  is  not  engaged 
in  separate  business  or  separate  branches  of  a  business  entitling  it  to  com¬ 
putation  of  tax  under  sec.  303,  Act  1918.  Selwyn  Operating  Corp _  723 

10.  Advertising  Agents.  Classification  denied  to  corporation  engaged  in 

business  as  advertising  agent  where  income  was  derived  from  commissions 
allowed  by  publishers  and  from  charges  in  addition  to  cost  of  art  work 
and  printing  and  substantial  portion  of  accounts  of  advertisers  was  paid 
by  corporation  to  publisher  before  collection  by  corporation  from  adver¬ 
tisers.  Matteson-Fogarty- Jordan  Co _  432 

11.  Coal  Dealers.  Where  corporation  contracted  to  sell  coal  of  pro¬ 

ducers  and  obligated  itself  to  pay,  or  guaranteed  payment,  for  all  coal 
shipped  to  consignees,  and  payments  for  coal  were  made  either  from  sur¬ 
plus  cash  or  borrowed  money,  held  that  capital  was  an  income-producing 
factor.  Pittsburgh  &  Bessemer  Coal  Co _  43 

12.  Commission  Merchants.  Classification  denied  to  corporation  en¬ 

gaged  in  business  as  commission  merchant  which  did  not  trade  as  a  prin¬ 
cipal  but  which  derived  16%  of  income  from  use  of  invested  or  borrowed 
capital  and  from  sale  of  stock  of  another  corporation  purchased  during 
year.  Seaboard  Mills,  Inc _  575 

13.  Customs  Brokers.  Classification  denied  to  corporation  engaged  in 
business  as  customs  brokers  which  used  substantial  amount  of  capital  in 
making  advances  on  freight  shipments  of  customers  and  derived  part  of 


income  from  operation  of  warehouse  for  hire.  W.  J.  Byrnes  &  Co _  175 

14.  Hotels.  Classification  denied  to  corporation  engaged  in  operating 
hotels  in  buildings  leased  for  term  of  years.  Spark  Hotel  Co _  18G 
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15.  Insurance  Ayents .  Classification  denied  to  corporation  engaged  in 

business  as  general  and  local  insurance  agent,  where  owners  of  substantial 
part  of  Siock  were  not  regularly  engaged  in  active  conduct  of  business  and 
business  was  conducted  with  aid  of  employees  and  solicitors.  Harry  S. 
Kaufman,  Ltd _  823 

16.  Office  and  Theatre  Building.  A  corporation,  organized  withouc 

paid-n  capital,  acquired  a  valuable  10-year  lease  immediately  after  its 
organization  and  operated  leased  premises  as  a  combination  office  and 
theatre  building.  Held,  that  the  lease  was  a  material  income-producing 
factor.  Selwyn  Operating  Corp _  723 

17.  Railroad  Construction  and  Maintenance.  Class  fiaction  denied  to 

corporation  engaged  in  performing  contracts  with  railroads  to  maintain 
and  renew  tracks  and  construct  additional  yard  and  industrial  tracks  on 
cost-plus  basis  or  on  straight-contract  price  basis,  where  performance 
involved  use  of  capital,  both  invested  and  borrowed,  in  furnishing  labor, 
material,  and  equipment.  North  American  Ry.  Constr.  Co _  1260 

18.  Sales  Agencies.  A  corporation  the  principal  part  of  whose  income 

was  derived  from  sale  of  stock  of  another  corporation  held  not  entitled 
to  personal  service  classification  where  owners  of  only  32%  of  stock  were 
actively  engaged  in  business  and  15%  of  sales  were  made  by  nonstock¬ 
holders,  and  cap  tal  was  used  to  make  initial  payment  to  issuing  cor¬ 
poration  and  to  pay  commissions  and  salaries.  Liberty  Agency  Co _  778 

19.  Schools ;  Business  Colleges.  Classification  denied  to  corporation 

engaged  in  operating  business  college  where  25%  of  income  was  derived 
from  investment  in  corporation  organized  to  publish  books  wr'tten  by 
officers  and  from  profits  on  sales  of  such  books,  and  part  of  income  was 
derived  from  investments  not  connected  with  business  in  which  corpora¬ 
tion  was  primarily  engaged.  Metropolitan  Business  College _  10 

20.  Shipwrights.  Classification  denied  to  corporation  engaged  in  ship¬ 

wright  work,  where  considerable  surplus  was  retained  in  business,  ma¬ 
terials  and  supplies  were  purchased  on  credit,  and  money  was  borrowed 
for  pay  rolls,  and  part  of  income  was  derived  from  risk  of  loss  from  fire, 
accident,  or  negligence,  and  all  of  principal  stockholders  were  not  actively 
engaged  in  the  business.  New  Orleans  Shipwright  Co _  458 


PERSONAL  USE.  See  Depreciation,  IT,  1. 


PETITION.  See  Evidence,  I,  2:  Jurisdiction,  II;  III.  2,  3:  IV.  6. 

PLANT.  See  Amortization,  4;  Capital  Expenditures,  III,  3,  5;  Depre¬ 
ciation,  III,  15,  17,  18 ;  Gain  or  Loss,  II,  44,  45 

PLASTERING.  See  Capital  Expenditures,  HI.  3. 


PLEADING.  See  Evidence,  I,  2 ;  Jurisdiction,  II ;  III,  2,  3 ;  IV,  6. 


POLICY.  See  Administrative  Decisions,  7. 

POWER  COMPANIES.  See  Expenses,  II,  2 ;  Invested  Capital,  X,  12. 


PRACTICE  AND  PROCEDURE.  See  Administrative  Decisions  ;  Evi¬ 
dence;  Jurisdiction;  Limitations;  Statutes. 


Election.  See  Invested  Capital,  XV,  4. 

Special  assessment.  See  Invested  Capital,  XV;  Jurisdiction,  IV, 

3,  4. 

Stipulation.  See  Invested  Capital,  IX,  7 ;  Partners,  II,  3. 

1.  Scope  of  Decision;  Interpretation  of  Tax  Laws.  Board  is  required 
by  statute  to  decide  issues  before  it  in  accordance  with  the  law  as  it 
understands  it  and  as  authoritatively  adjudicated  by  the  courts.  Richard 

L.  Birkin _  402 

2.  Id.  Opinion  of  Attorney  General,  while  entitled  to  great  respect,  is 
not  determinative  before  the  Board,  although  it  will  be  given  regard  to 
the  extent  that  it  may  aid  toward  a  sound  conclusion.  Id. 

PREMIUMS.  See  Contributions,  5;  Expenses,  III,  3. 


PRESUMPTION.  See  Evidence,  V. 
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PREWAR  INVESTED  CAPITAL.  See  Excess  Profits  Tax,  S.  9. 

PREWAR  NET  INCOME.  Sec  Excess  Profits  Tax,  7:  Invested  Capi¬ 
tal,  XV,  13. 

PRINTING  MACHINERY.  See  Depreciation,  IV,  32;  Gain  or  Loss, 

II,  44. 

PROFITS  TAX.  See  Excess  Profits  Tax  and  cross  references. 
PROHIBITION.  See  Depreciation,  V,  2-4 ;  Gain  or  Loss,  II,  26. 

PUBLIC  PARKS.  See  Contributions,  3. 

PUBLISHERS.  See  Gain  or  Loss,  II,  28. 

PUMP  MANUFACTURERS.  See  Depreciation,  IV,  10.  33. 

QUARRIES.  See  Capital.  Expenditures,  II,  2 ;  III,  7 ;  Depletion,  4,  5. 
QUITCLAIM.  See  Gain  or  Loss,  I,  5. 

RAILROADS.  See  Carriers. 

Claims  for  damages.  See  Accounting,  I,  1. 

Construction  and  maintenance.  See  Personal  Service  Corporations,  17 

RATES.  See  Amortization,  5,  6;  Depletion;  Depreciation,  IV;  Divi¬ 
dends,  I,  1 ;  II,  4. 

Compensation.  See  Expenses,  IV,  11-13. 

"War  contracts;  income.  See  Contracts,  3,  4. 

1.  Corporations ;  Additional  J/%  Income  Tax;  Fiscal  Year  Ending  in 

1917.  Additional  4%  income  tax  under  Act  1917  upon  proportion  of  net 
income  of  fiscal  year  ending  in  1917,  held  correctly  computed  upon  pro¬ 
portion  of  net  income  of  fiscal  year  after  applying  profits-tax  credit  to 
whole  rather  than  1917  portion  of  fiscal  year’s  income.  Yolcohama-Ki- 
Ito-Kwaisha,  Ltd _ 

2.  Individuals ;  Partners;  Year  1923;  Credit  of  25%;  Tit.  XII,  Act 

1921/.  Provisions  of  Act  1924  allowing  credit  or  refund  of  25%  of  tax 
shown  by  1923  returns  did  not  reduce  rates  of  1923  within  meaning  of 
sec.  207  (b).  Charles  Colip _ L _ 

RATIFICATION.  See  Corporations,  I,  2. 

REAL  ESTATE.  See  Capital  Expenditures,  II,  3-5 ;  III,  6 ;  Crops  ; 
Depletion  ;  Depreciation,  II,  2 ;  IV,  20 ;  Descent  and  Distribution  : 
Estate  Tax,  II,  5-7 ;  Gain  or  Loss,  I,  5,  16,  17 ;  II,  10,  11,  17,  18,  22,  23, 
31,  33,  37,  46-56,  65,  66 ;  Installment  Sales,  1,  4,  5 ;  Interest,  1 ;  In¬ 
vested  Capital,  IV,  4 ;  X,  4 ;  Leases  and  cross  references. 

RECEIPT,  CONSTRUCTIVE.  See  Compensation,  9,  10  ;  Dividend,  II,  S  ; 
Joint  Ventures,  2 ;  Rent,  1. 

RECEIVERS  See  Losses,  II,  8. 

RECORDS.  See  cross  references  under  Books ;  Evidence,  II ;  III,  1. 
REDUCTION  OF  INVESTED  CAPITAL.  See  Invested  Capital,  XIII. 
REFUND.  See  Credit  or  Refund;  Jurisdiction,  VI. 

REGULATIONS  See  Credits,  I,  3. 

Regulat  ons  cited.  See  table  at  front  of  volume. 

RELATIVES.  See  Affiliations,  III,  5-8 ;  Partners,  I,  1,  2. 

RELEASE.  See  Losses,  III,  1. 

RELIGIOUS  ORGANIZATIONS.  See  Contributions,  4,  5. 

REMEDIES.  See  Bad  Debts,  III.  7. 

RENT.  See  Leases  ;  Losses,  II,  5. 

Evidence  of  value.  See  Depreciation,  III,  5,  9,  10 ;  Evidence,  IV,  3. 
Ground  rent.  See  Depreciation,  III,  5;  Estate  Tax,  II,  23. 

Rental  property.  See  Gain  or  Loss,  II,  65. 
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Dage. 


1.  Income;  Constructive  Receipt;  Payment  to  Third  Persons.  Where 

lessor,  without  being  under  legal  obligation  to  do  so,  causes  to  be  incorpo¬ 
rated  in  lease  a  direction  that  rents  and  royalties  be  paid  to  third  persons 
as  they  become  due,  such  act  constitutes  an  exercise  of  control  over  income 
when  it  actually  arises,  is  an  incident  of  enjoyment  of  fruits  of  owner¬ 
ship,  and  amounts  paid  are  income  -of  lessor.  Samuel  V.  Woods _  413 

2.  Deductions.  Minimum  Royalties  paid  under  provisions  of  mining 

leases  constitute  rents  and  are  allowable  deductions.  W.  S.  Boyle  &  Co _  541 

REORGANIZATIONS.  See  Invested  Capital,  XIV. 

REPAIRS.  See  Capital  Expenditures,  III. 

REPEAL.  See  Estate  Tax,  I,  2. 

REPLACEMENTS.  See  Capital  Expenditures,  III :  Gain  or  Loss,  III, 

2,  3. 

RES  JUDICATA.  See  Depreciation,  IV,  3. 

RESERVE  FUNDS.  See  Expenses,  VI ;  Insurance. 

RESERVES.  See  Bad  Debts,  IV ;  Expenses,  II  (4)  ;  Inventories,  II, 

3 ;  Invested  Capital,  VI,  2 ;  VII,  3 ;  Losses,  I,  11-14. 

RESIDENCES.  See  Expenses,  III,  5 ;  Gain  or  Loss,  II,  G5. 

RESIDENTS.  See  Estate  Tax,  I,  1. 

RETROACTIVE  LAWS.  See  Statutes,  4. 

RETURNS : 

I.  Generally,  p.  1392. 

II.  Corporations,  p.  1392. 

III.  Individuals : 

(1)  Husband  and  Wife,  p.  1393. 

(2)  Partners,  p.  1393. 

See  Accounting  ;  Limitations  ;  Net  Losses  ;  Penalties. 

Consolidated  returns.  See  II,  2,  3,  infra;  Accounting,  II,  4;  Affilia¬ 
tions  ;  Invested  Capital,  V ;  Losses,  II,  24 ;  Net  Income,  4-6. 

I.  Generally. 


1.  Correctness ;  Burden  of  Proof.  Where  Commissioner  determines 

return  to  be  incorrect,  he  is  not  bound  to  prove  correctness  of  his  action 
until  taxpayer  has  produced  evidence  showing  that,  determination  was 
arbitrary  or  not  in  accordance  with  facts.  Pennant  Cafeteria  Co _ 

2.  Id.  Presumption.  Where  Commissioner  determines  return  to  be  in¬ 
correct,  presumption  that  return  is  correct  disappears.  Id. 

3.  Id.  Evidence;  Lost  Records.  Where  return  was  made  from  tax¬ 
payer’s  books  and  books  were  thereafter  destroyed  by  lire,  categorical 
statements  of  witnesses  who  had  charge  of  books  and  made  the  return 
therefrom  that  books  truly  reflected  income,  held  insufficient  to  establish 
correctness  of  return.  Id. 

4.  Statutory  Return;  Amended  Return.  Original  return  is  the  return 
required  by  law  and  there  is  no  statutory  authority  for  making  or  accept¬ 


ing  amended  returns.  E.  L.  Harris. 


5. Id. 


Tentative  Return  containing  no  statement  of  gross  income,  de¬ 
ductions,  cred  ts,  or  net  income,  and  merely  setting  forth  estimated  total 
tax  for  year,  accompanied  by  request  for  extension  of  time  within  which 
to  file  a  completed  return,  is  not  the  return  required  by  law.  Boston 
Hide  &  Leather  Co _ 


293 


1026 


617 


JI.  Corporations. 


1.  Dissolution  During  Taxable  Period.  Where  corporation  on  calendar- 

year  basis  was  dissolved  on  Mar.  31.  1919.  a  return  for  1919  which 
included  income  from  Jan.  1  to  Mar.  31,  1919.  was  a  return  for  a  full 
taxable  year  of  12  months.  Louis  Ilyrnel  Planting  rf-  Mfg.  Co -  910 

2.  Consolidated  Returns.  Provisions  of  Act  1918  requiring  affiliated 

corporations  to  file  consolidated  return  of  net  income  and  invested 
capital,  contemplate  that  affiliated  group  shall  be  treated  as  existing 
with  attributes  of  a  single  taxpayer.  Farmers  Deposit  National  Bank —  520 

Gould  Coupler  Co _  499 

H.  S.  Crocker  Co _  537 
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3.  Id.  The  purpose  was  to  circumvent  intercompany  dealing  and  ac¬ 
counting  practices,  of  whatever  origin  or  object,  through  which  the 
invested  capital  or  net  income  of  a  corporation  in  a  group  under  common 
control  might  be  artificially  increased  or  diminished.  Gould  Coupler  Co _  499 

III.  Individuals. 

(1)  Husband  and  Wife. 

1.  Change  of  Basis.  Where  husband  files  a  joint  return  under  Act  192 L 
purporting  to  report  all  income  of  husband  and  wife,  such  return  is  a 
legal  and  proper  return,  the  tax  liability  becomes  fixed,  and  a  return 


may  not  thereafter  be  filed  on  another  basis.  R.  Donnes,  Jr _  1029 

Germain  C  as  si  ere _ * _  1032 


2.  Id.  Community  Properly.  So  held  where  husband  filed  joint  return 
and  thereafter  sought  to  file  return  on  community  property  basis.  Id. 

3.  Id.  Sec.  1 212,  Act  1926,  does  not  confer  upon  taxpayers  right  to 
file  returns  on  community  property  basis  where  original  returns  were 

not  filed  on  that  basis.  R.  Downes ,  Jr _ _  1029 

(2)  Partners. 

4.  Different  Accounting  Periods.  In  taxing  partner’s  income  for  a 
•calendar  year,  such  income  may  properly  include  his  distributive  share  of 
partnership  income  for  fiscal  year,  part  of  which  falls  within  preceding 
•calendar  year,  notwithstanding  part  of  partnership  income  is  attributable 

to  earnings  of  preceding  calendar  year.  Charles  Colip _  123 

ROUTES,  LAUNDRY.  See  Invested  Capital,  XI,  5,  7. 

ROYALTIES.  See  Depletion,  2.  4,  5;  Depreciation,  III.  8;  Gain  or 
Loss,  I.  IS;  II,  43;  Indians,  4;  Invested  Capital,  X.  6;  Losses,  III, 

5 ;  Rent. 

SALARIES.  See  Compensation  and  cross  references. 

SALES.  See  Commissions  ;  Estates  and  Trusts,  III ;  Gain  or  Loss  ; 

Gifts,  1 ;  Installment  Sales  ;  Inventories  ;  Invested  Capital. 

Adjustment  for  depreciation.  See  Gain  or  Loss,  II  (6). 

Agents.  See  Personal  Service  Corporations,  18. 

Bona  fide  sale.  See  Gain  or  Loss,  I,  3,  6-9 ;  Penalties,  7,  8. 

Containers  of  merchandise.  See  Expenses,  II,  5. 

Cost  of  sales.  See  Inventories,  IY. 

Dealers  in  securities.  See  Inventories,  Y. 

Evidence  of  value.  See  Depreciation,  III,  3;  Dividends,  III,  2; 

Gain  or  Loss,  II,  44,  55,  61 ;  Invested  Capital,  X,  4,  8. 

Foreclosure.  See  Depreciation,  III,  15 ;  Gain  or  Loss,  II,  44. 

Gross  sales.  See  Compensation,  7 ;  Inventories,  III ;  Net  Income,  8. 

Income;  sources  within  the  United  States.  See  Aliens;  Foreign  Cor¬ 
porations. 

Option.  See  Estate  Tax,  II,  7,  10 ;  Gain  or  Loss,  I,  19. 

Residences.  See  Gain  or  Loss,  II,  65. 

Sale  to  establish  loss.  See  Gain  or  Loss,  I,  7-9. 

Selling  price.  See  Gain  or  Loss,  II  (5). 

Stock.  See  Affiliations.  II,  2;  III,  10;  Capital  Transactions;  Com¬ 
missions;  Corporations.  II,  1;  Dividends,  IY.  6;  Expenses,  IY, 

13 ;  Gain  or  Loss  ;  Invested  Capital. 

Title.  See  Gain  or  Loss,  I  (2)  ;  II,  1. 

SALESMEN.  See  Expenses,  IV,  5,  14;  VIII,  7. 

SALVAGE.  See  Losses,  II,  2-4,  19. 

SASH  AND  DOOR  MACHINERY.  See  Depreciation,  IV,  35. 
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SCHOOLS.  See  Expenses,  V,  3 ;  Personal  Service  Corporations,  19.  Page. 
SCIENTIFIC  ORGANIZATIONS.  See  Contributions,  1. 

SECONDHAND  GOODS.  See  Gain  or  Loss,  II,  5 ;  Inventories,  11,  7. 
SECRET  PROCESSES.  See  Depreciation,  II,  4;  Gain  or  Loss,  II,  20. 
SECURED  DEBTS.  See  Bad  Debts,  III,  5;  Invested  Capital,  II,  2. 
SECURITIES.  See  cross  references  under  Bonds  and  Stock. 

SEIZURE.  See  Losses  I,  4,  6. 

SEPARATE  BUSINESSES.  See  Accounting,  II,  1,  2;  Excess  Profits 
Tax,  1-3. 

SEPARATE  RETURNS.  See  Accounting,  II.  3-6;  Net  Losses,  9;  Re¬ 
turns,  III  (1). 

SEPARATE  TRANSACTIONS.  See  Gain  or  Loss,  I,  2,  10;  Install-  ’ 
ment  Sales,  5. 

SHIPS.  See  Amortization,  4 ;  Joint  Ventures,  2. 

SHIPWRIGHTS.  See  Personal  Service  Corporations,  20. 

SMITHTOWN  VILLAGE  GREEN  CORPORATION.  See  Contribu¬ 
tions,  3. 

SOURCES  WITHIN  THE  UNITED  STATES.  See  Aliens;  Foreign 
Corporations. 

SPECIAL  ASSESSMENT.  See  Invested  Capital,  XV ;  Jurisdiction, 

IV,  8,  4. 

STATE  COURTS.  See  Comity. 

STATE  EMPLOYEES.  See  Exemptions. 

STATE  LAW.  See  Dividends,  I,  5 ;  Estate  Tax,  II,  18-22 ;  III,  2,  3 ; 
Husband  and  Wife  ;  Partners,  II,  2 ;  Taxes,  III. 

Insurance  companies ;  reserve  funds.  See  Expenses,  VI. 

STATE  TAXES : 

Inheritance.  See  Gain  or  Loss,  II,  22,  23. 

Income  tax.  See  Taxes,  III. 

STATUTES : 

Limitations.  See  Jurisdiction,  II,  VI ;  Limitations. 

Repeal.  See  Estate  Tax,  I,  2. 

Statutes  cited.  See  Table  at  front  of  volume. 

1.  Construction;  Legislative  Intent.  Wherever  possible,  the  Board  will 


adopt  such  interpretation  of  an  act  of  Congress  as  will  give  effect  to  the 
intent  of  Congress  in  passing  it.  H.  J.  Schlesinger _  943 

2.  Id.  Statutes  must  be  construed  in  such  manner  as  to  make  their 

underlying  purpose  effective.  Farmers  Deposit  National  Bank _  520 

3.  Id.  Legislative  Policy ;  Indians.  The  general  rule  of  treating  the 
Indians  fairly  and  construing  general  legislation  liberally  in  their  favor, 
does  not  require  the  construction  of  the  plain  language  of  a  taxing  statute 

so  as  to  exempt  the  Indians  from  tax.  Leah  Brunt _  134 

4.  Id.  Retroactive  Laws.  Tax  laws  can  have  no  retrospective  opera¬ 
tion  unless  made  so  by  their  own  express  language.  Charles  L.  Harris _  41 

STATUTORY  RETURNS.  See  Limitations,  5-7 ;  Returns,  I,  4,  5. 

STIPULATION.  See  Invested  Capital,  IX.  7 ;  Partners,  II,  3. 


STOCK.  See  Affiliations  :  Capital  Transactions  :  Corporations,  II ; 
Dividends;  Invested  Capital;  Personal  Service  Corporations. 

Bank  stock.  See  Estate  Tax,  II,  S,  9. 

Compensation  of  stockholders.  See  Compensation,  l  4 ;  Expenses, 
IV  (2). 
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STOCK — Continued. 

Compensation  paid  in  stock.  See  Invested  Capital,  X,  10. 

Investment  in  stock.  See  Invested  Capital,  III,  2;  Losses,  II,  7,  8 ; 
III,  6-9. 

Loans  by  stockholders.  See  Interest,  5 ;  Invested  Capital,  XVI,  4,  5. 

Par  value ;  evidence  of  value.  See  Depletion,  3 ;  Dividends,  III,  1 ; 
Gain  or  Loss,  II,  13 ;  Invested  Capital,  X,  2 ;  Losses,  III,  7. 

Sale,  exchange,  and  valuation.  See  Affiliations,  II,  2;  III,  10;  Capi¬ 
tal  Transactions  ;  Commissions  ;  Corporations,  II,  1 ;  Depreciation, 
I  II,  3 ;  Dividends,  III,  1,  2 ;  Estate  Tax,  II,  8-10 ;  Estates  and 
Trusts,  III,  2;  Gain  or  Loss;  Invested  Capital;  Penalties,  7,  8. 

Stockholders’  liability.  See  Losses,  I,  8. 

Subscriptions.  See  Commissions  ;  Gain  or  Loss,  II,  19 ;  Invested 
Capital,  IX,  10. 

Transfer  in  contemplation  of  death.  See  Estate  Tax,  II,  14,  15. 
STOCK  DIVIDENDS.  See  Dividends,  II,  7 ;  IV. 

STOCKHOLDERS.  See  cross  references  under  Stock. 

STORAGE  SHEDS.  See  Amortization,  2. 

SUBDIVISIONS.  See  Gain  or  Loss,  II,  11,  18,  33. 

SUBSCRIPTIONS : 

Stock.  See  Commissions  ;  Gain  or  Loss,  II,  19 ;  Invested  Capital. 
IX,  10. 

SUBSISTENCE.  See  Expenses,  VIII. 

SURETIES.  See  Losses,  II,  13,  14. 

SURPLUS.  See  Dividends;  Evidence,  II;  Invested  Capital,  XVI. 
SURTAX.  See  Dividends,  I,  1. 

SURVEYS.  See  Capital  Expenditures,  II,  4. 

TANGIBLE  PROPERTY.  See  Invested  Capital,  X  ;  XII,  1. 

TANNING  LIQUOR.  See  Losses,  II,  20. 

TANNING  VATS.  See  Depreciation,  IV,  44  ;  Invested  Capital,  IV,  5,  6. 
TANTIEMES.  See  Compensation,  8. 

TAXABLE  YEAR.  See  Returns,  II,  1. 

TAXES : 

I.  Generally,  p.  1396. 

II.  Income,  p.  1396. 

III.  Deductions,  p.  1396. 

See  Administrative  Decisions;  Affiliations.  IV;  Aliens;  Corpora¬ 
tions,  III ;  Credits  ;  Credit  or  Refund  ;  Dividends  ;  Estate  Tax  ; 
Estates  and  Trusts  ;  Excess  Profits  Tax  ;  Exemptions  ;  Foreign 
Corporations  ;  Indians  ;  Husband  and  Wife;  Joint  Ventures  ;  Juris¬ 
diction  ;  Limitations  ;  Partners  ;  Penalties  ;  Returns. 

Abatement  claims.  See  Jurisdiction,  III,  3 ;  IV,  1,  3 ;  V. 

Carrying  charges.  See  Gain  or  Loss,  II,  17,  18. 

Credit  claims.  See  Jurisdiction,  VI. 

Deficiency.  See  Administrative  Decisions;  Evidence,  I,  3,  4 ;  Juris¬ 
diction. 

Dividends,  tax-exempt.  See  Gain  or  Loss,  II,  20. 

Foreign  governments.  •  See  Credits,  I,  2,  3. 

Income  tax.  See  particular  titles. 
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TAXES — Continued.  Page. 

Inheritance  tax.  See  Gain  or  Loss,  II,  22,  23. 

Liens.  See  Gain  or  Loss,  I,  21. 

Local  assessment.  See  Estate  Tax,  II,  G;  Gain  or  Loss,  11.  11  ;  In¬ 
vested  Capital,  IV,  4. 

Rates.  See  Contracts,  3,  4;  Dividends,  I,  1 ;  II,  4;  Rates. 

Reduction  of  liquidating  dividend.  See  Dividends,  III,  3. 

Reduction  of  invested  capital.  See  Invested  Capital,  XI II,  3  5. 

Refund  claims.  See  Jurisdiction,  VI. 

Special  assessment.  See  Invested  Capital,  XV;  Jurisdiction,  IV,  3,  4. 

State  taxes.  See  III,  infra;  Gain  or  Loss,  II,  22,  23. 

Taxable  year.  See  Returns,  II,  1. 

I.  Generally. 

Estoppel.  Quaere:  Whether  government,  having  collected  tax  upon 
income  as  earned  in  one  year,  is  estopped,  after  period  of  limitation  on 
refund  for  that  year  has  expired,  from  collecting  tax  upon  the  same 
amount  as  income  for  subsequent  year?  Max  Schott _  79 

II.  Income. 

1.  Payment  Under  Tax-Free  Covenant.  Taxes  paid  by  obligor  on  tax- 


free  covenant  bonds  do  not  constitute  taxable  income  of  bondholder. 

Isabel  Anderson _  27 

2.  Payment  by  Lessee.  Where  lessee,  under  terms  of  lease,  paid  federal 
income  and  profits  taxes  imposed  on  lessor  with  reference  to  rental,  held 
that  taxes  so  paid  constituted  income  to  lessor  in  the  year  in  which  they 
became  due  and  were  paid.  Providence  &  Worcester  R.  R.  Co _  1186 


III.  Deductions. 

Accrual  and  Payment ;  State  Taxes.  Massachusetts  Income  Tax  ac¬ 
crues  and  becomes  payable  in  the  year  succeeding  that  in  which  the 
income  is  earned.  Stuart  W.  Webb _  366 

TENANTS.  See  Leases  and  cross-references. 

Croppers.  See  Bad  Debts,  I,  4. 

Life  tenants.  See  Estates  and  Trusts,  II,  1,  2 ;  III,  Gain  or  Loss ; 

I.  5. 

Tenants  by  entireties.  See  Estate  Tax,  II  (4). 

Tenants  at  will.  See  Losses,  II,  6. 

Rental  property.  See  Gain  or  Loss,  II.  65. 

TENTATIVE  RETURNS.  See  Returns,  I,  5. 

TENTATIVE  TAX.  See  Invested  Capital,  XIII,  5. 

THEATRES.  See  Depreciation,  IV,  18,  19 ;  Excess  Profits  Tax,  2 ; 

Gain  or  Loss,  II.  48,  66 ;  Personal  Service  Corporations,  16. 

TIMBER.  See  Evidence,  III.  2;  Gain  or  Loss,  IT,  56. 

TIME.  See  Accounting  and  cross-references. 

Cla  ms.  See  Credits,  I.  3. 

Contemplation  of  death.  See  Estate  Tax,  II  (3). 

Dividend  distribution.  See  Dividends,  II.  3.  4. 

Extension  of  time.  See  Limitations,  7. 

Invested  eanital ;  inclusion  of  assets.  See  Invested  Capital,  I,  2;  III, 

2;  XVI.  7. 

Limitations.  See  Jurisdiction,  II ;  VI ;  Limitations. 

Petition:  filing.  See  Jurisdiction,  II:  III.  2.  3:  IV.  6. 
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TIME — Con  tinned. 

Pre-war  period.  See  Excess  Profits  Tax,  7-9 ;  Invested  Capital, 
XV,  13. 

Realization  of  gain  or  loss.  See  Gain  or  Loss,  I  (3)  ;  Losses. 
Retroactive  laws.  See  Statutes,  4. 

Taxable  year.  See  Returns,  II,  1. 

Useful  life.  See  Depreciation,  III,  5;  IV  (2);  Invested  Capital, 
IV,  5. 

Valuation.  See  Gain  or  Loss,  II ;  Invested  Capital,  IX,  2,  3. 

TITLE.  See  Affiliations;  Comity;  Corporations,  II,  2;  Depreciation, 
II,  3 :  Descent  and  Distribution  ;  Dividends,  II,  1,  8,  9 ;  Gain  or 
Loss,  I  (2);  II,  1;  Invested  Capital,  XIV;  Losses,  I,  6;  II,  6; 
Partners,  II ;  Personal  Service  Corporations. 

Abstract  of  title.  See  Capital  Expenditures,  II,  3 ;  Gain  or  Loss, 
I,  18. 

TONNAGE.  See  Depletion,  1-5 ;  Gain  or  Loss,  II,  27. 

TOOLS.  See  Depreciation,  III,  16 ;  IV,  33 ;  Invested  Capital,  IV,  7. 

TRADE.  See  Accounting,  II,  1,  2 ;  Affiliations  ;  Aliens  ;  Amortiza¬ 
tion  ;  Capital  Expenditures;  Excess  Profits  Tax,  1-3;  Expenses; 
Foreign  Corporations;  Gain  or  Loss;  Inventories;  Invested  Capital; 
Losses  ;  Net  Losses  ;  Personal  Service  Corporations. 

TRADE  MARKS.  See  Depreciation,  V,  3. 

* 

TRADE  NAMES.  See  Depreciation,  V,  3 ;  Gain  or  Loss,  II,  26. 

TRADE  SECRETS.  See  Gain  or  Loss,  II,  26. 

TRANSFER  EFFECTIVE  AT  DEATH.  See  Estate  Tax,  II  (3). 

TRAVELING  EXPENSES.  See  Compensation,  5 ;  Expenses,  I ;  III,  6 ; 
VIII. 

TRESPASS.  See  Expenses,  II,  4 ;  Losses,  I,  10. 

TRUCKS.  See  Depreciation,  IV,  4-6,  45. 

TRUSTS.  See  Dividends,  II,  9;  Estate  Tax;  Estates  and  Trusts; 
Expenses,  III,  7 :  V,  2 ;  Gain  or  Loss,  I,  4. 

TYPEWRITING  MACHINES.  See  Depreciation,  IV,  37. 

UNDERTAKERS.  See  Excess  Profits  Tax,  3. 

UNDIVIDED  PROFITS.  See  Dividends;  Invested  Capital,  XVI. 
UNITED  STATES.  See  Indians. 

Contracts.  See  Amortization;  Contracts,  3.  4;  Invested  Capital 
III,  3 ;  XV,  9 ;  XVI,  1. 

Estoppel.  See  Taxes,  I. 

Federal  Control  Act.  See  Carriers. 


Income  from  sources  within  the  United  States. 

eign  Corporations. 


See  Aliens;  Foil 


UNITED  STATES  BOARD  OF  TAX  APPEALS.  See  Evidence;  Juris¬ 
diction  ;  Practice  and  Procedure. 


UNIVERSITIES.  See  Expenses,  V,  3. 

USE  AND  OCCUPANCY.  See  Gain  or  Loss,  III. 


USEFUL  LIFE.  See  Depreciation,  III,  5;  IV  (2) 
IV,  5. 


Invested  Capitai 


VALUE.  See  Bad  Debts,  I,  8;  Depletion;  Depreciation,  III,  V; 
Dividends,  III,  1,  2;  Estate  Tax,  II;  Gain  or  Loss;  Inventories,  11  ; 
Invested  Capital  ;  Losses  ;  Patents. 
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VATS.  See  Depreciation,  IV,  44;  Invested  Capital,  IV,  5,  6.  Pas? 

VENEER  MANUFACTURERS.  See  Depreciation  IV,  12,  34. 

VESSELS.  See  Amortization,  4;  Joint  Ventures,  2. 

VINEYARDS.  See  Depreciation,  III,  11;  IV,  40;  V,  4. 

WAR. 

Contracts.  See  Amortization  ;  Contracts,  3,  4. 

Federal  Control  Act.  See  Carriers. 

Pre-war  period.  See  Excess  Profits  Tax,  7-9;  Invested  Capital,  XV',  13. 
War  profits  tax.  See  Excess  Profits  Tax  and  cross  references. 

War-risk  insurance.  See  Expenses,  III,  3. 

WATER  POWER.  See  Invested  Capital,  X,  12. 

WATERWORKS.  See  Depreciation,  III,  17,  18. 

WEAR  AND  TEAR.  See  Depreciation. 

WHEAT.  See  Gain  or  Loss,  II,  16,  63. 

WIFE.  See  Husband  and  Wife  and  cross  references. 

WILLS.  See  Estate  Tax,  III,  3 ;  Estates  and  Trusts,  II,  1-3. 
WITHDRAWALS.  See  Invested  Capital,  XVI,  2-6. 

WOODWORKING  MACHINERY.  See  Depreciation,  IV,  35,  36. 

WORDS  AND  PHRASES: 


1.  “  Consolidated  invested  capital.”  Farmers  Deposit  National  Bank-  520 

2.  “  Consolidated  net  income.”  Id. 

3.  “  Consolidated  return.”  Gould  Coupler  Co _  499 

Farmers  Deposit  National  Bank _  520 

4.  “Deductible  losses.”  H.  J.  Schlesinger _  913 

5.  “  Deductions.”  Id. 

6.  “  Net  income.”  Long  Beach  Improvement  Co _  590 

7.  “  Net  loss.”  H.  J.  Schlesinger _  943 

8.  “  Personal  service  corporation.”  Personal  Service  Corporations. 

9.  “  Reasonable  allowance  for  exhaustion.”  7 19  Fifth  Ave.  Co _  565 

10.  “  Sources  within  the  United  States.”  Richard  L.  Birkin _  402 

WORLD  PEACE.  See  Contributions,  2. 

WORTHLESS  DEBTS.  See  Bad  Debts. 
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